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Voorwoord

De plaats van vestiging van rechtspersonen is wel een mythe genoemd,1 verzonnen om de 
heffing van vennootschapsbelasting te rechtvaardigen maar in werkelijkheid niet bestaand. 
De politieke en maatschappelijke ophef over het gebruik van ‘brievenbusvennootschappen’ 
is echter niet ontstaan vanwege een mythisch concept. De vestiging van een rechtspersoon 
voor toepassing van belastingen is een juridische realiteit met de nodige maatschappelijke 
effecten. Het is het schijnbaar onmogelijke verband tussen een juridisch construct als een 
rechtspersoon en iets ‘reëels’ als een woonplaats of plaats van vestiging waarin ik al snel na 
mijn studie geïnteresseerd raakte. Die interesse heeft, jaren later en daartoe op het spoor 
gezet door Frank Engelen,2 geleid tot dit proefschrift. 

Gedurende de jaren dat ik mij met het onderwerp heb beziggehouden, is het internationale 
belastingrecht ingrijpend gewijzigd. Het BEPS-project van de OESO heeft geresulteerd in de 
introductie van maatregelen die in meer of mindere mate effect hebben op de toegang van 
entiteiten tot voordelen uit hoofde van een verdrag ter voorkoming van dubbele belasting. De 
juridische en praktische relevantie van het onderwerp werd daardoor alleen maar duidelijker.   

Velen hebben bijgedragen aan de totstandkoming van dit proefschrift. Dank aan Frank 
Pötgens als promotor en Alexander Bosman als co-promotor, voor hun kritische beschouwing 
van concept-teksten en richtinggevende opmerkingen.  

Furthermore, I wish to acknowledge my deep gratitude to Dr John Avery Jones CBE, Prof. Jaap 
Bellingwout (chair), Prof. Tanja Bender, Prof. Kees van Raad and Prof. Stef van Weeghel, who 
participated in the reading committee and provided valuable comments and to Prof. Philippe 
Albert and Dr Cees Peters who were willing to take part in the promotion committee. 

Dank ook aan mijn (oud)collega’s van de afdeling belastingrecht aan de Vrije Universiteit; 
aan Lisanne Berends en Paula Geerse, student-assistenten van de afdeling, die werkelijk 
onmisbaar zijn geweest bij het controleren en vervolmaken van de literatuurverwijzingen en 
aan al die anderen – oud-collega’s van PwC, collega’s van de Faculteit der Rechtsgeleerdheid 
van de VU, collega’s van het team belastingrecht van de Rechtbank Noord-Holland, familie 
en vrienden – die gedurende het proces belangstellend hebben gevraagd of het al vorderde 
en wanneer het klaar zou zijn. Excuses voor mijn regelmatig wat gefrustreerde reactie op 
zo’n vraag. Weet dat de belangstelling niettemin heeft bijgedragen aan de afronding van het 
onderzoek. Een speciaal woord van dank aan mijn vader, die als chemicus zeer regelmatig 
en met grote accuratesse heel veel pagina’s van een fiscaal-juridisch proefschrift heeft 
gelezen. Niet gering, zoals hijzelf zou kunnen hebben gezegd. 

1 Elkins (2017). According to Elkins, “tax residence is an attribute of individuals only, inapplicable to the corporate entity.” 
2 Engelen (2004), p. vi. 



6

De dank geldt eveneens en niet in de laatste plaats mijn thuisfront. Ik dank onze kinderen, 
Susanne, Cornelie, Cees en Saartje. Zij werden geconfronteerd met een vader die  met zijn 
gedachten bij zijn onderzoek was en niet bij hen. Jullie hebben daarop in het slechtste geval 
lijdelijk gereageerd. Zonder jullie steun, kritische noten, aanmoedigingen en afleiding had 
het in ieder geval nog langer geduurd. Lieve Jaqualine, jij hebt al die jaren iemand naast 
je gehad die met iets bezig was waarvan jij je slechts moeilijk een voorstelling kon maken. 
Dank voor de stimulans en het geduld en begrip, zelfs als ik halverwege Enkhuizen het 
zoveelste concept ter hand nam.  
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Chapter 1
Purpose, methodology and structure

1.1 The importance of the resident definition for tax treaty purposes

The term resident is used throughout the OECD MC. Already Article 1, defining the personal 
scope of the model, refers to persons that are residents of one or both of the Contracting 
States. Furthermore, the distributive provisions in the chapters III and IV of the OECD MC 
generally only apply to a specific category of income or capital, if that income is derived by,1 
paid to,2 or owned by3 a resident of a Contracting State or if that capital is owned by4 such a 
resident. In addition, some of the distributive provisions require the income to be paid by a 
resident5 and in several other provisions the term resident is used as well.6 

The frequent use of the term resident in the OECD MC, and with that the importance of 
that term for the model, is shown in the overview below. Column I. contains the overview 
of all articles in which the term resident occurs. Column II. indicates in which chapters the 
provisions are included. A brief description of the subject that is regulated in the relevant 
article is included in column III. Column IV. specifies whether the term resident in the 
relevant article applies to an individual, an entity or both.

1 Articles 6 and 13 OECD MC. 
2 Articles 10 and 11 OECD MC. 
3 Articles 12 OECD MC. 
4 Article 22 OECD MC. 
5 Articles 10 and 11 OECD MC. Article 15(2)(b) speaks about remuneration paid by an employer who is not a resident of the 
other State. 
6 E.g. Articles 3, 23, 25 and 29 OECD MC. 
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I. Provision II. Chapter III. Subject IV. Individual / Entity

Preamble Preamble to the 
convention

Object and purpose of the convention Individual / Entity

Article 1(1) Chapter I, Scope of the 
convention

The persons covered by the convention Individual / Entity

Article 1(2) Treaty entitlement as regards income of fiscally 
transparent entities 

Entity

Article 1(3) Scope of the convention Individual / Entity

Article 3(1)(d) Chapter II, Definitions Definition of “enterprise of a Contracting State” Individual / Entity

Article 5(7) Definition of “permanent establishment” Entity

Article 6(1) Chapter III, Taxation of 
income

Income from immovable property Individual / Entity

Article 10(1) Dividends: residence taxation Individual / Entity

Article 10(2) Dividends: source taxation Individual / Entity

Article 10(3) Definition of “dividends” Entity

Article 10(4) Dividends and a permanent establishment Individual / Entity

Article 10(5) Dividends paid by non-resident companies Individual / Entity

Article 11(1) Interest: residence taxation Individual / Entity

Article 11(2) Interest: source taxation Individual / Entity

Article 11(4) Interest and a permanent establishment Individual / Entity

Article 11(5) Sourcing rule Individual / Entity

Article 12(1) Royalties: residence taxation Individual / Entity

Article 12(3) Royalties: source taxation Individual / Entity

Article 13(1) Capital gains: immovable property Individual / Entity

Article 13(4) Capital gains: shares or comparable interests Individual / Entity

Article 13(5) Capital gains: other property Individual / Entity

Article 15(1) Wages Individual

Article 15(2) Wages: residence taxation Individual / Entity

Article 15(3) Wages derived in respect of an employment 
exercised aboard a ship or aircraft operated in 
international traffic

Individual

Article 16 Directors’ fees and other similar payments Individual

Article 17(1) Income of entertainers and sportspersons Individual

Article 18 Pensions Individual

Article 19(1)(b) Wages from government services Individual

Article 19(2)(b) Pensions from government services Individual

Article 20 Students Individual

Article 21(1) Other income: residence taxation Individual / Entity

Article 21(2) Other income and a permanent establishment Individual / Entity

Article 22(1) Chapter IV, Taxation of 
capital

Immovable property Individual / Entity

Article 22(4) All other elements of capital Individual / Entity

THE IMPORTANCE OF THE RESIDENT DEFINITION FOR TAX TREATY PURPOSES1.1
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I. Provision II. Chapter III. Subject IV. Individual / Entity

Article 23A(1) Chapter V, Methods for 
elimination of double 
taxation

Exemption of income which may be taxed in the 
other Contracting State

Individual / Entity

Article 23A(2) Exemption of dividend and interest income Individual / Entity

Article 23A(3) Application of the progressive scale of tax rates Individual / Entity

Article 23A(4) Prevention of double non-taxation Individual / Entity

Article 23B(1) Ordinary credit Individual / Entity

Article 23B(2) Application of the progressive scale of tax rates Individual / Entity

Article 24(1) Chapter VI, Special 
Provisions

Non-discrimination of nationals of a Contracting 
State

Individual / Entity

Article 24(2) Non-discrimination of stateless persons who are 
residents of a Contracting State 

Individual

Article 24(3) Non-discrimination of permanent 
establishments

Individual / Entity

Article 24(4) Same treatment of interest, royalties and other 
disbursements

Individual / Entity

Article 24(5) Same treatment of enterprises with foreign 
shareholders

Individual / Entity

Article 29(1) Anti-abuse provision Individual / Entity

The term resident thus plays an important role in the application of a tax treaty that is designed 
in accordance with the OECD MC. It is therefore of great importance to be able to determine who 
or what is considered “resident” within the meaning of the various treaty provisions. Pursuant 
to Article 4(1) of the OECD MC a person is “resident of a Contracting State” if he, under the laws 
of that contracting state, is liable to tax therein by reason of his domicile, residence, place of 
management or any other criterion of a similar nature. However, under the exception of the 
second sentence of Article 4(1), a person is not regarded resident of a contracting state if he is 
“liable to tax in that state in respect only of income from sources in that State or capital situated 
therein”. If a person is regarded resident of both contracting states under Article 4(1), Article 4(2) 
provides a tie-breaker rule in case of individuals and Article 4(3) applies to other legal persons. 

The definition of resident in Article 4 as introduced in the 1977 OECD MC can to a great 
extent be regarded a codification of practices followed by states in their treaty negotiations 
and application of tax treaties, which in turn are significantly influenced by the earlier 
models and the concepts used in domestic tax laws.7 The concept of residence has never been 
fundamentally adjusted to new circumstances whereas technological developments have 
now made it possible for corporations to explore the wide gap between their actual business 
operations and the “legalistic” requirements for corporate residence.8

7 League of Nations (1940); Avery Jones (2006); Jogarajan (2018). 
8 Inter alia, Mult et al. (2003), p. 216; Arnold (2003), p. 1564; McIntyre (2003), p. 1570; Loomer (2011), p. 107; Sepúlveda (2016), 
p. 141. 

THE IMPORTANCE OF THE RESIDENT DEFINITION FOR TAX TREATY PURPOSES 1.1
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Given the inordinate importance of the resident definition; the differences in interpretation 
to which the current definition gives rise; and the economic developments that call for an 
evaluation of the provision, it is not surprising that the treaty definition of resident has been 
the subject of various legal studies. In 1989, the dissertation of Brood, inter alia, discussed 
the treaty definition of resident.9 Couzin10 and – recently – Brosens11 wrote comparable 
studies in terms of subject and approach from a Canadian and Belgian perspective, 
respectively. These studies also paid considerable attention to the residency of companies 
under tax treaties. In 2009 and 2010, IBFD published volumes on the issue of resident under 
tax treaties; one with respect to companies,12 another with regard to individuals.13 The 
contributions to both volumes were based on presentations given during conferences on 
the topics. Furthermore, the volumes contained detailed country reports on the approach 
to residency in various countries. 

More recently, Loomer and Sepúlveda wrote dissertations on the residency of corporations 
under tax treaties. Loomer assessed corporate residency under the domestic and 
international tax law of the UK and Canada, particularly in relation to the issues of improper 
use and abuse of tax treaties.14 Sepúlveda’s study aimed at providing “an instrument for the 
interpretation, and possibly the negotiations of tax treaties”.15 That study assessed the various 
components of Article 4 and discussed in a detailed manner the policy considerations with 
respect to granting treaty benefits, similar to Loomer’s research with respect to the issue 
of tax avoidance as addressed in the OECD BEPS-project. In 2017, the issue of corporate 
tax residence was also on the agenda of the annual congress of the EATLP, with a focus on 
corporate mobility. The thematic and national reports presented during the congress were 
published in 2018.16 Starting from and in addition to the aforementioned studies, the present 
study deals with the residency of entities under tax treaties that are based on the OECD MC. 

1.2 Purpose and research questions

It is the purpose of this study to develop a clear understanding of the content of the residence 
concept of Article 4 OECD MC as regards entities. Furthermore, the study intends to bring 
up possibilities to solve any problems resulting from the resident definition in Article 4(1) 
and (3). The main research question addressed in this dissertation is: 

9 Brood (1989). 
10 Couzin (2002). 
11 Brosens (2018). 
12 Maisto et al. (2009). 
13 Maisto et al. (2010). 
14 Loomer (2011).
15 Sepúlveda (2016).
16 Traversa (2018). 

PURPOSE AND RESEARCH QUESTIONS1.2
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In its application to entities, does the definition of resident, contained within Article 4 OECD 
MC, effect conformity with the object of a treaty based on the OECD MC ? If not, how should 
Article 4 OECD MC and/or the related Commentary be adjusted to meet the needs of a treaty 
based on the OECD MC.

The following sub-questions contribute to answering this main research question: 
 ‒ What follows from the history of Article 4 that is relevant for the interpretation and 

the further development of the provision?
 ‒ Which interpretation method and what means of interpretation should be used to 

interpret Article 4(1) and 4(3) OECD MC? 
 ‒ What is the effect of Article 4(1) OECD MC if applied to entities? 
 ‒ What is the effect of Article 4(3) OECD MC if applied to entities that are resident of 

both contracting states pursuant to Article 4(1) OECD MC? 
 ‒ What is the object and purpose of a DTC based on the OECD MC? 
 ‒ What prerequisites apply to the definition of resident for purposes of a DTC as 

regards entities? 
 ‒ What amendments to Article 4(1) and 4(3) and/or the Commentary thereon contribute 

to the object and purpose of a DTC based on the OECD MC?

1.3 Approach

The various sub-questions require distinct approaches. For purposes of establishing the 
meaning of Article 4(1) and (3) OECD MC and the effect of these provisions if applied to 
entities, the approach should be in accordance with the legal norms on treaty interpretation 
(Articles 31 and 32 VCLT and Article 3(2) OECD MC). The choices made with respect to the 
application of these interpretation provisions are dealt with in detail in Chapter 3, which 
provides the framework for treaty interpretation applied in this dissertation. In summary, 
for the interpretation of Article 4(1) and 4(3) the following approach is used: 

A. Article 3(2) OECD MC functions as a lex specialis in respect of the Articles 31 and 32 
VCLT. Therefore, first the domestic law meaning of an undefined treaty term should 
be established. The criteria used to establish corporate-residence in the domestic tax 
laws of France, Germany, the Netherlands, the United Kingdom and the United States 
will be reviewed. Apart from the practical reasons to focus on these countries (e.g. 
language-barriers), the choice for these countries is justified based on the following 
considerations: 

 ‒ All countries are OECD-member states as of 1961, the year of establishment, and 
thus were involved in developing the OECD MC from the start; 

 ‒ Both civil and common law jurisdictions are represented;
 ‒ The countries use different approaches towards company residence under their 

respective domestic tax law. 

APPROACH 1.3
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Hence, the countries can be viewed as sufficiently representing the various approaches 
towards residency of entities for purposes of both domestic and treaty law. The choice 
for the Netherlands is also motivated by my own background and the fact that the other 
countries mentioned are important trading partners of the Netherlands.

B. If a domestic law meaning is established, it should be determined whether the context 
of the term requires another meaning. Whether the context requires another meaning 
primarily depends on the effect of the application of the domestic meaning at tax treaty 
level. That application should serve the purposes of the treaty and not be in breach of 
the principle of good faith.

C. If no domestic law meaning is established or if the context requires another meaning, 
the meaning of the term should be established in accordance with Articles 31 and 32 
VCLT. In that process, the Commentary on the OECD MC is used to define the ordinary 
meaning of the terms because the Commentary may reflect the meaning of these terms 
under the international tax language. Furthermore, the Commentary may contribute to 
define object and purpose of DTCs that follow the OECD MC. Also historical documents 
may contribute to uncover the ordinary meaning of undefined treaty terms according to 
international tax language. Furthermore, the Commentary may contribute to defining 
the object and purpose of DTCs that follow the OECD MC. Also, historical documents 
may contribute in uncovering the ordinary meaning of undefined treaty terms according 
to international tax language. Furthermore, these documents serve as a supplementary 
source of interpretation. Court decisions will be used as a supplementary method of 
interpretation as mentioned in Article 32 VCLT and will in this dissertation be used 
as a litmus test to assess the preliminary conclusions reached. The case law used for 
this purpose, is derived from the IBFD Tax Treaty Case Law Database, supplemented 
with relevant case law referred to in tax scholarship. It is clear that the use of the IBFD 
database in combination with references in fiscal literature means that certain case 
law has not been included in the research. After all, not all cases have been published 
in the mentioned database nor have been discussed in (mainly English) literature. In 
addition, a limiting factor for the use of the statements that are included in the IBFD 
database, is the original language in which the statement was made. Often only the 
English summary for this study could be used. Nevertheless, despite the incomplete 
overview and restrictions due to language barriers, the use of the judgments found I 
consider justified due to the limited role assigned to the judgments in determining the 
effect of Article 4(1) and (3).

When dealing with the questions relating to possible amendments or changes to Article 4 
OECD MC and/or its Commentary, the starting point is that the structure and content of the 
OECD MC remain unchanged. In addition, the principle is adopted that in the evaluation of 
the current provision and the formulation of possible proposals for adjustments, a number 
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of preconditions must be taken into account. Firstly, as DTCs are part of international 
law, principles of the international legal order should be taken into account. The second 
point to be considered are the principles of the corporation tax system as it functions in the 
contracting states. Thirdly, the purpose of tax treaties and the function of the resident’s 
definition in achieving that goal must be clear before proposals for improvement of the 
definition can be made. These three preconditions will be determined on the basis of 
international legal and tax scholarship.

The body of tax and legal scholarship that surrounds the topics addressed in this study is 
immense. It is impossible to read, study and discuss every contribution given constraints 
of time and limitations on the extent of the dissertation. Consequently, an inevitable select 
process occurs from the sources available, being aware of the possibility of personal bias and 
accepting the inevitability of incompleteness. In selecting the contributions to tax scholarship 
that are dealt with for purposes of answering the various sub-questions, I primarily focussed 
on the persuasiveness and the originality of the arguments provided, trying to avoid as much as 
possible reliance on a certain source based only on the recognition of the author as an (perceived) 
authority in the field. Concurring and divergent views on the various topics discussed are 
generally referred to in the footnote to a passage. Occasionally, when a contribution in 
scholarship brings forward the pros and cons to a certain position in a comprehensive way, 
the arguments provided are dealt with explicitly and quite extensively in the main text. 
However, the choice between a reference in a footnote or in the main text is often only based 
on considerations of readability. From the inclusion in either a footnote or the main text no 
inference can be drawn with regard to my opinion on the weight of the arguments provided.

1.4 Structure

This dissertation consists of five parts. Part I forms the introduction. The second part 
deals with a number of themes that are relevant to answering the identified sub-questions. 
Chapter 2 deals with the development in history of Article 4 OECD MC and as such is 
relevant for answering the question of the meaning of Article 4(1) and (3) in its current form, 
but it can also provide arguments with regard to possible adjustments and improvements 
to these provisions. Chapter 3 analyses the rules on treaty interpretation (articles 31 and 
32 of the VCLT and article 3 (2) OECD MC) and describes the choices made with regard to 
treaty interpretation in this study. The final chapter of the first part (chapter 4) answers the 
question of the purpose of tax treaties and the role which the definition of resident plays in 
achieving that goal. 

Part III of this study deals with the interpretation of Article 4(1) (Chapter 5) and Article 4(3) 
(Chapter 6). The meaning of the expression resident is determined insofar as it is important 
for entities. This third part answers the question whether, and if so, to what extent the 
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current OECD MC definition of resident should be adapted. Possible amendments to Article 
4 will be dealt with in the fourth part of this dissertation. Solutions for problems identified 
in the second part are explored in chapter 8, with due observance of the preconditions and 
starting points set out in the previous chapter 7. Part V of the thesis provides the conclusions. 

1.5 Delimitations

The research has adopted the following assumptions and limitations. 

- The term entity refers to a body corporate or an entity that is treated as a body corporate 
for tax purposes in the putative state of residence. A state and any subdivision or local 
authority as mentioned in Article 4(1) are not regarded entities for purposes of this 
study. The terms “entity”, “company”, “corporation” or expressions of a similar nature, 
are used interchangeably throughout this study.

- Unless explicitly stated, reference is made to the 2017 version of the OECD MC and the 
Commentary on it.

- It is assumed that the outcome of the interpretation of Article 4(1) and (3) mutatis 
mutandis applies to specific DTCs, provided these DTCs are drafted in accordance with 
the OECD MC.

- Unless explicitly stated, reference is made to the 2017 version of the OECD MC and its 
Commentary. 

- European Union Law is beyond the scope of this study.
- A shortened reference is included in the footnotes to the main text (name of the author 

(s) and year of publication). The bibliography in the appendix contains complete 
references.

- Translations are by the author, unless mentioned otherwise.
- The manuscript was closed on 31 December 2018. 
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Chapter 2
The history of the residency of entities under 

Model Tax Conventions

This chapter assesses the roots of Article 4 OECD MC and its Commentary. Its purpose 
is twofold. First, for tax policy reasons, choices made in the past may be relevant to (re)
consider.17 To the extent circumstances and/or policy goals have changed, other concepts of 
treaty eligibility may be preferable over the ones used to date. However, before deciding on 
a fundamental change, the foundations of the current rule should in my view be carefully 
considered because it may very well be the case that circumstances have not changed so 
fundamentally after all.

Furthermore, the assessment of historical documentation could be necessary for purposes 
of interpretation of Article 4. The documentation may shed light on the ordinary meaning 
of the treaty terms, as it could be part of the ‘international tax language’ developed over 
time and, in addition to this, that documentation functions as a supplementary means of 
interpretation (section 3.4.2).

In short, the chapter deals with the question of what follows from the history of Article 4 
that is relevant for the interpretation and the further development of the provision. 

2.1 The League of Nations Models

The key characteristics of the current OECD MC developed already during the 19th century, 
in particular through the activities of the German state Prussia.18 The development of tax 
17 E.g. Friedlander & Wilkie (2006), p. 910. 
18 Evers (2013), p. 379, recognized that already in the 1869 treaty between Prussia and Saxony the scheduler structure of the 
current OECD and UN Model Conventions was present. See also Hemetsberger-Koller and Kolm (2006); Jogarajan (2011), 
p. 679–707; Hattingh (2013), p. 37. Dissenting: Verloren Van Themaat (1946), p. IX.
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treaties gained momentum when, after the First World War, the League of Nations took the 
initiative to have a more coordinated approach towards the problem of international double 
taxation, an initiative that eventually led to the London Model Treaty and in the meantime 
had a major impact on the treaty practice of the League’s Member States. This section 
focuses on the activities initiated by the League of Nations.19 As this study deals with the 
definition of resident in Article 4 OECD MC as regards entities, the review is limited to the 
(meaning of the) criteria used in the League of Nations’ documents to establish residency of 
entities and the definition of the personal scope of the model conventions. 

2.1.1 League of Nations: the report of the four economists

The League of Nations focussed on the issue of double taxation from the early twenties of the 
20th century onwards. In March 1923, the Special Committee of Economists – the professors 
Bruins, Einaudi, Seligmann and Stamps – established by the Financial Committee of the 
League of Nations issued its report. In this report, the problem of double taxation was 
assessed from a theoretical perspective, based on the underlying principles of taxation. The 
report contained three basic elements: the economic effects of double taxation, the basis 
of taxation and the economic allegiance of the several categories of wealth and income. 
The focus was on the treatment of individuals and the issue of company residence is only 
slightly touched upon.  The report was of significant interest in the further development 
of international tax law as it offered insights into the theoretical approach to the basis of 
taxation and what were considered to be appropriate methods for the avoidance of double 
taxation. 

Considering the basis of taxation, these economists concluded that in practice, both the 
principle of domicile and that of location or origin applied.20 According to the economists, 
in the ideal solution, an individual’s total income should be taxed (only) once and the tax 
liability should be divided according to that person’s relative economic interests in the state 
of location, or origin and the state of domicile (referred to as the principle of economic 
allegiance). The principle of economic allegiance is distinguished from the original doctrine 
of political allegiance (with the focus on e.g. nationality).21 

The economists found the concept of economic allegiance of particular interest as it 
endorses the principles used in both tax treaty practice and domestic tax systems. Four 
elements were recognized that establish economic allegiance of wealth with a certain 
territory: (i) the acquisition of wealth, (ii) the location of wealth, (iii) the enforceability of 
the rights to wealth and (iv) the consumption of wealth. According to the committee, these 
elements correspond with four principles that are of significance in considering the proper 

19 The activities of the League of Nations as regards the issue of double taxation have been described and analyzed in detail 
by Jogarajan (2018).
20 League of Nations (1923), p. 20. 
21 League of Nations (1923), p. 20. 
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place of taxation: “The principle of acquisition corresponds to the place of (1) origin of the 
wealth; the principle of location to that of (2) the situs of the wealth; the principle of legal 
rights to the place of (3) enforcement of the rights to wealth; the principle of consumption 
or appropriation or disposition to the place of (4) residence or domicile.”22

The economists recognized that the concepts of origin, situs, residence and domicile were 
ambiguous. However, they did not provide any guidance on the question how to determine 
the residency or domicile of an individual,23 let alone the residency of a company. After 
reviewing the divergent meaning of these concepts in various countries resulting in 
possible dual domiciles, they concluded: “One of the very first points preliminary to making 
international conventions or agreements on double taxation is to define the terms so that 
there will be no possibility of misinterpretation. We should like to make the suggestion that 
the Legal Section of the League of Nations consider this matter and prepare a memorandum 
on the present use of the term “domicile” and on a possible approach to some international 
agreement on this subject.”24 The economists themselves refrained from proposing a 
definition of the term domicile. 

2.1.2  League of Nations: the 1925 report

On 7 February 1925, the Committee of Technical Experts, established in 1923 by the Financial 
Committee of the League of Nations,25 issued its resolutions on the issue of double taxation 
and tax avoidance26 based on the theoretical work of the economists, the report of the 
ICC and the tax policies applied by the various countries.27 To deal with competing and 
overlapping taxation claims, the technical experts distinguished between impersonal 
(source) and personal taxes.28 It was acknowledged that source taxes primarily rested 
on the concept of origin, while for personal taxes the idea of domicile was leading. With 
regard to the concept of domicile, the committee acknowledged that states used a variety of 
terms and expressions: domicile, residence, mere stay, abode, nationality, seat and locality 
of the main establishment.29 The terms ‘domicile’ and ‘residence’ were far from univocal. 
Therefore, the technical experts thought it necessary to submit a definition of domicile and 
defined the place of domicile of entities as follows:

22 League of Nations (1923), p. 23. 
23 For purposes of their report they use the term “domicile” in the sense of permanent or habitual residence.
24 League of Nations (1923), p. 25. 
25 Before the publication of the report of the four economists. 
26 League of Nations (1925). The following countries were represented in this committee: Belgium, Czechoslovakia, 
France, Great Britain, Netherlands and Switzerland. The committee was chaired by dr. Pasquale D’Aroma, the Italian 
representative. Vann (2009, footnote 20, p. 215) pointed to the fact that Italian treaty practice has provided significant 
input for the concepts developed by the committee. 
27 Reference is made to the Rome Convention between Austria, Hungary, Italy, Poland, the Kingdom of the Serbs, Croats 
and Slovenes and Romania of 13 June 1921. 
28 League of Nations (1925), p. 20. 
29 League of Nations (1925), p. 20. 
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“2. Fiscal Domicile of Companies or Corporate Bodies
The State which has the right to levy the tax is the State in which the head office is situated, or, 
if that office is not the real centre of management and control of the undertaking, the State in 
which this centre is situated.”30

In this definition, the decisive criterion is the real centre of management and control of the 
undertaking. From the accompanying comments it can be derived that according to the 
committee, it is the place where the company has “its effective centre, where the “brain”, 
management and control of the business are situated”.31 The head office does not necessarily 
coincide with the effective centre of the business.32 

From the definition and the elucidating remarks made in the report, the following 
observations can be made as regards the residency of entities. Firstly, whereas in the 
economists’ report the place of management was used as a source rule as regards profits 
of an enterprise (source taxation),33 in this definition the real centre of management was 
used to determine the place of domicile.34 As explicitly stated in the introductory sentence, 
the definition of fiscal domicile served the purpose of the general income-tax (worldwide 
taxation) which is to be imposed by the state of domicile.35 Thus, the Committee proposed a 
treaty definition without any link to the concept of residence used in the contracting states. 
Being fully aware of the divergent domestic concepts, the Committee apparently accepted 
the risk that an entity, treated as resident under the domestic law of one or both of the 
states, would be denied treaty access if treaty requirements were not met (and vice versa).36 

Secondly, for purposes of defining the place of domicile of companies37 reference was made 
to the head office or the real centre of management and control of the undertaking if these 
two do not coincide. It follows that there may be a location that qualifies as head office but 
that at the same time did not constitute the real centre of management and control. It is 
however not clear what type of management activities should be performed to establish the 
head office or the real centre of management and control. 

Thirdly, identical or comparable terms are used in different parts of the report. For example, 
the actual headquarters, or the “brain” of the enterprise is recognized to be important with 
regard to shipping enterprises.38 For purposes of allocation of business income the head 
office is deemed of importance too: “If the enterprise has its head office in one of the States 

30 League of Nations (1925), p. 33-34. 
31 League of Nations (1925), p. 22.
32 League of Nations (1925), p. 22. 
33 League of Nations (1923), p. 21. 
34 Hattingh (2003a), p. 216. 
35 League of Nations (1925), p. 32. 
36 Sasseville (2009), p. 288. 
37 The definition mentions companies and corporate bodies. In the report reference is made to “legal entities (joint-stock 
companies)”. 
38 League of Nations (1925), p. 32. 
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and in another has a branch, an agency, an establishment, a stable commercial or industrial 
organisation, or a permanent representative, each one of the contracting States shall tax 
that portion to the net income produced in its own territory.”39 It is to be noted that these 
considerations were made in respect of the assignment of income according to the principle 
of origin (for purposes of source taxation). The head office was used to determine the origin 
of (part of) the income of industries and businesses. As the report dealt with business income 
under the rules for impersonal taxes, Vann rightfully concluded that the head office state 
basically taxed a company on a source PE basis.40 Under this reasoning, if under Article 
4(1) OECD MC the place of the head office is used to determine the place of residence of the 
company, that place of residence constitutes a source of income. This will be elaborated on 
in section 7.1.4. 

2.1.3 League of Nations: the 1927 draft model

After the adoption of the 1925 resolutions, the Financial Committee of the League of 
Nations decided to establish the Committee on Double Taxation and Tax Evasion. The latter 
committee drafted a model convention for the prevention of double taxation (hereinafter 
also referred to as the 1927 draft model).41 The material and personal scope of the draft 
convention is defined in Article 1: 

“The present Convention is designed to avoid double taxation in the sphere of direct impersonal 
or personal taxes, in the case of the taxpayers of the Contracting Parties, whether nationals or 
otherwise.” 

The reference in general to ‘taxpayers of the Contracting Parties’ resulted in a very broad 
personal scope of the treaty. Both resident and non-resident taxpayers could benefit 
from this treaty.42 From the comments on the provision it can be derived that domicile 
was treated as a guiding principle for residence taxation (referred to as personal taxes).43 
However, the model did not contain a definition of residence of companies or corporate 
bodies. The concept of real centre of management was used (only) as a principle of source. 
Article 4 for example, dealt with the assignment of income from shares or similar interests. 
According to this article, such income was taxable in the state in which the “real centre of 

39 League of Nations (1925), p. 32. 
40 Vann (2009), p. 214. 
41 League of Nations (1927), p. 4. It was discussed at length whether that convention should have a multilateral or bilateral 
character. Given the fundamentally different fiscal systems of the countries involved, it was thought to be almost 
impossible to create a multilateral treaty respecting all different interests, it was decided to draft a bilateral model (League 
of Nations (1927), p. 8). 
42 Hattingh (2003a), p. 216. Verloren Van Themaat (1946, p. 83) acknowledged that in several treaties based on this model, 
the very broad personal scope of the treaty was balanced through the requirement of the occurrence of actual double 
taxation as a precondition for application of the treaty. This approach towards the personal scope of tax treaties (non-
resident taxpayers included) will be discussed in the fourth part of this study. 
43 League of Nations (1927), p. 13. 
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management of the undertaking is situated”, the word undertaking was to be understood 
in a wide sense, also covering enterprises owned by natural and legal persons.44 The real 
centre of management of the undertaking was thought to be similar to “the management 
and control of the business”.45 According to the commentary “the case of a purely nominal 
centre of management is excluded”46 through the use of that concept. This comment has 
not been elucidated further, but in my opinion it is to be concluded that the expression 
management and control of the business referred to at least some substantive activities. 

2.1.4 League of Nations: the 1928 Model Treaty

On 31 October 1928 the General Meeting of Government Experts on Double Taxation and 
Tax Evasion issued its report. One important change compared to the 1927 draft model 
– that was included in the 1928 report under number 1a – was the preparation by the 
General Meeting of two new texts of bilateral conventions that drew no distinction between 
impersonal and personal taxes (draft conventions 1b and 1c). For purposes of the present 
study, these two draft conventions do not add anything to the concepts used in the 1927 
draft model. 

2.1.5 The League of Nations’ work during the 1930s

2.1.5.1 Introduction

In its work during the 1930s, the Fiscal Committee focussed specifically on the issue of 
allocation of business profits, dependent agents and the methods for the avoidance of 
double taxation. However, from the committee’s reports of these years it can be derived that 
some general understanding advanced towards the concept of residency of companies. This 
development was certainly influenced by treaty practice. The 1928 DTC between Hungary 
and Yugoslavia, that basically followed the principles laid down in the 1928 1a model, 
contained a definition of corporate domicile. In order to determine the domicile of legal 
persons, “not only the real centre of management of the undertaking (...) but also the head 
office of the company is taken into account, the latter having priority over the said centre of 
management.”47 Thus, the head office of the company was the most important criterion. The 
approach is comparable with that included in the League of Nations’ 1925 report, although 
in that latter report preference was given to the centre of management over the head office. 

In 1930, a sub-committee was appointed to draft a multilateral agreement based on several 
proposals adopted by the Fiscal Committee. Proposal 4 in particular, is of interest. Under this 
proposal the real centre of management determined the domicile of a company and was also 

44 League of Nations (1927), p. 15; Vann (2009), p. 215. 
45 League of Nations (1927), p. 14. 
46 League of Nations (1927), p. 14. 
47 League of Nations (1930), p. 3. 
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decisive for the taxation of enterprises involved in maritime shipping and air navigation. The 
real centre of management was not mentioned as one of the establishments of an enterprise 
that constituted a permanent establishment for treaty purposes (thus, not used as a source rule). 

A multilateral agreement draft along the lines of this proposal was discussed by the 
committee in its 1931 meeting and agreed upon, taking into account some amendments of 
which one is relevant for this study. Individuals and entities that had their fiscal domicile 
in one of the contracting countries states were included in the personal scope and the real 
centre of management – once again – constituted a PE.48 However, in a second, alternative 
draft that latter approach was rejected. The committee acknowledged that some countries 
would object against qualifying the real centre of management as a PE. 

2.1.5.2 The 1933 Carroll study and the 1933 draft convention on the allocation of profits of 
commercial and industrial enterprises

Already in 1929, Mitchell B. Carroll, at that date the assistant of the US representative at 
the Financial Committee of the League of Nations (T.S. Adams), was assigned the task to 
perform a comparative study on the domestic treatment of business profits and especially 
the apportionment and allocation of these profits. Starting with an enquiry into the tax 
systems of five countries, Carroll finally reported an extensive study on the domestic systems 
of 32 countries. From these country reports he derived some general rules that provided the 
necessary input to draft a convention on the allocation of profits.49 The report provides a 
helpful overview of the approach towards tax residency of companies at that moment. In 
my view, the conclusions Carroll drew regarding the place of residence of entities are of 
importance for the present study and therefore have been quoted extensively. 

“611. Under existing law, some countries claim jurisdiction over the entire income of persons 
(natural or legal) domiciled or resident within their territory, and others over all or part of 
the entire income of citizens of, or corporations created or having their statutory seat in, the 
country, regardless of how much of the income is derived from sources in another State. Because 
of these conflicting principles, a taxpayer may be fully liable to tax in two or more jurisdictions. 
For example, a corporation created in one country may have its fiscal domicile in another 
according to the law of the latter. This question of double or triple domicile is not important in 
practice, because the taxpayer can legally arrange to avoid it; but when establishing a regime to 
prevent double taxation, the prevention of such conflicts by adopting one criterion should be 
considered. The General Meeting of Governmental Experts, 1928, adopted as the test of fiscal 
domicile for all types of business enterprises, whether belonging to an individual, a partnership 
or a corporation, the place where the real centre of management is situated. The real centre 
of management will, of course, coincide with the statutory seat as a general rule, but, if it is 
situated in a different place, then the location of the real centre of management determines 
fiscal domicile. This concept coincides with the British criterion of “central management and 
control”, but obviously conflicts with the existing criteria in many countries. (…)”50

48 League of Nations (1931), p. 16; Vann (2009), p. 218. 
49 League of Nations (1933), p. 2. 
50 League of Nations (1933), p. 170. 
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It has been acknowledged that countries used different principles to establish a jurisdictional 
claim to tax the worldwide income of an entity. Carroll referred to the concepts of domicile 
and resident and to the place of creation or of the statutory seat. Based on these concepts 
a taxpayer is fully liable to tax, maybe even in multiple states. As far as I have been able to 
establish, the expression ´fully liable to tax´ has not been not used in previous documents 
of the League of Nations. It is mentioned in the Commentary on Article 4(1) and will be 
analyzed in 5.5 of the present study, but from the above it can be derived that according to 
Carroll, an entity that is subject to a jurisdictional claim on all its income, regardless the 
source of the income, is fully liable to tax. 

According to Carroll, the question of multiple domicile is not important, as the entity can 
avoid this through a legal arrangement (the incorporation of a foreign subsidiary) in his view. 
Apparently, to him the issue of double taxation as a result of double domicile was not an issue 
of great importance. Entities should deal with that themselves. However, if double taxation 
is to be avoided through the DTC in such a case, according to Carroll one criterion should be 
adopted as the League of Nations did in 1928, using the concept of real centre of management. 

Carroll furthermore acknowledged that the real centre of management was not only used to 
establish a connection with the state of residence, but also to determine the source of interest 
and dividends. For example, the real centre of management of the company established 
the source of interest on corporate bonds.51 Moreover, the real centre of management was 
referred to as the principle establishment, constituting a PE.52 However, no definition of 
the real centre of management was included, although from Carroll’s statements on profit 
allocation some guidance can be derived. The financial management, the determination 
of policies and (possibly) the technical management are assumed to be part of the centre 
of management.53 Furthermore, as can be derived from paragraph 611 quoted above, the 
concept was thought to coincide with the common law concept of CMC (see 5.1.4). 

Based on the findings in the 1933 Carroll report, the Fiscal Committee established a draft 
convention on the allocation of profits, limited to the problems of double taxation of commercial 
and industrial enterprises. The following definitions were part of the protocol to this treaty. 

“2. (a) As used in this Convention, the term “enterprise” includes every form of undertaking, 
whether carried on by an individual, partnership, corporation or any other entity.
(b) The term “fiscal domicile” for the purposes of this Convention means the place where an 
enterprise, as defined under (a) above, has its real centre of management.
(c) The term “permanent establishment” includes real centres of management, branches, mines 
and oil-wells, plantations, factories, workshops, warehouses, offices, agencies, installations, 
and other fixed places of business, but does not include a subsidiary company.”54

51 League of Nations (1933), p. 173. 
52 Vann (2009), p. 220. 
53 League of Nations (1933), p. 179.
54 League of Nations (1933), p. 5-6. 
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As in the previous documents, the fiscal domicile of an enterprise was determined by its place 
of real centre of management. At the same time, a real centre of management constituted a 
permanent establishment for the purposes of source taxation.55 What activities established 
a real centre of management was however not defined. 

In the work of the Fiscal Committee in the following years – up to and including 1939 – 
no material was included that is relevant for the present study. Regarding the concepts of 
domicile and residence, in the 1936 meeting the committee only noted that “divergences 
in these matters resulted in difficulties in course of the negotiation and the application of 
conventions on double taxation.”56 It is however unclear whether the envisaged examination 
of these concepts with the aim to develop a definition of these concepts did actually occur. 

2.1.6 The 1940 Carroll study

On 3 April 1940, the Fiscal Committee of the League of Nations published an extract of 
Carroll’s study on the possibilities to revise and amend the 1928 1c model draft convention 
in the light of subsequent treaties.57 Carroll proposed significant amendments and drafted 
a new model, primarily based on the 1939 Sweden-US DTC due to the combination in that 
treaty of features from European treaties and US law.58 For purposes of that proposed 
model, “fiscal domicile” meant “(…) in the case of a partnership, corporation or other entity, 
the country under the laws of which such partnership, corporation or other entity was 
created or organised.”59 With regard to the definition of permanent establishment, Carroll 
deviated from the 1939 Sweden-US DTC as a place of management was not included. 

Carroll’s proposal on fiscal domicile reflected the US approach regarding the residency of 
entities in order to “give occasion for a reconsideration of its advantages as compared with 
those of the real centre of management”.60 Through the reference to the law of incorporation 
(or organization), a direct link is established with the criterion used in US domestic law 
whereas the term real centre of management as a treaty concept did not necessarily establish 
such a link.61 

55 According to Vann (2009, p. 221) there was an “ambiguity between residence and source”. 
56 League of Nations (1936), p. 6.
57 League of Nations (1940). A revision of the draft model 1928 1c was adopted during a regional meeting of the Fiscal 
Committee held at Mexico City from 3 – 15 June 1940. Carroll called this revised draft “a synthesis of the most up-to-date 
provisions in the sixty-odd general treaties and of model conventions relative to the taxation of income formulated by the 
League committees, as well as of the League draft convention on the allocation of business income for tax purposes (…)”. 
Carroll (1941), p. 799.
58 League of Nations (1940), p. 3. 
59 League of Nations (1940), p. 20; Vann (2009), p. 223. 
60 League of Nations (1940), p. 12. 
61 The League of Nations models did not contain a provision equivalent to Article 3(2) OECD MC pursuant to which a treaty 
term should be interpreted in accordance with domestic law. 
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2.1.7 The Mexico and London model

The League of Nation’s Regional Tax Conference in Mexico-City in 1943 reached agreement 
for a new draft model convention, the so-called Mexico Model. This model reflected US 
treaty practice (and the thoughts of Carroll presented in his 1940 study) and was influenced 
by the preference of lesser-developed states for source state taxation.62 In the model the real 
centre of management concept was not used. Instead, the place of incorporation served to 
establish the fiscal domicile of entities.63 

The Mexico Model was reviewed and redrafted by the Fiscal Committee of the League of 
Nations in 1946, at its meeting in London. In that meeting, attended by developed western 
countries, the preference shifted from source state taxation to resident state taxation 
(particularly on dividends, interest, royalties, annuities and pensions). Also on the topic of 
the present study the London Model deviated from the Mexico Model. The London Model 
followed the approach in the 1928 League of Nations Model and the tax treaty practice of 
European countries. To determine the place of domicile of entities the concept of real centre 
of management is used (although not defined). 

2.1.8 Concluding remarks

This section provides some concluding remarks with regard to the development under the 
League of Nations’ work on double tax conventions of the personal scope of tax treaties 
and the (meaning of the) criteria used in the League of Nations’ documents to establish 
residency of entities. 

Firstly, whereas in earlier models nationality played an important role in defining the 
personal scope of tax treaties, the focus shifted to the fiscal domicile of both individuals 
and legal persons.64 The personal scope of the London Model was limited to individuals and 
entities with their fiscal domicile in one of the contracting states. 

Secondly, in the London Model and in most of the earlier models as well, that place of 
domicile was determined by the real centre of management. However, the expression real 
centre of management was generally used in relation to both residence and source taxation. 
It not only determined the place of domicile of an entity, it also constituted a permanent 

62 The meeting was attended by representatives from Argentina, Bolivia, Canada, Chile, Colombia, Ecuador, Mexico, Peru, 
the United States of America, Uruguay and Venezuela.
63 League of Nations (1946), p. 72. 
64 This development reflects the simultaneous evolution of approaches in tax treaty practice. Based on research in the 
various tax treaties concluded in the period before the Second World War, Verloren Van Themaat recognized three different 
approaches towards the personal scope of tax treaties. Under the first approach nationality of both individuals and entities 
is relied on to determine the attachment to one of the contracting states. However, over the years there appeared a shift 
from nationality towards domicile, especially in treaties on ship- and air transport. These treaties combined nationality 
and domicile. The development towards domicile at the cost of nationality cumulated in some treaties between European 
countries, for example the 1933 treaty between the Netherlands and Belgium. In these treaties, the focus was solely on 
domicile. According to Verloren Van Themaat (1946, p. 81), these treaties were based on the 1931 League of Nations Models 
(League of Nations (1931)).
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establishment in a contracting state or established source taxation on dividends and interest 
in most models. In models that reflected US practice, fiscal domicile was established by the 
place of incorporation. 

Thirdly, the expression real centre of management has not be defined in detail; no (univocal) 
definition is provided in any model. Only the comments on the 1925 Model elaborated on 
what determined the real centre of management by referring to the effective centre, to the 
“brain” and to the management and control of the business. According to the 1933 Carroll 
study, real centre of management coincided with the UK concept of CMC (see section 5.1.4). 

Fourth, in his 1933 report, Carroll concluded that as a result of conflicting domestic 
principles, an entity may be fully liable to tax in two or more states. Using the real centre 
of management as the decisive criterion on domicile for treaty purposes, entailed the risk 
that an entity, treated as resident under the domestic law of one or both of the states, would 
be denied treaty access if treaty requirements were not met (and vice versa). Only in treaty 
definitions that refer to the law under which an entity is created or organised, a link is 
established with one of the contracting states.

Fifth, with ‘fully liable to tax’, an expression that was used later on in model conventions 
of the OEEC and in the Commentary to the OECM MC, Carroll referred to the situation in 
which a state claimed jurisdiction over the total income of a person. 

2.2 The OECD Models

2.2.1 The draft OECD MC 1963

2.2.1.1 The 1956 and 1957 reports of OEEC Working Party 2

In 1946, the Economic and Social Council of the United Nations set up the Fiscal Commission 
to proceed with the study on, inter alia, international taxation. In 1954 the Fiscal Commission 
suspended its work and the initiative shifted to the Organisation for European Economic 
Cooperation.65 In 1956 the Council of the OEEC assigned to its Fiscal Committee the study 
of the problems and possible solutions relating to double taxation,66 based on the various 
DTCs entered into by the OEEC member countries. The Fiscal Committee was asked to 
submit concrete proposals on several topics, including the concept of fiscal domicile.67 The 
recommendation of the ICC to focus on the League of Nations’ London Model Convention 
was rejected by the Council.68 It appeared that some of the OEEC member states and 

65 The Organisation for European Economic Cooperation was established in 1948 and had the following members: Austria, 
Belgium, Denmark, Greece, Ireland, Iceland, Italy, Luxembourg, Netherlands, Norway, Portugal, Sweden, Switzerland, 
Turkey, United Kingdom, and Western Germany.
66 OEEC (1956b).
67 OEEC (1956d).
68 OEEC (1954).
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associated members objected to the London draft. In my view, it is a fair assumption that 
this relates to the fact that certain OEEC members were not part of the League of Nations in 
1946 (e.g. Western Germany, Spain, Italy, Austria, Denmark). However, as treaty practice 
influenced the League of Nations’ Model Tax Convention and vice versa, it is of little practical 
relevance whether the models or actual treaties were used as a starting point. 

The concept of fiscal domicile was assigned to Working Party 2 (“WP2”)69 that issued its first 
report in December 1956.70 In some preliminary remarks, WP2 stated that the concept of 
fiscal domicile is “the application of the taxpayer’s circumstances as a criterion to determine 
whether full tax liability exists in relation to double taxation agreements in the two classical 
double taxation situations:”71

(I) double taxation based on double domicile and 
(II) double taxation based on the conflict between the source and the residence state. 

Double taxation as a result of double domicile, according to WP2 could only be solved by 
agreement on the application of a preference criterion, a criterion that supersedes the 
different criteria used in the domestic law of the two states.72 Together, the contracting 
states should determine what circumstances would be suitable as preference criterion.73 

With regard to corporations, according to WP2 double taxation as a result of double 
domiciliation “may be a rare occurrence in practice, but is not theoretically unimaginable”.74 
In search for a preference criterion that – despite the presumed rare occurrence of double 
domiciliation – had to be developed, WP2 took a pragmatic approach: “the criteria chosen 
must exclusively rest on expediency”. WP2 referred to the London Draft Convention that used 
a connecting factor based on factual considerations: the real centre of management. However, 
WP2 found this and similar criteria problematic as such terms are not exact. For example, WP2 
pointed out that it was not clear whether the ‘real centre of management’ consists of the general 
shareholders meeting, the board of directors or the managers.75 However, WP2 did not present 
a concrete proposal in its report. 

Regarding cases of double taxation resulting from a conflicting claim of the residence and 
source state, WP2 acknowledged the tendency to broaden the taxable base for what is called 
“impersonal taxation” (source taxation). This resulted in an increase of cases in which double 
taxation occurred. As such, according to WP2, it was not necessary to solve these types of 
double taxation by introducing a special treaty concept of residence. Tax renunciation by the 
source state only depends on taxation in the other country on the basis of that other country’s 

69 OEEC (1956d).
70 OEEC (1956f) and (1956g).
71 OEEC (1956f), p. 1.
72 OEEC (1956f), p. 2.
73 OEEC (1956f), p. 2.
74 OEEC (1956f), p. 4.
75 OEEC (1956f), p. 5.
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concept of domicile.76 WP2 stated that “the criterion will thereupon, in this relation, in reality 
be a reference to the internal concept of domicile of the other state.”77 WP2 referred to this 
criterion as the guarantee criterion, in contrast to the preference criterion that was considered 
necessary in situations of double taxation based on dual domicile. The preference criterion was 
“elastic and vague”, whereas the guarantee criterion “should have a firm framing”.78 However, 
WP2 acknowledged that the introduction of a treaty concept of domicile (instead of using a 
reference to domestic law) could be considered to safeguard the interest of the renouncing 
state (the source state). The full tax liability under the internal fiscal legislation of the residence 
state could lead to an insufficient level of taxation, at least from the perspective of the source 
sate. In such a case, the reference to the domestic concept of domicile could be replaced by a 
treaty concept. 

Based on these preliminary comments, WP2 concluded with some final reflections. Firstly, 
WP2 proposed to make a distinction between the conflict situations based on double domicile 
and based on source versus residence taxation. Secondly, for cases of double domicile, WP2 
proposed to establish an international preference criterion. WP2 rejected the real centre 
of management as the preference criterion for corporations because according to WP2 that 
expression lacked exactness. WP2 acknowledged that a more precise definition was required, 
but did not propose such definition.79 Thirdly, WP2 suggested to establish a guarantee criterion 
for cases of double taxation resulting from a source / residence conflict. Such a guarantee 
criterion should safeguard the interests of the state that renounces its right to tax (the source 
state). Only if the taxpayer was considered liable to tax on its worldwide income in the other 
state as a result of the domestic concept of domicile of that latter state, the interests of the 
source state were sufficiently protected. Therefore, according to WP2, the guarantee criterion 
should be based on the domestic concepts of domicile of the contracting states. A common 
treaty definition in the model was not necessary. 

The distinction by WP2 between a preference criterion and a guarantee criterion failed to gain 
approval by the Fiscal Committee. The committee decided that a general definition on domicile 
should be established, based on the rules on domicile for individuals and companies in existing 
treaties. WP2 was asked to provide a memo on the definition of domicile for companies as it 
was recognized that when determining the place of actual management a distinction should be 
made between the effective management of a company and the board of directors.80 

76 OEEC (1956f), p. 6.
77 OEEC (1956f), p. 7.
78 OEEC (1956f), p. 7.
79 OEEC (1956f), p. 8.
80 “The Committee thought it preferable to elaborate first a definition that could be accepted by all Member countries 
without thereby entailing any modifications in the definitions in their respective civil or fiscal legislations which would 
be difficult to standardise. It was necessary to ascertain what, in practice, were the rules applied in the Conventions to 
define domicile for individuals and companies and, on this basis, to establish a definition that would meet with general 
acceptance.” OEEC (1956g), p. 4. 
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In its report dated 27 May 1957, WP2 proposed three articles dealing with respectively (i) the 
application of the agreements in general, (ii) cases of double taxation as a result of ‘double 
domicile’ and (iii) cases of double taxation as a result of conflicting source and residence 
taxation. 

(i) The proposed Article I dealt with the application of the agreements in general and read: 

“This Agreement shall apply in every case where a person is fully liable to taxation in one of the 
Member countries. For the purposes of this Agreement, unless the text otherwise provides, the 
term “person” means any physical person and any body corporate.”81

WP2 proposed to use the term “fully liable to taxation” as a reference to the internal 
(domestic) concept of domicile.82 According to WP2 a treaty definition of domicile was 
not required because every taxpayer that is considered fully liable to tax under the internal 
concept of domicile should be protected from double taxation. Therefore, that internal, 
domestic concept of domicile was deemed decisive.83 Furthermore, WP2 acknowledged the 
fact that double taxation as a result of conflicting claims from two countries in which a 
taxpayer is subject to a limited liability to tax is left outside the scope of the treaty. Such 
cases were not covered by existing treaties either because according to WP2 these occurred 
very rarely. Though WP2 did not elaborate on the meaning of the expression limited liability 
to taxation, in my view it is to be derived from its context that it dealt with cases of double 
taxation by two source states (e.g. taxation by a PE state of dividend income that is also 
taxed by another source state).84

(ii) Cases of double taxation as a result of ‘double domicile’ were solved under WP2’s 
proposal by reference to specific criteria distinguishing between natural persons (‘physical 
persons‘), companies or other bodies corporate and estates of deceased persons. According 
to WP2 a criterion had to be established to give “the attachment to one country a preference 
over the attachment to the others”.85 With regard to companies and other bodies corporate, 
preference was given to the place of management and control without defining that 
expression. This was based on the finding that in the majority of existing treaties such a 
criterion was used, although the exact wording varied. WP2 proposed to use the UK term 
as this was commonly used in treaties between the continental countries and the UK and 
in treaties between other countries as well.86 The term real centre of management that was 
included in the London Model was not used. WP2 concluded that the expression “is but 
rarely used”,87 which probably led to the exclusion by WP2. 

81 OEEC (1957a).
82 OEEC (1957a), p. 5. See for this approach already the 1933 study of Carroll (2.1.5.2). 
83 OEEC (1957a), p. 5.
84 OEEC (1957a), p. 4.
85 OEEC (1957a), p. 5.
86 See on the use of the expression managed and controlled in early UK tax treaties Avery Jones (2008).
87 OEEC (1957a), p. 6.
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It was recognized by WP2 that the term ‘managed and controlled’ in itself is not clear. The 
term could refer to the work “by the managers, the board of directors or the shareholders 
(the general meeting)”.88 However, WP2 considered this question hardly important89 and 
did not propose a solution for this but left it open to the countries involved through the 
introduction of a mutual agreement procedure: “Should any doubt exist as to the country 
in which the business of a company or other body corporate is managed and controlled, the 
competent authorities shall determine the question by agreement between themselves.”90 
The use of a formal criterion as the place of registration of a corporation was rejected by WP2 
as “it was natural not to attach importance to a purely formal criterion like registration.”91 

(iii) Cases of double taxation due to conflicting claims of source and residence countries are 
solved under the proposed Article III by reference to the attribution rules in the treaty. The 
proposed article read: 

“Where any person has a limited liability to taxation in a Member country in respect of income 
originating in that country, or in respect of capital therein, and is furthermore fully liable to 
taxation in another Member country, the right to tax shall belong to the latter country unless it 
is otherwise provided in the following Articles. Where the right to tax has been conferred on a 
Member country by this Agreement but is not exercised by that country, this Agreement shall 
not prevent taxation in another Member country.”92 

The proposed article included what could be called a ‘subject-to-tax’ clause; if a country did 
not exercise its right to tax, the other country was not obliged to refrain from exercising its 
taxing rights based on domestic law. WP2 commented on this article by first acknowledging 
that it would be the most efficient approach to solely rely on the internal concept of domicile, 
assuming that under this concept, the taxpayer was subject to effective taxation.93 However, 
as it was not certain that this assumption would be realised, under WP2’s proposal the 
application of the treaty was subject to the condition that the other country would actually 
exercise its taxing right.94 By way of a concluding general remark (most likely in reaction to 
the Fiscal Committee’s preference for the development of a general definition on domicile) 
WP2 stated: “It is observed that in the opinion of the Working Party the application of a 
particular and independent concept of fiscal domicile in agreements for the avoidance of 
double taxation is superfluous and not very expedient.”95

88 OEEC (1957a), p. 7.
89 OEEC (1957a), p. 7.
90 OEEC (1957a), p. 2. See also Vann (2009), p. 236; Sasseville (2009), p. 289.
91 OEEC (1957a), p. 6. The US, which uses such formal criterion, was not a member of the OEEC. 
92 OEEC (1957a), p. 3.
93 OEEC (1957a), p. 8.
94 OEEC (1957a), p. 9. See also Sepúlveda (2016), pp. 23 and 25. 
95 OEEC (1957a), p. 10.
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Before dealing with the reaction of the Fiscal Committee on the WP2 report, I will reflect on 
the meaning and role of the term ‘fully liable to tax’ as used by WP2. Though the term is finally 
not included in the OECD MC, it is still used in its Commentary and thus is of importance 
for interpretation of Article 4 (see 5.5). WP2 used full tax liability as an overarching term 
referring to all concepts used in domestic legislation to establish residence based taxation 
in the same way Carroll referred to the expression in his 1933 study (2.1.5.2). In addition, the 
final sentence of the proposed Article III (“Where the right to tax has been conferred on a 
Member country by this Agreement but is not exercised by that country, this Agreement shall 
not prevent taxation in another Member country.”) ensured that the treaty only applied if 
double taxation (actually) occurred. A source state’s obligation to refrain from taxing source 
income, was limited to cases in which the resident state effectively used its right to tax. If 
such an additional criterion was regarded necessary to guarantee the renouncing state (the 
source state) a proper application of the treaty, the fully liable to tax criterion in itself did 
not guarantee a level of taxation that may be considered sufficient. With this approach, the 
sole purpose of the fully liable to tax criterion seemed to be to refer to residence taxation 
as opposed to source taxation without setting requirements on the domestic features of 
domicile and on the level of effective taxation.

2.2.1.2 The reaction of the Fiscal Committee

The report of WP2 was discussed during the fourth meeting of the Fiscal Committee on 3 
July 1957. As the proposed provision on domicile did not contain a definition of domicile 
but referred to the concept of full liability to tax, the delegates of several countries raised 
objection against this proposal.96 The Fiscal Committee instructed WP2 to provide draft 
provisions without the concept of full liability to tax but with a reference to domestic 
concepts of domicile.97 Furthermore, WP2 was instructed to leave aside the provision on 
the personal scope of the treaty (the proposed Article I).98 As WP2’s reporter, the delegate 
for Denmark however maintained that a common definition of domicile was unnecessary. 
He stated that the domestic concept of domicile should be adopted for practical reasons.99 

2.2.1.3 WP5 on ‘place of effective management’

The report of Working Party 5 (“WP5”) regarding the taxation of income and capital of 
shipping and air transport enterprises and their crews is of relevance for this present 

96 In advance of the meeting of the Fiscal Committee, the German delegation already proposed draft articles on the concept 
of fiscal domicile. The German draft Article II read: “In the case of a legal person, its residence for the purposes of this 
Convention is at the place where its effective centre of management is situated, or, if its effective management is situated 
in neither of the contracting States, at the place where it is registered.” The term place of effective management of an 
enterprise is defined in the draft Article III: “For the purposes of this Convention, the place where the effective management 
of an enterprise is situated is the place where the centre of general management of its business is situated.” OEEC (1957b). 
97 From the documentation it is not clear why the expression ‘fully liable to tax’ was not accepted. According to Vann (2009, 
p. 232) the objections might have a terminological background rather than a substantive. This seems to be a reasonable 
conclusion. 
98 OEEC (1957c), p. 5. 
99 OEEC (1957c), p. 6. 
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study as well.100 WP5 observed that in existing conventions with the object of avoiding 
double taxation of transport enterprises, different expressions were used to establish the 
connection between an enterprise and a contracting state. WP5 referred to conventions 
using the wording ‘place of management’,101 ‘place of effective management’,102 or ‘fiscal 
domicile’,103 requirements often accompanied with an additional formal condition such as 
the flag or place of registration.104 Of particular interest for this study is the reference of 
WP5 to the conventions concluded by the UK. Under these conventions corporate bodies 
were resident in the state where the business is managed and controlled. From the UK, WP5 
understood that the expression managed and controlled means the effective management 
of the enterprise. WP5 proposed to use the words ‘effective management’ as that expression 
was, according to WP5, consistent with the factual approach generally used in tax 
legislation.105 In line with WP5, WP2 introduced the expression effective management in 
the draft provision on domicile. 

2.2.1.4 WP2’s third report and the draft article on domicile

On 19 September 1957, WP2 issued its third report, including a new draft article which 
provided:106 

“Where any person has a limited liability to taxation in a Member country in respect of income 
originating in that country or in respect of capital situated therein and is furthermore under 
the law of some other Member country fully liable to taxation in that other country by reason 
of his domicile, residence, head office, nationality or some other similar criterion, the right to 
tax shall belong to the latter country unless it is otherwise provided in the following Articles.

Where a person is fully liable to taxation in more than one Member country, by reason of his 
domicile, residence, head office, nationality or some other similar criterion, the right to tax 
shall belong:

“(…) in the case of a company or other body corporate (excluding estates of deceased persons) to 
the country in which its business is managed and controlled. Should any doubt exist as to the 
country in which the business of a company or other body corporate is managed and controlled, 
the competent authorities shall determine the question by agreement between themselves;

(…)

100 OEEC (1957g).
101 The Conventions between Sweden and Germany (1928); Denmark and the Netherlands (1930); Switzerland and Germany 
(1931); Denmark and Germany (1938); Switzerland and the Netherlands (1951); France and Switzerland (1953).
102 The Conventions between Germany and Italy (1925); Denmark and the Netherlands (1938); Denmark and Norway (1946); 
Belgium and Sweden (1953).
103 The Conventions concluded by Belgium in 1928 and 1929 with the Scandinavian countries and with Ecuador, under 
which shipping enterprises domiciled in one of the States are exempted in the other contracting State. Similarly, the 
Conventions between Belgium and the Netherlands (1933) lays down that the class of income under consideration in this 
Report is to taxed only in the State in which the operator has his fiscal domicile (on condition that the ships or aircraft have 
the nationality of that State).
104 OEEC (1957g), p. 8. 
105 OEEC (1957g), p. 14.
106 OEEC (1957d). 
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Where the right to tax has been conferred on a Member country by this Agreement but is 
not exercised by that country, this Agreement shall not prevent taxation in another Member 
country.”

In comparison to the first draft the following changes were made. Firstly, as directed by 
the Fiscal Committee, the previously proposed draft provision concerning the field of 
application of the agreement was dropped. Secondly, the previously proposed articles II 
and III were amalgamated in a single article. The new draft provision started with the 
solution for the conflict between source and residence taxation, giving preference to the 
residence country unless the treaty provided otherwise. Thirdly, the term “fully liable to 
taxation” was still used, but a supplementary reference was put in the amended draft to the 
effect that this liability to tax must have its basis in the provisions on domicile, residence, 
headquarters, nationality or some other similar criterion in the internal fiscal law of the 
Member countries.107 In my view, this confirms that WP2 considered the term ‘fully liable 
to taxation’ to be a reference to residence taxation as opposed to source taxation, without 
setting requirements on the domestic features of domicile. From the inclusion in paragraph 
3 of a subject-to-tax test, it is to be derived that the fully liable to taxation-condition is met 
even without the residence state effectively exercising its right to tax. 

The newly proposed article was discussed at the fifth session of the Fiscal Committee. The 
Fiscal Committee was – again – very critical towards the approach taken by WP2. It was 
decided to remove the first paragraph of the proposed article because according to the 
Fiscal Committee, the attribution of taxing rights to the resident and the source state was 
not a matter to be dealt with in the provision on fiscal domicile.108 Furthermore the Fiscal 
Committee rejected the use of the term “fully liable to taxation” as the introduction of such 
a new concept would lead to uncertainty.109 Furthermore, it was discussed whether the 
term “fiscal domicile” should be defined or that a reference to the concept in national law 
would be sufficient. According to the Committee it would suffice to provide criteria to solve 
situations of double taxation resulting from (overlapping) domestic definitions. 

WP2 was asked to provide two new proposals. These proposals were included in the WP2’s 
report of 5 November 1957: a definition of resident and a tie-breaker provision to solve dual 

107 The references to domestic provisions were suggested by the Swiss Delegate who presented the following proposal on 
the definition of resident: 

“1. For the purposes of this Convention, an individual or a legal person shall be deemed to be domiciled in the State in which 
he or it is fully liable to taxation under the internal law, by reason of his or its domicile, head office or residence or by reason 
of any other similar criterion.
(…) 
4. If it results from the application of paragraph 1 that a legal person is domiciled in each of the two States, then the place 
in which its effective management is situated shall be determinative of its domicile.
(…).” OEEC (1957e), p. 9. See also Vann (2009), p. 226, who rightfully concluded that this proposal provided the basis for the 
definition in Article 4(1) and (3) OECD MC. Also Sepúlveda (2016), p. 18. 
108 OEEC (1957e), p. 5. 
109 OEEC (1957e), p. 5.

THE OECD MODELS2.2



45 

residence situations. The proposed definition of resident read as follows: 

“The term “resident” of a State means any person who, under the national laws of that State, is 
subject to tax in that State as a resident.”110 

The term ‘resident’ introduced by this article has been derived from the conventions 
concluded by the UK and the US.111 Why it has been decided to use the term ‘subject to tax’ 
instead of ‘liable to tax’ or ‘fully liable to tax’ is unclear. Under this draft, no subject-to-tax 
clause is included. 

The comments of WP2 again contained some considerations with regard to the previously 
proposed use of the concept of full liability to taxation and – in contrast to this term – limited 
liability to taxation. In the view of WP2 the terms ‘domicile’ and ‘domiciled’ were, in their 
usual sense, too narrow to cover all the cases in which a person is fully liable to tax under 
domestic law.112 For example, individuals performing services on board of ships, may not be 
domiciled in in the state in which the ships have their home port, but may nevertheless be 
fully liable to tax in that state.113 Hence, the latter expression was used to refer to all cases of 
residence taxation as opposed to source taxation (the latter situation covered by the term 
‘limited liability to taxation’).114 However, as already appeared in the notes of the meetings of 
the Fiscal Committee, the Committee rejected the use of the term full liability to taxation as 
the term was not used in all the OEEC Member States. WP2 concluded that the expression 
‘fully liable to taxation’ could not be used and that is was necessary to replace it with the 
phrase “liable to taxation by reason of domicile, residence, etc.”115 As this latter phrase in the 
view of WP2 had the same result as the expression fully liable to taxation, it can, in my view, 
be concluded that at least in the opinion of WP2 ‘fully liable to tax’ and ‘liable to taxation by 
reason of …’ coincide.

The proposal furthermore contained a tie-breaker rule for “a company and other body 
corporate”. If such an entity is liable to tax as a resident in accordance with the domestic 
laws of both contracting states, it “shall be regarded as resident in the State in whose 
territory its place of effective management is situated.”116 Reference was made to the same 
term in the article on shipping and air transport enterprises.117 

110 OEEC (1957f), p. 11.
111 Article II(1)(g) of the 1945 UK-US DTC reads: “the term “resident of the United Kingdom means any person (other than 
a citizen of the United States or a United States corporation) who is resident in the United Kingdom for the purposes 
of United Kingdom tax and not resident in the United States for the purposes of United States tax. A corporation is to 
be regarded as resident in the United Kingdom if its business is managed and controlled in the United Kingdom.” 
Furthermore, in the French text of the UK-France DTC the term ‘un resident’ was used. OEEC (1957g), p. 6.
112 OEEC (1957f), p. 4. 
113 OEEC (1957f), p. 5. 
114 OEEC (1957f), p. 5. 
115 OEEC (1957f), p. 6. This wording reflects the proposal of the Swiss Delegate (see footnote 107). 
116 OEEC (1957f), p. 2.
117 OEEC (1957f), p. 9.
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With regards to the tie-breaker rule for corporations, compared to the earlier proposal WP2 
replaced the term ‘managed and controlled’ with ‘effective management’. With this change 
WP2 followed WP5 (see 2.2.1.3)118 and the proposal of the Swiss Delegate.119 The comments 
provided by WP2 show that WP2 did not intend to change the content of the tie-breaker 
rule through a change in wording.120 It appears quite remarkable that from the available 
documentation it cannot be retrieved that the differences between the management and 
control of a business or the effective management of an enterprise and that of a company 
(entity) have received any consideration. WP2 may have assumed that all entities are 
engaged in business activities, but this is not explicated. 

Together with the change from ‘managed and controlled’ to ‘effective management’, the 
mutual agreement procedure that was part of the first proposal of WP2 was deleted. Where 
it was first deemed “reasonable and natural”121 to let the contracting states solve uncertainties 
as regards the application of managed and controlled, the provision was removed because, 
according to WP2 “it will hardly ever be required”, which was in my view a rather naïve 
statement.122 

The new proposal was discussed by the Fiscal Committee during its 6th session.123 It was 
decided to commence the article with stating the definition of resident. In comparison to the 
definition proposed by WP2 the term ‘liable to taxation’ was used instead of ‘subject to tax’124 
and ‘national law’ instead of the ‘national laws’. These changes have not been motivated and 
elaborated on. Furthermore, part of the definition proposed by WP2 in its third report was 
added, referring explicitly to criteria that establish liability to taxation under domestic law 
(“liable to taxation by reason of …..”). However, whereas WP2 referred to ‘head office’, the 
new definition used ‘place of management’ and the criterion of nationality previously used 
by WP2 was not included in the definition. Unfortunately it cannot be derived from the 
available documentation why these changes had been introduced. One can only speculate. 
The most straightforward explanation may be that the majority of the members of the 
Committee, given their domestic system just were more familiar with ‘place of management’ 
compared with ‘head office’ and rejected residency based on nationality. This resulted in the 
following definition: 

“For the purposes of this Convention, the expression “resident of a State” means any person 
who, under the national law of that State, is liable to taxation therein by reason of his domicile, 

118 OEEC (1957f), p. 9.
119 OEEC (1957d), p. 9. 
120 WP2 acknowledged that “it has been made clear on the United Kingdom side” that the expression ‘management and 
control’ means the effective management of the enterprise. OEEC (1957f), p. 9.
121 OEEC (1957a), p. 7.
122 Avery Jones (2011a, p. 663) qualified this statement as unrealistic. 
123 OEEC (1958a).
124 In the Commentary to the article that is also finally adopted by the Council, still the sentence “to be subject to tax as a 
resident” is used. See OEEC (1957g), p. 6 and OEEC (1958d). 
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residence, place of management or any other similar criterion.”125 

WP2 absorbed the decisions of the Committee in its next draft. This draft was agreed on 
by the Fiscal Committee. The recommendation to the Council contained the final article 
on the concept of fiscal domicile, as it is still called (though the provision itself referred to 
‘resident’).126 In the 1963 draft OECD MC the following definition of domicile was included 
in Article 4.

“1. For the purposes of this Convention, the term “resident of a Contrasting State” means any 
person who, under the law of that State, is liable to taxation therein by reason of his domicile, 
residence, place of management or any other similar criterion.

(…)

3. Where by reason of the provisions of the preceding paragraph 1 a legal person is a resident 
of both Contracting States, then it shall be deemed to be a resident of the Contracting State 
in which its place of effective management is situated. The same provision shall apply to 
partnerships and associations which under the national laws by which they are governed are 
not legal persons.”

2.2.2  The work of WP14 on the personal scope of the Convention

On the proposal of the Swiss delegation, WP14 was installed and instructed to draft, inter 
alia, the treaty article on the personal and territorial scope of the convention.127 In its first 
report, WP14 proposed as the provision on the personal scope: “The present Convention 
applies to individuals and legal persons who are residents of the Contracting State A or 
of the Contracting State B or of both States [under the provisions of Article......].”128 This 
proposal was accepted, subject to a slight change in wording: “The present Convention 
applies to persons who are resident in one or both of the Contracting States.” 129

WP14 and the Fiscal Committee could have also taken a different route and defined the 
personal scope of the treaty more broadly. The Fiscal Committee acknowledged that some 
older conventions applied to citizens of the contracting states. Other treaties even applied 
to taxpayers of the contracting states, thus including persons who are not resident in 
any of the contracting states but are (only) subject to source taxation (subject to limited 
tax liability).130 The decision to limit the personal scope of the treaty to residents of one or 

125 OEEC (1958a), p. 3. Furthermore it was decided to change the wording of the preceding paragraph in order to simplify 
the text, to adhere to the WP2’s proposal on the criteria to be applied to solve cases of conflict, to delete the reference to 
estates of deceased persons and to bring partnership of individuals into the scope of the article.
126 OEEC (1958e), and the final report in OEEC (1958f). 
127 OEEC (1958g), p. 11; Sepúlveda (2016), p. 77. 
128 OEEC (1959), p. 3. 
129 OEEC (1960a), p. 2. 
130 OEEC (1960a).
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both of the contracting states seems, however, to be driven by considerations based on 
practicality.131 

The proposed article and the Commentary on it were adopted by the Fiscal Committee 
during its 16th meeting and were included in its draft report to the Council.132 Though 
the Netherlands delegation disapproved the limitation of the application of tax treaties 
to residents of Contracting States, the delegate accepted the proposed provision. It was 
suggested to solve issues of double taxation with regard to non-residents through the 
use of a mutual agreement procedure. The chairman of the Fiscal Committee stated that 
there were various ways in which non-residents could avoid double taxation. For example 
non-resident companies could set up a company in the country in which they carried on 
business.133 In my opinion this raises the question why non-resident taxpayers or, in the 
words of WP2, ‘taxpayers subject to a limited tax liability’, were not included in the personal 
scope of the treaty in the first place (see 8.2.2). 

2.2.3 The 1977 additions

In 1967, the Fiscal Committee set up Working Party 28, as from June 1971 referred to as 
Working Group 28 (hereinafter “WG28”), to assess some outstanding issues relating to, 
amongst others, Article 4 and the residence of diplomats. The work of WG28 resulted in 
amendments to Article 4 which will be discussed in the subsequent part of this section. 

2.2.3.1 Introduction of the second sentence of Article 4(1)

The study of the position under tax treaties of diplomats was assigned to WG28 but had 
previously been on the agenda of WP14.134 These studies may seem irrelevant for the present 
study which focuses on entities. However, the work of both groups ultimately resulted in 
the introduction of the second sentence of Article 4(1) and laid the foundation for an ongoing 
debate on the effect of international law on the application of Article 4 as regards entities 
(see 5.6). Therefore, the work of WP14 and WG28 is relevant for the present study. 

The attention that diplomats received followed from international law in which it is well 
established that fiscal immunities apply to diplomats in the receiving state. When a 
diplomat from the sending state S, residing in state R, receives dividends sourced in state T, 
the dividends are exempt in R pursuant to international law. Nevertheless, the diplomat is 
resident in R under its domestic tax law. If the diplomat would also be a resident of R under 
the R-T DTC, the treaty would apply, based on which T is obliged to grant treaty benefits.135 

131 OEEC (1960a). Previously, WP2 proposed to leave taxpayers that are subject to limited tax liability out of the scope of the 
tax treaty because of the fact that these taxpayers were not covered by existing treaties (OEEC 1957g, p. 4). Thus, also for 
WP2 the exclusion of non-resident taxpayers from treaty benefits seems not to have been a principle issue.
132 OEEC (1960b), p. 7 and (1960c).
133 OEEC (1960b), p. 8.
134 See for a detailed description of this development Pijl (2012), p. 5 et seq. 
135 OEEC (1960d), p. 4.
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This could leave the dividends (partly) untaxed because T would be entitled to waive (wholly or 
partly) its taxing rights whereas R would not tax the dividends. Therefore, WP14 proposed an 
amendment to the Commentary on Article 4 which was eventually included in paragraph 10: 

“An individual, however, is not to be considered a “resident of a Contracting State” in the 
sense of the Convention if, although not domiciled in that State, he is considered as a resident 
according to the national law and is only subject to a limited taxation on the income arising in 
that State.”136 

Given the wording of the addition, it applied generally to all individuals as it omits any 
reference – even as an example – to diplomats.

In its final report, WG28 proposed to follow the approach advocated in the Commentary 
on Article 4, but to include that in the model itself by adding to paragraph 1 of Article 4 the 
following sentence: “but the term does not include any individual who is liable to tax in 
that Contracting State for the sole reason that he derives income from sources therein.”137 
Furthermore, WG28 recommended changing the commentary on Article 4 and explaining 
some of the wording of the additional sentence.138 

In its 7th meeting, the Working Party (“WP”, until June 1971 referred to as the Fiscal 
Committee) agreed to the proposed amendment, though with one significant change. 
For reasons unknown,139 the WP deviated from the addition proposed by WG28. The word 
‘individual’ was substituted by person. From the available documentation it is not clear why 
the Working Party decided upon this substitution but taking into account the definition of 
person in Article 3 OECD MC 1963140 this change obviously had a significant impact on the 
scope of the added sentence, at least under a literal reading of the provision.141

Furthermore, WG28 was instructed by the WP to draw up a new commentary on Article 
4, which should contain some examples of the wording “other criteria of similar nature” 
and should cover the position of diplomats.142 The commentary on the newly added part of 
Article 4(1) of the 1977 OECD MC read: 

“8. [Paragraph 1] (…) also covers cases where a person is deemed, according to the taxation laws 
of a State, to be a resident of that State and on account thereof is fully liable to tax therein 
(e.g. diplomats or other persons in government service). In accordance with the provisions of 

136 OEEC (1963), p. 11. See also Pijl (2012), p. 10. 
137 OECD (1971), paragraph 43.
138 OECD (1973a), paragraph 28. 
139 Pijl (2012), p. 13 stated: “The Working Group “were aware of the fact that the proposed additional paragraph could not 
solve the problem at stake in all cases”. Which may have referred to the type of person to which this addition applied. The 
latter issue was solved when “individual” was replaced by “person”.” Given WG28’s focus on individuals I wonder what cases 
relating to entities could have been meant. 
140 “The term “person” includes an individual, a company and any other body of persons;” 
141 See e.g. Van Gennep (1991), p. 142. 
142 OECD (1973b). 
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the second sentence of paragraph 1, however, a person is not to be considered a “resident of a 
Contracting State” in the sense of the Convention if, although not domiciled in that State, he 
is considered to be a resident according to the domestic laws but is only subject to a limited 
taxation on the income arising in that State or on capital situated in that State. That situation 
exists in some States in relation to individuals, e.g. in the case of foreign diplomatic and 
consular staff serving in their territory.”143

From the work of WG28 it follows that the above part of the Commentary is introduced 
to settle the issue of treaty residence of diplomats. From these passages added to the WG 
28 proposal, two things can be derived that are relevant in the application of Article 4(1)  to 
entities. Firstly, persons who are regarded as residents under national law on the basis of 
a fiction (and are therefore fully liable to tax), qualify as a resident within the meaning of 
Article 4(1). Such a fiction is therefore a criterion of a similar nature. The Commentary gives 
as an example the diplomat who in the sending state is deemed to be a resident (fiction!). 
It is not excluded that this approach also applies in other situations. Secondly, it follows 
from the Commentary that the second sentence regulates the position of diplomats in the 
receiving state. Nothing indicates that this position is (also) covered by the first sentence. 
At the same time, on the basis of the Commentary it can not be concluded that the second 
sentence only relates to the position of diplomats. Whereas the second sentence of Article 
4(1) refers to persons in general, and the introductory sentences of this paragraph also refer 
to ‘person’, the concluding sentence lacks any reference to persons other than individuals. 
Section 5.6 assesses the relevance of the second sentence for the residency of entities in 
detail. In anticipation of this, I conclude that the wording of the second sentence leaves room 
for application to entities while the Commentary on the provision does not oppose this. 

2.2.3.2 From ‘law’ to ‘laws’

Article 4(1) OECD-MC 1963 Draft used the words ‘the law of that State’ whereas the 1977 
version referred to ‘the laws of that State’. From the historical documentation available it 
cannot be established why the Fiscal Committee decided to change the wording. Already in 
an earlier stage, during the development of the 1963 Draft, the wording changed but at that 
time from laws to law. In the WP2’s fourth draft, the word ‘laws’ was used144 whereas in the 
proposal dated 26 November 1957 from the Trade and Financial Directorate of the OEEC, 
reference was made to the ‘national law’.145 The French version of the model already had the 
French equivalent for ‘laws’ in the 1963 version of the model. So as from 1977 the English 
and French version were similar. It may very well be that the 1977 amendment only fixed a 
change made unintentionally in 1957.146 This conclusion is confirmed by the Commentary on 

143 OECD (1976).
144 OEEC (1957f).
145 OEEC (1957h). 
146 Pijl (2012), p. 15. According to Pijl, “article 4(1) is a case of piling one translation error to another” and “this development 
confirms the hypothesis that the parties did not make any distinction between the terms, and considered – if at all – 
perceived differences as irrelevant”. 
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the draft versions of the model that referred to ‘the national fiscal legislations’, ‘under the 
laws of that State’ and ‘domestic laws’.147

2.2.4 The 1992 additions: improper use of tax treaties and conduit companies

In 1992, some considerations were added to the Commentary on the second sentence of 
Article 4(1). According to these additions, companies with third state resident shareholders 
are not regarded resident sunder Article 4(1) if these companies are not taxed on their income 
from foreign sources (pursuant to some specific domestic law measures). This amendment 
has its historic roots in the work of the US delegate in Working Group 21. In September 
1979, that delegate issued a report dealing with the question how to avoid improper use 
and abuse of tax treaties.148 To be able to distinguish between proper and improper use 
of tax treaties, the report provides a thorough examination of the objectives pursued by 
the contracting states when entering into double tax conventions. It was stated that the 
concessions made by states in double tax treaties are based on the assumption that treaties 
only apply if the events for which treaty protection is claimed have (sufficient) economic 
substance in one (or both) of the states.149 If the treaty applies in ‘artificial circumstances’ 
the balance sought by the contracting states is disrupted. Therefore, applying a treaty under 
artificial circumstances was thought to be improper. 

According to the report, a person may establish an ‘artificial’ relationship with a state in 
order to obtain treaty benefits either by means of (i) changing its place of residence to 
another country (“residence shifting”) or by means of (ii) shifting the taxable profit from 
a person that is not entitled to treaty benefits to a person who is (“profit shifting”).150 The 
report focused on profit shifting and distinguished between two situations: the shifting of 
profits to benefit from particularities of a domestic tax system (referred to as base company 
structures) and the shifting of profit to benefit from tax conventions (referred to as conduit 
base companies). The image below shows the basic conduit base company structure. 

Company A, resident in state Resident (“R”) sets up company B, resident in state Intermediate 
(“I”) to benefit from state I´s domestic tax regime (e.g. exemption on foreign income, 
low tax rates) and/or the DTC between I and state Source (“S”). Depending on whether B 
benefits from the domestic system of I or from the tax treaty network of I, B qualifies as a 
base company or a conduit company.

147 OEEC, (1958b).
148 OECD (1979). The report is a follow-up of the 1976 report on the improper use of tax treaties to the Working Party (CFA/
WP1(76)5, not publicly available). The latter report was based upon discussions in 1963, 1965, 1967, and 1976. See Sepúlveda 
(2016, p. 85) who provided a detailed time line of the development. 
149 OECD (1979), p. 3.
150 OECD (1979), p. 3.
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As the use of conduit companies appeared to be the most common reported form of 
perceived improper use of tax treaties,151 the WP decided to explore the issue of improper 
use of tax conventions by means of conduit base company structures in more detail.152 This 
resulted in two new draft reports: one on conduit companies, taking the perspective of the 
source country (in the above example state S) and one on the abuse of tax treaties through 
the use of tax havens from the standpoint of the state of residence (state R).153 Both reports 
assessed whether pursuant to Article 4(1), second sentence, benefits of the I-R DTC could be 
denied. In the following part of this section the focus will be on the conduit report because 
that report was eventually used to amend the Commentary on Article 4(1).

In the conduit company report, article 4(1), second sentence, was referred to as a means to 
deny treaty access to a conduit company. According to the report, persons that as a result of 
their international relations enjoy certain tax privileges effectively may have the same status 
as non-resident taxpayers; at both categories, the world income is not taxed. Thus, in the 
view of the report, the second sentence applied to such a conduit company. This approach 
was substantiated by reference to the treatment of diplomats who are exempted from tax 
on their foreign income in the resident state.154 As conduit companies are also exempted 
from tax on their foreign income under some domestic tax regimes, the second sentence 
would also apply to such a company. It was acknowledged that this interpretation, which 
led to the exclusion of conduit companies from treaty benefits, could lead to the exclusion of 
other persons as well, for example companies that are resident in a country with a territorial 
tax system. These latter companies are also not taxed on their foreign income. But in the 
view of the writers of the report, a company under a territorial system was apparently in a 
different position and such entities should not be excluded.155

The WP acknowledged that to achieve the effect desired (denying treaty benefits to conduit 
companies) companies that are fully exempted from tax in state I, should also be covered by 

151 OECD (1981a), p. 3. Conduit companies are distinguished by some States from so-called “headquarters” companies 
which formulate and coordinate regional strategy, and thus have real business considerations underlying their formation. 
Such corporations are not considered by these States to represent an improper use of DTCs.
152 OECD (1981b).
153 OECD (1983a).
154 OECD (1983b), p. 7. 
155 OECD (1983b), p. 7. 
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the second sentence of Article 4(1). The same applied to companies that are taxed against a 
substantial reduction of normal tax rates. However, it was acknowledged that the second 
sentence did not cover such conduit company situations which resulted in the statement 
that there were “difficulties inherent to this clause”: the wording of the second sentence is 
not suited to cover all conduit company cases.156

The proposed statement regarding the application of the second sentence (though slightly 
amended) was included in the 1987 OECD report on Double Tax Conventions and the use 
of Conduit Companies. In 1992, the Commentary on the second sentence of Article 4(1) 
has been amended accordingly. From this version of the Commentary on, the following 
comments on Article 4(1), second sentence are included: 

“According to its wording and spirit the provision would also exclude from the definition of a 
resident of a Contracting State foreign-held companies exempted from tax on their foreign 
income by privileges tailored to attract conduit companies. This however, has inherent 
difficulties and limitations. It has to be interpreted restrictive because it might otherwise 
exclude from the scope of the Convention all residents of countries adopting a territorial 
principle in their taxation, a result which is clearly not intended.”

In anticipation of the discussion in the subsequent chapters, I would like to make a 
preliminary comment. It is highly questionable whether the wording and spirit of the 
second sentence convene situations wherein companies are tax exempt on their foreign 
sourced income. Firstly, as will be explained, the wording does not necessarily support the 
interpretation propagated (see 5.6.1). Secondly, the spirit of the second sentence has been 
misinterpreted in the report. Reference is made to the international relations of a person 
that result in specific privileges. However, for the application of the second sentence it is 
not relevant whether the person concerned has any ‘international relations’ or not. The 
question is – as appears from the historical documentation discussed in 2.2.3 – whether 
the country of residence is obliged to grant specific privileges based upon its international 
relations, e.g. treaty obligations. Obviously, such treaty obligations would not exist, if the 
person in question has no international relations. But the international relations referred 
to in the report, result in a special treatment under domestic law. The special treatment is 
not based on the international law obligations of the residence state. Therefore, the current 
second sentence of Article 4(1) is, in my assessment, not adequate to counter treaty abuse by 
the use of conduit companies.157

2.2.5 Interaction between the Articles 2 and 4

At its meeting of September 1996, the Steering Group of WP1 considered the interaction 
between the Articles 2 and 4. The issue was whether Article 2, pursuant to which the 

156 OECD (1984a) and (1984b). 
157 See also Vann (2009), p. 258. 
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convention shall apply to taxes on income and on capital, was of relevance for purposes 
of the interpretation of the term ‘tax’ in Article 4(1). The concrete question dealt with was 
whether a person must be liable to both income and capital tax to be a resident under 
Article 4(1).158 The issue was raised by the French delegation. According to this delegation, in 
states that do not have a capital tax, residence should depend on the liability to income tax 
whereas a sole liability to capital tax (without a liability to income tax) should be insufficient 
to claim treaty benefits.159 France proposed to amend the OECD MC accordingly. However, 
WP1 decided to propose to close the issue without further amendments to the Commentary 
as the proposed changes were thought to create even more difficulties because there was 
great disagreement between the delegates whether the issue addressed was of a theoretical 
or practical nature.160 An amendment was thought to result in substantial differences in 
interpretation and application. 

Section 5.5.5 deals with the interpretation of the term ‘tax’ in Article 4(1). From the above 
discussion on the relationship between Article 2 and 4 is to be derived that for the meaning 
of ‘tax’, the definition of tax and the taxes referred to in Article 2 OECD MC are decisive. 

2.2.6 The 2000 additions: residence as a source-rule and the POEM-concept

As the 1995 amendments to the OECD MC and its Commentary are irrelevant for the present 
study, they are not discussed here. This section deals with the changes as per the year 2000.

2.2.6.1 Residence as a source rule and tax exempt entities

One of the 2000 amendments regarded the treatment of dividends paid by companies that 
are not regarded resident for purposes of the treaty.161 The French delegate, who raised the 
issue, pointed out the fact that Article 10 only applies if the dividend is paid by a company that 
is resident in the source state. If dividends are paid by a company that is not a resident under 
Article 4 of the treaty, Article 21 would apply. As a consequence, the state of “source” would be 
prohibited to tax the dividend distribution, which, according to the French delegation, would 
lead to a significant distortion in the attribution of taxing rights as regards dividends.162 
France argued that this issue advanced with a distribution by certain investment funds or 
by companies that are entirely tax exempt.163 Such entities were, according to France, no 
residents under Article 4. Therefore it was proposed to amend Article 10(1) by deleting the 
reference to the residence of the dividend distributing entity and to draft the provision along 
the lines of the Articles 11(1) and 12(1): “Dividends arising in a Contracting State and paid to a 

158 OECD (1996b), p. 6. 
159 Letter of 5 February 1993 by the French delegation, OECD (1997a), p. 5. 
160 OECD (1996b), p. 6. 
161 OECD (1995a). 
162 OECD (1995a). It is furthermore acknowledged that “(t)he same problem arises with respect to interest, because 
paragraph 5 of Article 11 defines source with reference to the residence of the debtor.”
163 OECD (1995a). 
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resident of the other Contracting State may be taxed only in that other State, if the beneficial 
owner of the dividends is a resident of the other Contracting State.”164

 After the meeting of February 1995, several countries provided their thoughts on the issue. 
However, only the German reaction explicitly referred to the issue of interpretation of 
Article 4 and the status of a tax exempted entity under that provision. According to the 
German delegate, a personal exemption from taxes under domestic law does not affect 
the position as resident under the treaty. The other countries165 that reacted to the French 
proposal all agreed with the conclusion that if a dividend paying entity would not meet 
the residence requirement of Article 4(1), it is not a dividend within the scope of Article 
10. Whether these countries agreed with the French approach that tax exempted entities 
do not qualify as resident under Article 4(1) remained unclear. Furthermore, the notes to 
the meeting do not demonstrate whether the effect of the French approach on the treaty 
residency of tax exempted entities in general was discussed. 

At the September 1995 meeting of the Steering Group of WP1, the issue was on the agenda 
once more. It was acknowledged that under the domestic law of some countries, investment 
funds, charities, pension funds, and similar organizations may be totally exempt from tax 
and, as a consequence, are not residents for fiscal purposes. In other countries, persons 
are resident under the domestic law if these persons are potentially subject to unlimited 
worldwide taxation by reason of their place of management, place of organization, or 
similar criteria. Whether the residence state actually exercises its taxing right, is not 
relevant in that respect.166 

The differences in treatment under tax treaties of tax exempt entities thus resulted from 
differences in the treatment of these entities under domestic law. In some countries such 
entities are regarded resident under their domestic tax law, other countries do not treat 
such entities as residents. No reference is made to the liable to tax requirement in Article 
4(1). However, the proposed amendments to the commentary, do refer to the wording used 
in Article 4(1):

“8.1 Paragraph 1 refers to persons who are “liable to tax” in a Contracting State under its laws 
by reason of various criteria. In many countries, a person is considered liable to comprehensive 
taxation even if the Contracting State does not in fact impose tax. For example, investment 
funds, pension funds, charities, and other organizations may be exempted from tax, but are 
still considered to be potentially liable to tax. In these countries, such entities are regarded 
as residents for purposes of the Convention (see, for example, paragraph 1 of Article 10 and 
paragraph 5 of Article 11).

164 OECD (1995a). An alternative solution was also mentioned: the introduction of a reference in Article 21 to items of income 
“not expressly mentioned” in foregoing Articles. According to the French delegation, “(i)t could be argued that dividends, 
being expressly mentioned in Article 10, are not covered by Article 21 even if some dividends are not dealt with in Article 10.”
165 Greece, Mexico and the United Kingdom. 
166 OECD (1995b).
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8.2 In some countries, however, these entities are not considered liable to tax if they are under 
the law exempt from tax. These countries may not regard such entities as residents for purposes 
of the Convention. Contracting States for whom this is a problem are free to address the point 
in their bilateral negotiations.”167

In summary: in many states, a person who is exempted from tax under the domestic tax law 
of these states is still regarded liable to tax by reason of one of the relevant criteria and thus, 
resident for purposes of the treaty. Other states do not regard exempted persons as resident 
under the treaty as because they do not regard such persons to be laible to tax. WP1 agreed 
on the proposal, though the final sentence was replaced by the following: 

“For example, pension funds, charities and other organisations may be exempted from tax, 
but they are exempt only if they meet all of the requirements for exemption specified in the tax 
laws. They are, thus, subject to the tax laws of a Contracting State. Furthermore, if they do not 
meet the standards specified, they are also required to pay tax. Most countries would view such 
entities as residents for purposes of the Convention (see, for example, paragraph 1 of Article 10 
and paragraph 5 of Article 11).”168

This passage explicated the reasoning behind the statement that exempted entities are 
nevertheless regarded residents for purposes of the OECD MC. It emphasised that, as 
the exemption from tax is subject to certain conditions, these entities are recognised as 
resident for purposes of a DTC. 

The paragraphs were supported by the majority of the members of the Advisory Group 
on the Model Tax Convention.169 During the meeting of the Committee of Fiscal Affairs, 
however, France and Sweden asked for a re-examination by WP1. The French delegate 
thought it premature to add the paragraphs to the Commentary.170 According to the 
delegate, the proposals suggested that countries that do not view tax exempted entities 
as residents under tax treaties should address the issue in treaty negotiations. From the 
viewpoint of France, if an explicit statement is not included in a treaty, the wording of the 
commentary would create the presumption that the contracting states would adhere to the 
majority view. This seemed to be an adjacent point to France, as the country insisted that 
the proposals be withdrawn from the update.171 As a result of the French objections, the 

167 OECD (1995b).
168 OECD (1997b), p. 5. 
169 OECD (1997c), p. 3-5. 
170 The proposed paragraphs 8.1 and 8.2 were renumbered to 8.2 and 8.3. 
171 If the proposals would not been withdrawn, France intended to make the following observation to the Commentary: 
“France considers that entities which are exempt from taxation cannot be regarded as “liable to tax” in a Contracting State, 
and thus are not residents for the purposes of the Convention. France will apply its Conventions on the basis of these 
principles unless the Convention contains an explicit provision recognising such entities as residents”. OECD (1997c), p. 3-5.
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Committee of Fiscal Affairs asked WP1 to re-examine the proposed paragraphs.172 However, 
this re-examination did not lead to any amendment of the proposed paragraphs, as they 
were included in the commentary to the 2000 OECD MC.173

2.2.6.2 The POEM concept

The tie-breaker rule in Article 4(3) and the Commentary were not changed174 until the 
developments in communication and information technology and differences in the 
interpretation of the term175 made it necessary for the OECD to focus on the subject.176 In 
2000, the following paragraph was added to the Commentary on Article 4(3): 

“24. … The place of effective management is the place where key management and commercial 
decisions that are necessary for the conduct of the entity’s business are in substance made. 
The place of effective management will ordinarily be the place where the most senior person 
or group of persons (for example a board of directors) makes its decisions, the place where the 
actions to be taken by the entity as a whole are determined; however, no definitive rule can be 
given and all relevant facts and circumstances must be examined to determine the place of 
effective management. An entity may have more than one place of management, but it can have 
only one place of effective management at any one time.”

The passage was deleted again in 2008 and will therefore not be assessed in detail in this 
subsection. However, the renewed focus of the OECD on the concept of place of effective 
management showed the practical issues states were apparently confronted with in 
determining the place of effective management of a company.177 In my view, it should 
be viewed as a first attempt to align the tie-breaker rule to new circumstances. A further 
attempt by the OECD in this direction was made through the work of the Technical Advisory 
Group on Monitoring the Application of Existing Treaty Norms for the Taxation of Business 
Profits (hereinafter TAG) in 2001 and 2003. 

2.2.7 The work of the TAG on POEM

As instructed by the OECD Fiscal Committee, the TAG studied the use of POEM as a tie-
breaker provision. In 2003 the TAG issued a draft report which contained two proposals: 

172 France and Sweden also raised objections against these paragraphs at the meeting of the Special Sessions on Tax 
Competition that took place on 26-27 June 1997. During this meeting the work on tax competition was discussed. 
According to France and Sweden, the broad interpretation of the term “resident” would conflict the measures discussed in 
that forum. The Working Party is therefore asked to re-examine whether the proposed paragraphs should be included in 
the 1997 update of the OECD MC (OECD (1997c), p. 3-5 and 10).
173 France, however, did to make an observation on this part of the Commentary on Article 4(1). 
174 Only minor changes in 1977 and 1995 (replacing “the State in which” by “the Contracting State in which” and the addition 
of “only” after “shall be deemed to be a resident”). These changes did not have any effect and can be regarded clarifications 
to a text that was already clear. See Oliver (2001), p. 290. 
175 See, e.g., paragraph 25 of the Commentary on Article 4: “New Zealand’s interpretation of the term effective management” is 
practical day to day management, irrespective of where the overriding control is exercised. Sasseville (2009), pp. 293 and 294. 
176 OECD (1996a) and OECD (1997d), p. 12.
177 See also Oliver (2001) , p. 295. 
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(i) amendments of the Commentary on Article 4(3) and (ii) the introduction of a new tie-
breaker rule.178 The proposed amendments to the Commentary included: 

1) The re-confirmation that a company can have only one place of effective 
management;

2) The explicit statement that the place of effective management is a test based on the 
factual circumstances; 

3) Although the place of effective management normally corresponds with the place 
where the most senior person or group of persons makes its decisions, other 
factors should be considered in cases “where the key management and commercial 
decisions necessary for the conduct of the entity’s business are in substance made 
in one place somewhere by a person or group of persons but are formally finalized 
somewhere else by it or by another person or group of persons.” These other factors 
could include the place where key management and commercial decisions are 
made in substance, the place where a person such as a controlling interest holder 
effectively makes the key management and commercial decisions and the place 
where executives perform their functions. 

The proposed tie-breaker rule consisted of four successive tests. The place of effective 
management was used as the primary one, despite the apparent problems with the 
expression effective management. However, when the POEM can not be determined or 
was located in a third state,179 a second test should be applied. The proposal offered three 
options to be used as the second test. Under the first option, the entity could be resident in 
the country with which its economic relations are closer.180 Under the second option, the 
place where the business activities are primarily carried on is used as determinative factor 
for residency.181 The third option referred to the place in which senior executive decisions 
(decisions by executive officers like the president, vice-presidents and treasurer) are taken. 
If the second test also fails to provide a solution on dual residence, the law of incorporation 
of the entity involved should be used. As a final solution, to be applicable when the formal 
test based on incorporation does not solve the issue either, a mutual agreement procedure 
was introduced. 

In tax literature, the proposals of the TAG were received critically.182 It was acknowledged 
that the TAG’s approach was influenced by the common law approach used to determine 
the place of residence, with the focus being on the place where the Board of Directors 

178 OECD (2003).
179 The TAG considered this “rare cases”. OECD (2003), p. 5. 
180 The assessement was to be based, inter alia, on the number of employees and assets, revenues, place of its headquarter, 
theplace where the senior management functions or the law of incorporation
181 According to the TAG to determine the place of where the business activities are primarily carried on, a functional analysis 
of the activities of the entity in the two states must be performed. OECD (2003), p. 5.
182 For a detailed discussion is referred to Hinnekens (2003), p. 314 et seq.; Shalhav (2004), p. 460 et seq.; Maisto et al. (2018), p. 32. 
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meet.183 However, for purposes of the tie-breaker provision, the most relevant level of 
management for purposes of determining the place of effective management would be the 
senior executives.184 Furthermore, various scholars were of the opinion that as regards the 
practical problems with the application of the POEM test, a more fundamental approach 
was necessary. This criticism may have caused the WP 1 to refrain from any further action. 
At least, it lasted until the 2008 additions to the Commentary before the OECD took some 
initiative on the issue again. 

2.2.8 The 2008 additions to the Commentary on Article 4(1) and (3) OECD MC

2.2.8.1 Commentary on Article 4(1)

In 2008, significant changes were made to the commentary on Article 4(1). For purpose 
of this study in particular an additional comment on the meaning of the second sentence 
of Article 4(1) is relevant. Pursuant to this amendment, the second sentence also excludes 
“companies and other persons who are not subject to comprehensive liability to tax in 
a Contracting State because these persons, while being residents of that State under 
that State’s tax law, are considered to be residents of another State pursuant to a treaty 
between these two States.” To date, no documentation is publicly available from which the 
background of this amendment can be derived. 

In response to the proposal that led to this amendment, BIAC expressed its concern and 
acknowledged that the interpretation propagated in the commentary is not in line with the 
wording of the provision. The Committee of Fiscal Affairs, however, stated that the sentence 
“has to be interpreted in the light of its object and purpose, which is to exclude persons who 
are not subjected to the most comprehensive liability to tax generally imposed in a State” 
is a correct legal interpretation when read in the context of the existing paragraph 8 of the 
Commentary. It decided, however, that the phrase “subjected to the most comprehensive 
liability to tax generally imposed in a State” in paragraph 8.3 of the Commentary should 
be replaced by “subjected to comprehensive taxation (full liability to tax) in a State” as this 
formulation was the one already used in paragraph 8 of the Commentary.185 The effect of 
the addition on the interpretation of the second sentence of Article 4(1) is assessed in 5.6. 

2.2.8.2 Commentary on Article 4(3)

In 2008, amendments were made to the Commentary on the tie-breaker rule of Article 4(3). 
These 2008 amendments did not include one of the proposals of TAG because, according 
to the Committee of Fiscal Affairs, under these proposals the place where a board of 
directors meets received undue deference.186 Instead of adding new guidance to the 

183 Sasseville (2009), p. 295. 
184 Avery Jones (2005), p. 21. 
185 OECD (2008), p. 3. 
186 OECD (2008), p. 2-3.
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Commentary on the POEM-concept, the more detailed guidance that was included in the 
Commentary through the 2000 amendments was (after only eight years) deleted.187 Some 
(minor) amendments were made to the remaining passages. To assess the POEM, the 2008 
Commentary stated that the focus should be on the “conduct of the entity’s business as a 
whole” and that “all relevant facts and circumstances must be examined”. 

A rather significant change to the Commentary on Article 4(3) was the introduction of the 
possibility to use a mutual agreement procedure instead of the POEM test as a tie breaker 
provision. From the accompanying documentation it follows that this alternative was 
introduced because the instrument was already used in a large number of treaties. As per 
2017, the mutual agreement procedure was shifted from the Commentary to Article 4(3) 
OECD MC. Section 6.2 discusses this MAP tie breaker provision. 

2.2.9 2017 amendments as result of the BEPS project

In September 2013, the OECD launched its 15 point Action Plan against Base Erosion and 
Profit Shifting (“BEPS”). The BEPS package of October 2015 covered all 15 action points, of 
which the conclusions reached on Action 6 (‘Preventing the Granting of Treaty Benefits in 
Inappropriate Circumstances’) are of particular relevance for purposes of this study.188 The 
report led to significant changes in the OECD MC (Article 4(3)) and the Commentary on the 
OECD MC. 

2.2.9.1 Revision of Article 4(3) 

As a tie-breaker provision, the mutual agreement procedure that was previously included in 
the Commentary on Article 4(3), was introduced in Article 4(3): 

“3. Where by reason of the provisions of paragraph 1 a person other than an individual is a 
resident of both Contracting States the competent authorities of the Contracting States shall 
endeavour to determine by mutual agreement the Contracting State of which such person shall 
be deemed to be a resident for the purposes of the Convention, having regard to its place of 
effective management, the place where it is incorporated or otherwise constituted and any 
other relevant factors. In the absence of such agreement, such person shall not be entitled to 
any relief or exemption from tax provided by this Convention except to the extent and in such 
manner as may be agreed upon by the competent authorities of the Contracting States.”189 

The Commentary on the provision, explicitly states that the introduction of the mutual 
agreement procedure to solve dual resident cases as regards non-individuals is driven by 
the fact that dual resident companies were involved in a number of tax avoidance cases.190 

187 “The place of effective management will ordinarily be the place where the most senior person or group of persons (for 
example a board of directors) makes its decisions, the place where the actions to be taken by the entity as a whole are 
determined; however, no definitive rule can be given”.
188 OECD (2015).
189 OECD (2015), p. 72. 
190 OECD (2015), p. 73. 
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However, this statement is not exemplified nor elaborated on. This tie-breaker will be 
assessed in section 6.2 of this study. 

2.2.9.2 Change of title and preamble

Part of the work dealt with in the report on Action 6 was to “clarify that tax treaties are not 
intended to be used to generate double non-taxation”.191 For that purpose, the title of the 
OECD MC, the preamble to the OECD MC and parts of the commentary to the OECD MC 
were changed as per the 2017 version of the OECD MC. These changes will be assessed in 
section 4.1 with regard to their impact on the object and purposes of DTCs, relevant for 
treaty interpretation. 

2.2.9.3 Treaty entitlement of pension funds

The position under the OECD MC of (partly) exempted pension funds was also considered 
as part of Action 6. It was concluded that treaty entitlement of such funds was to be ensured 
through the introduction in the OECD MC of a definition of ‘recognised pension fund’.192 In 
February 2016, the OECD issued a discussion draft, including draft proposals with regard 
to the Articles 3 and 4 OECD MC.193 The proposals intended to ‘ensure that a pension fund 
is considered to be a resident of the State in which it is constituted for the purposes of tax 
treaties.’ To achieve the envisaged result, Article 4(1) was changed as per the 2017 version 
of the OECD MC in the sense that ‘for the purposes of this Convention, the term “resident 
of a Contracting State” (…) also includes (…) a recognised pension fund of that State’. A 
definition of recognised pension fund for purpose of the OECD MC, is included in Article 3 
of the 2017 OECD MC. 

2.2.9.4 Treaty entitlement of non-CIV funds

In paragraph 14 of the final report on Action 6 the treaty entitlement of so-called non-
Collective Investment Vehicles is addressed.194 The introduction of the LOB-provision or 
General Anti Abuse Rules as proposed in the final report, could affect the treaty entitlement 
of non-CIVs and it is concluded that follow-up work was necessary to assess the topic in 
more depth.195 In March 2016, the OECD issued a public discussion draft with several options 
to ensure non-CIVs treaty entitlement in appropriate circumstances.196 That report resulted 
in three additional examples of the application of the PPT rule of Article 29(9) OECD MC in 
paragraph 182 of the Commentary on that provision. 

191 OECD (2015), p. 91. 
192 OECD (2015), p. 15. 
193 OECD (2016a). The comments received on the discussion draft are published on 1 April 2016 (OEDC, 2016c). 
194 The treaty position of Collective Investment Vehicles was already considered in the Commentary on Article 1 OECD MC. 
195 OECD (2015), p. 75. 
196 OECD (2016b). The comments received on the discussion draft are published on 22 April 2016 (OEDC, 2016d). A second 
discussion draft was published in January 2017 (OECD, 2017a). An excerpt of the comments received on that second 
discussion draft was published in February 2017 (OECD 2017b). 
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As the options presented in the report (concerning the LOB provision, the PPT rule and 
anti-conduit rules) do not specifically relate to Article 4 OECD MC, these options will not be 
assessed for purposes of this study. The issues related to the treaty entitlement of non-CIVs 
will be assessed in section 8.4.2. 

2.2.10 Concluding remarks

The review of the historical documentation in this section has been executed in order to 
discover the roots of the Article 4 OECD MC and to put into perspective the concepts used 
to determine the residency of entities for treaty purposes. This review lead to the following 
considerations. 

• The introduction of the definition in Article 4(1) has not been undisputed. WP2 
only proposed a tie-breaker provision at first, solving dual residency as a result of 
overlapping claims based on domestic law, and a provision dealing with the personal 
scope of the model treaty. In that latter provision, reference was made to the concept 
of resident under the domestic law of the contracting states. However, the Fiscal 
Committee strongly objected to this approach. It preferred a common definition of 
resident (at first ‘domicile’) based on concepts used in domestic law. The Committee 
thought it was necessary to cover the different national concepts. 

• To meet the Fiscal Committee’s requirements, the expression ‘fully liable to taxation’ 
was proposed by WP2 as a reference to the concepts of residence (or domicile) states 
used under their domestic law. However, the Committee rejected WP2’s proposal 
again, and finally the term was replaced by the expression ‘liable to taxation by reason 
of his domicile, residence, place of management or any other similar criterion’. From 
the historical documentation available, it cannot be established why the criterion ‘place 
of management’ is introduced and why the criterion ‘nationality’ is not referred to. 

• Though in several proposals of WP2 a ‘subject to tax’-test was included as a precondition 
for treaty entitlement, such a test was not explicitly included in Article 4. 

• The second sentence of Article 4(1) was introduced to solve the issue of treaty 
entitlement of diplomatic and consular personnel. However, the sentence does not 
refer solely to individuals as the more general and more inclusive expression ‘person’ is 
used. The reason for introducing this latter term cannot be derived from the available 
documentation. The wording was used in the 1992 Commentary to suggest that conduit 
companies, and in the 2008 Commentary that dual residents entities are excluded 
from treaty benefits under a DTC with a third country. 

• During the development of Article 4(1), two issues that cause significant problems, 
even to date, when applying a DTC have not been dealt with, though they were raised 
by various delegates to the Fiscal Committee: the treatment of transparant (hybrid) 
entities and the issue of double taxation as a result of overlapping taxation claims 
based on source taxation (i.e. triangular cases). 
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• The fact that the definition of resident also has an impact on source taxation because 
the residence of a person is used as a proxy for source taxation (e.g. Articles 10 and 11 
OECD MC) has not been (fundamentally) considered.197 

• As a tie breaker rule, first the expression ‘place of management and control’ was 
proposed, without any further guidance as to the meaning of the expression. Later on, 
the term was replaced by the expression ‘place of effective management’. That term 
has also not been further defined and the Commentary on Article 4(3) provides little 
guidance. 

• No explicit considerations were found in the documentation as to the question 
whether there is only one POEM. From the fact that the provision refers to the POEM 
is to be derived that this is presumably the case (where Article 4(1) refers to a place of 
management, indicating that there may be multiple). 

• An entity that is a resident of both contracting states does not necessarily have its place 
of effective management in either of the two states. In such a situation, the use of 
POEM does not provide a solution. Why no attention has been paid to this possible 
problem during the development of the provision is not clear. The remark in the 
explanatory statements that situations of dual residency will not occur often may 
explain why relatively little attention was paid to the provision.198

• The tie breaker that was proposed by WP2 in its third report (section 2.2.1.4) entailed 
a mutual agreement procedure. The proposal has lapsed without further substantive 
explanation, but would have provided a solution in, among other things, the situation 
in which POEM would not be in one of the two Contracting States. 

2.3  Conclusions

This chapter deals with the question of what follows from the history of Article 4 that is relevant 
for the interpretation and the further development of the provision. For interpretation 
purposes, the documentation reflects the development of expressions that are used in the 
‘international tax language’ or are used in Article 4 of the Commentary thereon and, thus, 
may be relevant to establish their ordinary meaning (Article 31 VCLT). Furthermore the 
documentation functions as a supplementary means of interpretation (see section 3.4.2). For 
tax policy reasons, choices made in the past may be relevant to (re)consider. 

Firstly, I highlighted some findings on the development of the expressions ‘real centre 
of management’, ‘fully liable to tax’ and ‘liable to tax by reason of’. These expressions (or 
equivalents thereof) are also included in the current text of Article 4 OECD MC or the 
Commentary on it and therefore may be relevant for interpretation purposes. In my 
opinion the most important observation in this respect is that the expression ‘liable to tax 
197 Vann (2009), p. 231; Traversa (2018), p. 6. 
198 Avery Jones (2008), p. 566. 
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by reason of ....’ refers to concepts that were used in the domestic tax system of the states 
involved in the development of the different models, to determine residence for application 
of worldwide taxation. This also applies to the expression ‘fully liable to tax’, originally 
included in the proposed article, but later on used in the Commentary. The documents 
studied show that this use of ‘fully liable to tax’ can be traced back to 1933. 

For interpretation purposes it is also relevant that the second sentence of Article 4(1) was 
introduced to solve the issue of treaty entitlement of diplomatic and consular personnel. 
However, the sentence refers to ‘person’ in general and not solely to individuals. Why the 
(broader) term ‘person’ was included in 1977, is not clear. 

Regarding the future development of the definition of resident, is to be taken into account 
that a number of issues have not received the attention that they, with hindsight, should 
have had. Some of these have been touched on, but then pushed aside, apparently mainly 
because a solution to those issues did not seem immediately obvious and the search for a 
solution would have delayed the realization of the model. For example, in determining the 
scope of the OECD MC, possible double taxation due to overlapping claims from two source 
countries received no attention, which, in my opinion, is regrettable as it leaves a gap in the 
international tax system. Chapter 7 proposes to solve this through the inclusion of a PE as 
a treaty resident. 

There was alo no careful consideration of the tie breaker of Article 4(3). The term POEM, 
derived from the criterion used in international tax law to determine the place of 
establishment of shipping and air transport companies, has not been specified so that it is 
unclear which level of management is relevant for the location determination. The situation 
in which there is a company with a dual residence under Article 4(1), but whose POEM is 
located in a third country (or in any case is not located in one of the two contracting states) 
also did not receive any attention.

The term ‘resident’ is not only used to determine the personal scope of the treaty and to 
determine who owns the income or capital for which treaty benefits are claimed. The 
concept also plays a role as a source of income, where for example with respect to dividends, 
the source state may tax dividend paid by a resident of that state. Whether this requires 
another approach to residency has not been considered.
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Chapter 3
The use of the provisions on tax treaty interpretation 

in this study

Article 4(1) OECD MC is one of the definitions included in the OECD MC and it establishes 
the meaning of the term resident of a contracting state for purposes of the OECD MC.199 
Therefore, the interpretation rules in Articles 3(2) OECD MC and 31 and 32 VCLT do not 
apply to the interpretation of term resident. However, Article 3(2) OECD MC and, to the 
extent Article 3(2) does not establish a meaning or if the context another meaning, the 
Articles 31 and 32 VCLT should be taken into account when establishing the meaning of the 
expressions used in the resident definition itself. 

This chapter assesses the Articles 3(2) OECD MC (section 3.1) and 31 and 32 VCLT (section 
3.2) to provide the approach towards the interpretation of Article 4 used in this study. 
Section 3.3 evaluates the operation of the interpretation provisions in the interpretative 
practice and describes how the provisions are applied in the present study. The subsequent 
section exposes the usage in the present study of the OECD Commentary (section 3.4.1), 
the documentation reflecting the historical development of the provision (section 3.4.2) and 
case law (section 3.4.3). Section 3.5 provides a summary and conclusions. 

3.1 Article 3(2) OECD MC

Article 3(2) OECD MC reads: 

“2. As regards the application of the Convention at any time by a Contracting State, any term not 
defined therein shall, unless the context otherwise requires or the competent authorities agree 
to a different meaning pursuant to the provisions of Article 25, have the meaning that it has 

199 Avery Jones (2017), paragraph 4.1. 
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at that time under the law of that State for the purposes of the taxes to which the Convention 
applies, any meaning under the applicable tax laws of that State prevailing over a meaning 
given to the term under other laws of that State.”

Article 3(2) functions as a lex specialis of the general interpretation rules included in the 
VCLT.200 Though Article 3(2) does not apply to the term resident itself as it is defined in 
Article 4, it applies to the interpretation of the terms and expressions used in Article 4. 
Therefore, any undefined term in Article 4(1) and (3) OECD MC, in principle shall have 
the meaning it has under the domestic (tax) law of the state applying the treaty unless the 
context otherwise requires. That domestic meaning should be assessed first.201 For that the 
focus should be on the meaning of legal terms and equivalent legal concepts202 that are used 
in a comparable context.203

If the meaning cannot be derived from domestic law, other means of interpretation must 
be explored to establish the meaning of the term. In that case the interpretation provisions 
of the VCLT apply.204 However, also if a domestic meaning is established, other means of 
interpretations should be considered. Pursuant to Article 3(2), the context may require 
a treaty term to have another meaning than the domestic one. The effect of Article 3(2) 
therefore depends on the meaning of the term ‘context’. According to the Commentary on 
Article 3(2), that context is determined in particular by the intention of the parties to the 
treaty when signing the agreement. In my opinion all documents that could contribute in 
establishing the intention of the parties should be appraised, not solely the treaty as a whole 
but also subsequent agreements, preparatory documents and the Commentary on the 
OECD MC.205 From this it is to be deduced that any relevant material should be considered 
to assess what meaning (other than the domestic law meaning) the context requires, not 
only any interpretative material under the VCLT206 but also the (domestic) law of the other 
state.207 Furthermore, from the Commentary on Article 3 is to be derived that the principle 
of good faith and the domestic (tax) laws of the treaty partner are part of the context as 
meant in Article 3(2).208 

200 Avery Jones et al. (1984a), p. 17; Engelen (2004), p. 477; Vogel (1997), p. 77; Bosman (2015), p. 54. Dissenting: Van der 
Bruggen (2003b), p. 142.
201 Though the domestic meaning may not be found in tax law, other parts of the domestic law of a state may provide that 
meaning for the ‘purposes of the taxes to which the Convention applies’. Avery Jones & Pötgens (2018), p. 473. 
202 Avery Jones (2017), paragraph 4.3.2.1. 
203 Hoge Raad 21 February 2003, BNB 2003/177 and 178. Engelen (2004, p. 486) in my view rightfully argued that it is 
reasonable to assume that the reference to domestic law is limited to the domestic provisions that are relevant for the 
interpretation of the treaty provisions concerned.
204 Engelen (2004), p. 473 – 515.
205 Avery Jones (2017), paragraph 5.1.1.
206 As defended by Van der Bruggen (2003b). 
207 The Commentary on Article 3 OECD MC includes as context “the meaning given to the term in the legislation of the 
other Contracting State (an implicit reference to reciprocity on which the Convention is based)”. See also Avery Jones 
(2017), paragraph 5.1.1.
208 OECD Commentary on Article 3, paragraph 12; Avery Jones (2017), paragraph 5.1.1. 
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As to the manner in which Article 3(2) should be applied, conflicting views exist. Avery Jones 
concluded to a two staged approach, starting with deciding whether the context for Article 
3(2) requires another meaning, followed by determining that other meaning. For purposes 
of the first stage, according to Avery Jones, the very broad context for Article 3 of the 
OECD MC should be used (which includes domestic law of both contracting states).209 For 
determining the other meaning in the second stage, all (and only) interpretative elements 
of Article 31 VCLT are to be used (ordinary meaning of language, the limited context in the 
sense of Article 31 VCLT and object and purpose), excluding domestic law. Lang proposed 
a different route to establish the meaning of a treaty term.210 According to Lang, first the 
meaning should be established of the term using the means of interpretation of the VCLT. 
Only if such meaning cannot be established, the domestic law meaning should be applied. 

In my view, in particular the wording of Article 3(2) indicates that the domestic law meaning 
– if any – should form the starting point of the analysis. The domestic meaning should be set 
aside only if the context requires so. Requires is of a rather compelling nature and in my view 
indicates that there should be strong persuasive arguments to use another meaning of the 
particular term.211 Such other meaning may be necessary given an undesired effect of using 
the domestic meaning. For example a a different application of the treaty to the same facts 
of the treaty may be undesirable as this could be in breach with the principles of reciprocity 
and good faith. Also the purpose of the treaty maybe be better served by using that other 
meaning. Avery Jones rightfully pointed out that it is the purpose of Article 3(2) to assure a 
proper functioning and application of the treaty.212 If the treaty provides relief of taxation of 
a specific type of income, the meaning of the treaty term should preferably correspond with 
the meaning used in domestic law. Without such corresponding meaning, the treaty may 
not solve double taxation or may lead to double non-taxation. However, treaty application 
could benefit from a common, treaty meaning of treaty terms that not refer to a type of 
income (e.g. the expression ‘beneficial owner’). Such a treaty meaning should be established 
through the means of interpretation mentioned in Articles 31 and 32 VCLT. 

For purposes of the present study, the above considerations as regards Article 3(2) OECD 
MC imply that as a principle rule the terms used in Article 4(1) and (3) will have the meaning 
they have under the domestic tax law of the state applying the treaty. If such a domestic 
meaning cannot be established, the terms should be interpreted in accordance with the 
interpretation provisions of the VCLT. If such a domestic meaning can be established, but 
the context requires that a term shall have another meaning, that other meaning should 
be established in accordance with the interpretation provisions of the VCLT. Whether the 

209 Avery Jones (2017), paragraph 5.1.1. 
210 Lang (2013), p. 56-57.  
211 See e.g. Avery Jones et al. (1984b), p. 108; Vogel (1997), p. 214; Ward et al. (2006), p. 31; Avery Jones (2017).
212 Avery Jones (2017), paragraph 5.1.2.4.1. In another contribution, Avery Jones (2013b, p. 7) stated: “(…) (I)t is more 
important that if a treaty exempts a particular type of income from tax in the source state, that state should exempt the 
whole of what it taxes as that type of income, rather than that both states should exempt exactly the same scope of income.”
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context requires another meaning especially depends on the effect of the application of 
the domestic meaning established. Would such an application serve the purposes of the 
treaty and not be in breach with the principle of good faith (e.g. not lead to a a-symmetrical 
application of the treaty)? It follows that the interpretation of Article 4(1) and (3) dealt with 
in chapter 5 and 6 of this study, is composed of three stages: 

i)    establishing the domestic law meaning of the term; 
ii) if a domestic law meaning is established: determining whether the context requires 

another meaning; and 
iii) if no domestic law meaning is established or if the context requires another meaning: 

establishing the meaning of the term according to the Articles 31 and 32 VCLT. 

Given the relevance of these articles in this third stage of the interpretation process, the 
following section elaborates on the various elements of the Articles 31 and 32. 

3.2 Articles 31 and 32 VCLT

The Articles 31 and 32 VCLT read as follows. 

Article 31. General rule of interpretation
1. A treaty shall be interpreted in good faith in accordance with the ordinary meaning to be 
given to the terms of the treaty in their context and in the light of its object and purpose. 

2. The context for the purpose of the interpretation of a treaty shall comprise, in addition 
to the text, including its preamble and annexes:
(a) Any agreement relating to the treaty which was made between all the parties in 

connexion with the conclusion of the treaty;
(b) Any instrument which was made by one or more parties in connexion with the 

conclusion of the treaty and accepted by the other parties as an instrument related 
to the treaty. 

3. There shall be taken into account, together with the context: 
(a) Any subsequent agreement between the parties regarding the interpretation of the 

treaty or the application of its provisions;
(b) Any subsequent practice in the application of the treaty which establishes the 

agreement of the parties regarding its interpretation;
(c) Any relevant rules of international law applicable in the relations between the parties.

4. A special meaning shall be given to a term if it is established that the parties so intended.
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Article 32. Supplementary means of interpretation
Recourse may be had to supplementary means of interpretation, including the 
preparatory work of the treaty and the circumstances of its conclusion, in order to 
confirm the meaning resulting from the application of article 31, or to determine the 
meaning when the interpretation according to article 31: 

i) Leaves the meaning ambiguous or obscure; or
ii) Leads to a result which is manifestly absurd or unreasonable.

This section focuses on the principle of good faith (section 3.2.1), on the “ordinary meaning” 
of a treaty term (section 3.2.2), the context under Article 31(1) (section 3.2.3) and on the 
object and purpose of double tax treaties (section 3.2.4). Subsequently, it assesses whether 
other rules of (customary) international law should be taken into account (section 3.2.5) and 
focuses on supplementary means of interpretation (section 3.2.6). 

3.2.1 Good faith

As is to be derived from Article 31 VCLT, the principle of good faith, constituting the 
pacta sunt servanda principle,213 is key in the interpretation of (tax) treaties.214 The principle 
requires an application (and thus interpretation) of the treaty in a reliable, honest, fair 
and reasonable way,215 in accordance with the standards prevailing in the international 
community at the time of application.216 It is the legal expression of the moral conviction 
that contracting parties should behave in accordance with the object and purpose of a treaty 
and in accordance with the intentions of the parties as found in the wording of the treaty.217

3.2.2 Ordinary meaning

Terms of a treaty should be given their ordinary meaning (Article 31(1)). It is to be 
acknowledged that there may be multiple ordinary meanings, as the meaning of terms 
depends on the nature of the language used. In everyday language a term might have 
another meaning than in the language used in a specific area such as tax law. It follows 
that not only the lexicon and grammar is pertinent in establishing the ordinary meaning 
but also the framework within the term is used. Terms used in the OECD MC are part of 
what is referred to as the international tax language, the jargon used by international tax 
practioners.218 

213 Nuclear Tests (Australia v. France), ICJ Reports 1974, p. 268. 
214 See also e.g. Van der Bruggen (2003a), p. 25; Engelen (2004), p. 122 et seq.; Rocha (2009), p. 94. 
215 O’Connor (1991), p. 124; Engelen (2004), p. 123. Klabbers (2010), p. 37, mentioned “humility, acquiescence, integrity and 
candour” which seem to be the same approach. 
216 O’Connor (1991), p. 124. 
217 Engelen (2004), p. 131. 
218 Advocate General Wattel in the annex to his Advisory Opinion to HR 21 February 2003, No. 37 011, BNB 2003/177, 
paragraph 2.4.2. 
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What ordinary meaning prevails, is to be determined in the context of the treaty and in 
the light of the treaty´s object and purpose, not in an abstract, purely linguistic sense.219 
Bernárdez, in his separate opinion in the Land, Island and Maritime Frontier Dispute case, 
summarized the role of the ordinary meaning within Article 31 as follows: 

“For treaty interpretation rules there is no “ordinary meaning” in the absolute or in the abstract. 
That is why Article 31 of the Vienna Convention refers to ‘good faith’ and to the ordinary 
meaning ‘to be given’ to the terms of the treaty ‘in their context and in the light of its object 
and purpose’. It is, therefore, a fully qualified ‘ordinary meaning’. (...) The elucidation of the 
‘ordinary meaning’ of terms used in the treaty to be interpreted requires, therefore, that due 
account be taken of those various interpretative principles and elements, and not only of words 
or expressions used in the interpreted provision taken in isolation.”220

Article 31(1) thus aims to establish what Bernárdez called a fully qualified ordinary meaning, 
for which the principle of good faith, the context of the term and object and purpose of the 
treaty serve as qualifying criteria or “interpretative principles and elements”. The present 
study uses the everyday meaning of the terms and expressions used in Article 4(1) and (3) 
OECD MC (as derived from the English Oxford Dictionary) as a starting point to elucidate 
their meaning. To establish the fully qualified ordinary meaning, subsequently the ordinary 
meaning under the international tax language, the context of the term and the object and 
purpose of the treaty are considered. 

3.2.3 Context

Article 31(2) defines the context referred to in 31(1). The treaty itself is part of the context, 
including possible preamble and annexes, and any agreement between the treaty parties 
that relates to the conclusion of the treaty. For purposes of the present study, the OECD 
MC as a whole, including the preamble and the introduction to it, is regarded context as 
meant in Article 31(1). Whether the Commentaries on the OECD MC can be viewed context 
as meant in Article 3(2) will be considered in section 3.4.1. 

3.2.4 Object and purpose of tax treaties

Treaty terms shall be interpreted in the light of the object and purpose of the treaty (Article 
31(1)). The primary source for establishing the object and purpose221 of DTCs are the 
title of the treaty and the preamble to it.222 However, if expressed ambiguously or if not 
expressed at all or only partly, object and purpose of the treaty should be established by 
interpretation of the treaty as a whole. This may result in a vicious circle: object and purpose 

219 Commentary on Article 31 VCLT, paragraph 12. 
220 Land, Island and Maritime Frontier Dispute, ICJ Reports 1992, p. 351.
221 To be regarded one, integral expression. See e.g. Vogel (1997), p. 37. This, however, is not undisputed. See for a discussion 
on the use of the expression ‘object and purpose’ in international law in general, Buffard & Zemanek (1998, p. 325). 
222 Buffard & Zemanek (1998), p. 332. 
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serve the interpretation of the treaty whereas, if object and purpose cannot be established 
unambiguously, object and purpose are to be derived from that treaty.223 To escape from this 
vicious circle, Buffard & Zemanek proposed a two-stage approach: in the first stage, object 
and purpose is to be formed based on the title, preamble and other parts of the treaty that 
contribute. In the second stage, the outcome of the first should be tested against the treaty 
as a whole and, if necessary, adjusted. For purposes of this study I will follow this approach 
(Chapter 4). The title and preamble of the OECD MC and the introduction to the OECD MC 
serve as the primary source for defining object and purpose of DTCs. In my view, also the 
Commentaries on the OECD MC provide input for defining object and purpose (see section 
3.4.1). In a second phase will be assessed whether the conclusions reached can be upheld in 
the light of the OECD MC as a whole. 

3.2.5 Relevant rules of international law

The various parts of Article 31(3) will not be dealt with separately here because these are not 
relevant for the present study, with the exeption of Article 31(3)(c). Pursuant to that provision, 
any relevant rules of international law applicable to the relations between the parties shall 
be taken into account, together with the context. Therefore, it is to be considered what rules 
of (customary) international law should be reckoned with when interpreting Article 4(1) and 
(3) OECD MC. Article 31(3)(c) would be particularly relevant for the present study if there 
is an ‘international tax system’ that can be qualified as customary international law. Does 
such a customary international law exist or not? 

Avi-Yonah in various contributions made an interesting plea for the recognition of 
customary international tax law. He stated that the network of bilateral tax treaties and the 
international tax practices followed by countries in their national tax law, together form 
an international tax regime that is part of customary international law.224 In the view of 
Avi-Yonah, two principles underlie this – assumed – international tax regime: the single 
tax principle and the benefits principle. The single tax principle refers to the prerequisite 
that income from cross-border transactions should be taxed neither more nor less than 
once. The benefits principle deals with the division of the tax base and “states that the 
residence jurisdiction has the primary right to tax passive (investment) income, while the 
source jurisdiction has the primary right to tax active (business) income.”225 In my opinion 
it cannot be questioned that these principles over the years proved to be fundamental to 
the international tax systems of countries. But do these existing principles and applied 
practices establish customary international tax law? 

The question of how to identify a rule of international law is subject of a long and ongoing 
debate. The ICJ in the North Sea Continental Shelf case stated that two conditions must be fulfilled: 
223 Buffard & Zemanek (1998), p. 319.
224 Avi-Yonah (2007a), p. 3, (2007b), p. 132. 
225 Avi-Yonah (2007b), p. 134. 
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“Not only must the acts concerned amount to a settled practice [une pratique constant, in the 
French text], but they must also be such or be carried out in such a way as to be evidence of a 
belief that this practice is rendered obligatory by the existence of a rule of law requiring it. The 
need for such a belief i.e. the existence of a subjective element, is implicit in the very notion of the 
opinio juris sive necessitates. The States concerned must therefore feel that they are conforming to 
what amounts to a legal obligation. The frequency, or even habitual character of the acts is not 
in itself enough. There are many international acts, e.g. in the field of ceremonial and protocol, 
which are performed almost invariably, but which are motivated only by considerations of 
courtesy, convenience or tradition, and not by any legal sense of duty.”226 

In several cases the ICJ recognized and applied a rule of customary international law.227 
From these cases, Wood identified two main approaches. Sometimes the ICJ acknowledged 
the existence of a rule of customary international law without a detailed analysis. In other 
cases the ICJ concluded to the existence of such a rule only after a detailed analysis of State 
practice and opinio.228 The outcome of the approaches used by the ICJ is not undisputed 
because the court provided limited guidance as to how to ascertain a rule of customary 
international law.229 It is beyond the scope of this study to assess this issues in detail and it 
suffices to acknowledge that the ICJ’s approach in questioned.230 Furthermore, it has been 
proposed to redefine the constitutive elements of customary international law.231 This makes 
an conclusive plea for the recogition of the existence of customary international tax law 
difficult. Avi-Yonah is well aware of the fact that his statement is controversial. He rightfully 
stated that “(a)s usual, the hard question is whether countries not only follow a rule, but do 
so out of a sense of legal obligation (opinio juris).”232 The differences in views and approaches 
towards the method to be used to recognize a rule of customary international law and on 
the nature of the conditions to be fulfilled, do not provide a helpful basis for answering this 
question conclusively. On the contrary, it may very well be that also on the long run there 
will be no common understanding as to the existence of customary international tax law. 
Legal scholarship will probably stay divided and given the absence of an international tax 
court, there is no legal authority to recognize mere rules of customary international tax 
law. Domestic tax courts are in the position to identify such rules but their decisions usually 
lack authority in other countries. Given these uncertainties, for purposes of interpretation 
of Article 4 OECD MC it will be assumed that rules of customary international tax law do 

226 ICJ, North Sea Continental Shelf Cases (Federal Republic of Germany/Denmark; Federal Republic of Germany/Netherlands), 
Judgment, ICJ Reports 1969, pp. 43-44, paragraph 77. 
227  E.g. Military and Paramilitary Activities in and against Nicaragua (Nicaragua v. United States of America), Merits, Judgment, I.C.J. 
Reports 1986, p. 14, at p. 97, paragraph 183; Continental Shelf (Tunisia/Libyan Arab Jamahiriya), Judgment, I.C.J. Reports 1982, p. 18, at 
p. 46, paragraph 43; Legality of the Threat or Use of Nuclear Weapons, Advisory Opinion, I.C.J. Reports 1996, p. 226 at p. 253, paragraph 
64; Jurisdictional Immunities of the State (Germany v. Italy: Greece Intervening), Judgment, 3 February 2012, paragraph 55.
228 Wood (2013), paragraph 62. 
229 Wood (2013), paragraph 64.
230 Wood (2013), paragraph 97.
231 Wood (2013), paragraph 98.
232 Avi-Yonah (2007b), p. 134.
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not exist. This implies that for the purposes of Article 31 no account needs to be taken of 
unwritten rules of international tax law. 

Furthermore, a possible impact of tax treaties that each of the contracting states entered 
into with third countries should be considered. In the body of literature it is argued that 
for purposes of treaty interpretation pursuant to Article 31(3)(c) obligations resulting from 
previous treaties with third parties must also be taken into account.233 However, under 
Article 31(3)(c) the relevant rules of international law must be ‘applicable in the relations 
between the parties’. As tax treaties with third parties will not be binding between the 
parties to the bilateral tax treaty in dispute, such third party treaties cannot be held relevant 
under Article 31(3)(c).

3.2.6 Supplementary means of interpretation

Article 32 refers to supplementary means of interpretation that may be used to confirm the 
result from the application of Article 31 or in case the methods of Article 31 “leaves the meaning 
ambiguous or obscure or leads to a result which is manifestly absurd or unreasonable”234. 
There is not a catalogue of supplementary means of interpretation in Article 32 apart from 
the reference to “the preparatory work of the treaty and the circumstances of its conclusion” 
and Article 32 is not meant to provide an exhaustive enumeration.235 Therefore, in my view 
any material that is not included in the means of interpretation mentioned in Article 31, can 
be taken into account as supplementary means of interpretation. 

3.3 A framework for interpretative purposes

The present section evaluates the operation of the interpretation provisions in practice 
and describes how the provisions will be used in the present study. In that respect, it is to 
be noted that the relative weight of the respective elements of Article 31 (the wording, the 
context and the object and purpose) cannot be determined in advance. The Commentary on 
Article 27 of the 1966 Draft (the predecessor of Article 31) already stated that the interaction 
between these elements in a particular case gives the legally relevant interpretation.236 
Furthermore, Articles 31 and 32 do not provide a complete codification of the interpretive 
rules on treaty interpretation.237 

Apart from the fact that Articles 31 and 32 do not provide a comprehensive guide on treaty 
interpretation, also the use of open and non- or ill-defined norms such as context and good 
faith offers the interpreter quite a lot flexibility in choosing the approach he or she seems 

233 Jennings & Watts (1992), p. 1275; ILC, 58th session, No. A/CN.4/L.682, p. 234, paragraph 463.
234 Arnold (2010), p. 7. 
235 ILC Commentary on Draft Article 27, paragraph 20. 
236 YBILC 1966-II, pp. 219-220, paragraph 8. 
237 Ward et al. (2006), p. 27. 
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fit in a given case. This especially applies to the principle of good faith. Given its strong 
connotations with moral values, it appeals to the virtues of the interpreter, notwithstanding 
its’ legal content. It is stated that from the principle of good faith follows “(…) that individuals 
should approach the interpretation of texts with humility, acquiescence, integrity 
and candour (…), rather than with the mechanistic sense of applying a rule as if it were 
mathematics.”238

The indeterminate character of Articles 31 and 32 brought several legal scholars to expect 
not much of the practical use of the provisions.239 The interpretation rules are qualified as 
general guidelines,240 methodological devices241 or as a framework for arguments about 
treaty interpretation.242 In my view, Articles 31 and 32 provide such a framework indeed. 
It should be acknowledged that interpretation is dualistic in nature. It is analytical and 
intuitive,243 cognitive and creative244, objective and subjective.245 It is, as stated by the ILC 
with regard to the interpretation of legal documents, “to some extent, an art, not an exact 
science.”246 Interpretation ultimately is a question of virtue and preference,247 but logic and 
ratio play a signification role. Interpreting and applying legal provisions – judging – is both 
an objective occupation and a “moral activity”.248 Interpretation of tax treaties arguably 
requires an open view to any possible means of interpretation, vigilant with regard to the 
endeavor of an international tax system. The interpretation rules of the VCLT provide a 
framework for that interpretation process. The rules require the interpreter to weigh the 
results from the application of the various means and principles of interpretation and 
to make transparent, to the greatest extent as possible, the arguments upon which the 
interpretation is finally based. 

In the present study, the interpretative framework of Articles 31 and 32 will be used in 
such a way. In the first stage, the means of interpretation are applied separately whereas 
in the second stage, the outcome of the first stage is valued and the relative weight of the 
various elements is determined based on their respective persuasive value with regard to 
the interpretation in good faith of the particular treaty expression. 

238 Klabbers (2010), p. 37. 
239 Waibel (2011), p. 573; Brandstetter (2010), paragraph 1.2.
240 Sinclair (1986), p. 75. 
241 Klabbers (2010), p. 30 and 31.
242 Arnold (2010), p. 15.
243 Arnold (2010), p. 4. 
244 Herdegen (2013), p. 1. 
245 E.g. Rocha (2009), p. 72. 
246 ILC (1966), p. 218. See also Reimer (1999) p. 473. 
247 Klabbers (2010), p. 20. 
248 Klabbers (2010), p. 35. 
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3.4 The use of the Commentary on the OECD MC, historical documentation 
and case law in the interpretation of tax treaties

This section assesses the status as a method for interpretation of tax treaties of the 
Commentary on the OECD MC (section 3.4.1), of historical documentation (section 3.4.2) 
and of case law (section 3.4.3). 

3.4.1 Commentary on the OECD MC

It is beyond the scope of this study to discuss the classification of the Commentary under 
Article 31 and 32 VCLT. This has been done, I feel without conclusive results.249 This section 
(only) demonstrates the way the Commentary is dealt with in the present study. In this 
respect, it is important to note that the focus is on Article 4 of the 2017 version of the 
OECD MC. To that extent, the issue whether changed OECD Commentaries can be used 
for the purpose of interpreting earlier tax treaties is not relevant. Therefore, I refrain from 
discussing the possibility of an ambulatory approach of the Commentaries under Articles 31 
and 31 VCLT. The focus is on the use of the 2017 OECD Commentaries for the interpretation 
of the 2017 OECD MC and DTCs that follow that model. 

Various courts showed a pragmatic approach towards the use of the OECD Commentary for 
purposes of treaty interpretation. It is stated that “(t)he commentaries can and indeed must 
be referred to as a guide to the interpretation of the treaty,”250 that the commentaries are “of 
high persuasive value”,251 “a guide to the current usage of the terms by the parties”252 and “of 
great importance” for the interpretation of tax treaties.253 Apparently, courts do not seem 
too worried about the question how the commentaries fit into the rules of interpretation.254 
When deemed appropriate the commentaries are referred to. This concurs with the 
approach advocated in the literature that the principles of “logic and good sense” govern the 
interpretive process and not inasmuch a strict reading of Articles 31 and 32.255 

This rather comfortable referral by various courts to the OECD Commentary in my view can 
be explained and justified by the influence of the OECD MC and the Commentary thereon 
on the development of a large number of DTCs. Terms and expressions originating from 

249 See e.g. Engelen (2004), p. 439 et seq. and the references in footnote 1328; Ward et al. (2006), pp. 15-31; Douma & 
Engelen (eds.) (2008); Arnold (2010), p. 8 and the references in footnote 51; Bosman (2015), p. 67, after reviewing the various 
positions in literature, concluded that “it is not easy, if at all possible, to fit the OECD Commentaries existing at the time a 
particular treaty is concluded within the rules of Articles 31 and 32 of the VCLT.”; Hilling & Linderfalk (2015), p. 34, note 1. 
250 Vinelott J in Sun Life Assurance Co of Canada v. Pearson [1984] STC 461. 
251 Crown Forest Industries Limited v Canada [1995] 2 SCR 802 (SCC). 
252 Dawson J. in Thiel v. Federal Commissioner of Taxation, (1990) 90 A.TC 4717 (HC of Australia). 
253 Hoge Raad 14 July 2017, no. 16/03578, BNB 2017/188.
254 Ward et al. (2006), p. 29. Also Reimer (1999, p. 468) acknowledged that “(t)he mere fact that the official OECD Commentary 
can be an important instrument of tax treaty interpretation is generally accepted. (…) A more difficult point is the question 
why the OECD Commentary has any impact on treaty interpretation.”
255 Ward et al. (2006), p. 31; Bosman (2015), p. 78. 
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the 1963 Draft MC and later versions were introduced in numerous bilateral treaties. The 
commentaries on the various OECD MCs provided background to these models and, thus, 
on the bilateral treaties as well. The models and the commentaries thereon developed an 
international tax language or more specifically, an OECD-MC language and DTCs based 
on that model cannot be read without acknowledging this relationship.256 The OECD 
Commentary, as part of the frame of reference within which the terms of the OECD MC are 
used, provides input to establish the ordinary meaning of the terms used in Article 4 OECD 
MC. In this way, the Commentary functions as context of the treaty terms, if context is 
understood in a broader sense.257 Though in my view the Commentary cannot be regarded 
context as meant in Article 31(2) because it is not an agreement relating to the treaty nor 
an instrument as referred to in Article 31(2)(b), the Commentary may nevertheless perform 
such a role given its function in the international tax area. 

The Commentary may not only contribute to establish the ordinary meaning of the terms, 
the Commentary may also be of help in defining the object and purpose of DTCs that follow 
the OECD MC. Section 3.2.4 referred to the title and the preamble as the primary sources 
to establish object and purpose but nothing prevents the interpreter to use other relevant 
means as well. In my view, the use of the commentaries as a means to establish object and 
purpose, is in accordance with Article 31 VCLT because the commentaries provide context 
to the title of the OECD MC and the statements in the preamble. 

3.4.2 Historical documents

Chapter Chapter 2 discussed the historical development of definition of resident in the 
OECD Model. In the present study, the historical documents contribute to the assessment 
of the ordinary meaning of the terms used in Article 4(1) and (3) OECD MC. The historical 
development of the key characteristics of the OECD MC that is reflected in the documents 
of the OECD and – even earlier – the work sponsored by the League of Nations, may shed 
light on the ordinary meaning of the treaty terms, as they could be part of the ‘international 
tax language’ developed over time. 

Furthermore, the present study uses the material as a supplementary means of interpretation 
under Article 32 VCLT.258 

256 See e.g. also Van der Bruggen (2003b), p. 149; Waters (2005), p. 677; Ward et al. (2006), p. 31, who referred to Sullivan 
& Driedger (Sullivan & Driedger on the Construction of Statutes, 4th ed. Butterworths, Toronto, 2002, at 260) stating: 
“The underlying assumption is that drafters, legislatures and interpreters all “operate within a shared legal tradition that 
informs their understanding of legal texts”. According to the American Law Institute (International Aspects of United 
States Income Taxation II (quoted by Engelen (2004), p. 448): “(i)t would be wholly unrealistic, at least in the absence of 
strong evidence to the contrary, to think that treaty negotiators who adopted language derived from the OECD text were 
not familiar with and therefore did not knowingly accept the common meaning of that language as agreed among the 
OECD member countries.”
257 Avery Jones (2017, paragraph 3.11.2.1), referred to ‘context by analogy’. 
258 Ward (2010, p. 4) in my view correctly stated that the Articles 31 and 32 do not exclude reference to historical 
documentation for interpretation purposes. 
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3.4.3 Case law

In various part of this study, court decisions will be used as a litmus test to critically evaluate 
the preliminary conclusions reached as regards the interpretation of the various parts 
of Article 4. As such, the decisions function as a supplementary means of interpretation 
(Article 32 VCLT). 

One further remark regarding the position of case law under Article 3(2) OECD MC is to 
be made in this respect. Pursuant to that provision, terms shall be given the meaning that 
these terms have in the domestic (tax) law of the state applying the treaty though the context 
may require another meaning to be given to undefined treaty terms. The Commentary on 
Article 3 OECD MC includes as context “the meaning given to the term in the legislation of 
the other Contracting State (an implicit reference to reciprocity on which the Convention 
is based)”. Therefore, the case law of the state not applying the treaty (the other contracting 
state) could be part context as meant in Article 3(2) OECD MC.

3.5 Summary and conclusion

This chapter provides the approach towards the interpretation of Article 4(1) and 4(3) in this 
study. That interpretation is composed of three stages: 

i) establishing the domestic tax law meaning of the same term or an equivalent legal 
concept, used in a comparable context; 

ii) if a domestic tax law meaning is established: determining whether the context (for 
Article 3(2) OECD MC) requires another meaning. That context is very broad and 
consists of all relevant material that contributes to the questions whether or not 
domestic law should not be used, including domestic law of both contracting states. 
Whether the context requires another meaning especially depends on the effect of 
the application of the domestic meaning. That application should serve the purposes 
of the treaty and not be in breach with the principle of good faith (e.g. not lead to a 
a-symmetrical application of the treaty); and 

iii) if no domestic law meaning can be established (because there is no equivalent 
domestic law term or because the terms are used in a comparable context) or if the 
context requires another meaning: establishing the meaning of the term according to 
the Articles 31 and 32 VCLT. 

In the third stage, the interpretative framework of the Articles 31 and 32 will be used to 
determine the ordinary meaning of the terms used in Article 4(1) and (2) in their context and 
in the light of the treaty’s object and purpose. The relative weight of the various means of 
interpretation is determined based on their respective persuasive value. In that process the 
Commentary on the OECD MC is used to define the ordinary meaning of the terms because 
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the Commentary may reflect the meaning of these terms in the “OECD MC-language”. 
Furthermore, the Commentary may contribute to define object and purpose of DTCs that 
follow the OECD MC because it is context for the title and preamble to the OECD MC. 

Like the Commentary on the OECD MC, historical documents may contribute to uncover 
the ordinary meaning of undefined treaty terms according to international tax language. 
Furthermore, these documents may serve as supplementary means of interpretation. 

Court decisions will be used as a litmus test to critically evaluate the preliminary conclusions 
reached (supplementary means of interpretation). Dealing with a bilateral tax treaty, the 
case law of the state not applying the treaty (the other contracting state) forms context as 
meant in Article 3(2) OECD MC. 
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Chapter 4
Object and purpose

The object and purpose of DTCs and the role of Article 4 within the treaty are relevant in 
both the second and the third stage of the process of interpretation (as exposed in chapter 
Chapter 3). In the second stage, in which will be determined whether the context requires 
another meaning than the meaning of the term in domestic law, object and purpose are 
important to assess whether the application of the domestic meaning serves the purposes 
of the treaty and where it does not, another meaning is required. In the third stage, the 
interpretation on the basis of object and purpose is one of the means of interpretation that 
should be used to establish the ordinary meaning of the treaty term under Article 31 VCLT. 
The terms and expressions used in Article 4 must be interpreted in the light of the treaty´s 
object and purpose (Article 31(1) VCLT, see section 3.2.4). 

Thus, before interpreting Article 4 in the following chapters, it should be established what 
the object and purpose is of a DTC. To that aim, first the title and preamble of the OECD MC 
will be assessed (section 4.1), including the commentary on these parts of the OECD MC. 
Section 4.2 deals the introduction to the OECD MC. Furthermore, the focus will be on the 
OECD MC as a whole (section 4.3) and on various parts of the Commentary on the OECD 
MC (section 4.4). Section 4.5 deals with the object and purpose of Article 4 itself. Section 4.6 
discusses the relevance of the object and purpose of DTCs for the interpretation of Article 4 
and provides concluding remarks. 
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4.1 Title and preamble of the OECD MC

This section assesses the title and preamble of the OECD MC which reads: 

“Convention between (State A) and (State B) for the elimination of double taxation with respect 
to taxes on income and on capital and the prevention of tax evasion and avoidance“.259

“PREAMBLE TO THE CONVENTION
(State A) and (State B),
Desiring to further develop their economic relationship and to enhance their cooperation in 
tax matters,
Intending to conclude a Convention for the elimination of double taxation with respect to taxes 
on income and on capital without creating opportunities for non-taxation or reduced taxation 
through tax evasion or avoidance (including through treaty-shopping arrangements aimed 
at obtaining reliefs provided in this Convention for the indirect benefit of residents of third 
States).”260 

It follows from both the title and the preamble that the OECD MC has two purposes: the 
elimination of double taxation and the prevention of tax avoidance and evasion. The 
preamble furthermore refers to the broader context of these purposes: the development of 
the economic relationship between the two contracting states and the cooperation in tax 
matters.261 

The point to be elucidated for purposes of interpretation is what is meant by tax avoidance 
and evasion. As the OECD MC itself does not provide any guidance thereon,262 the question 
will be dealt with when discussing the relevant parts of the Commentary on the OECD 
(section 4.4). As a preliminary remark, I note that in the preamble, tax avoidance is at least 

259 The title of both the 1963 Draft OECD MC and the 1977 OECD MC only contained a reference to the avoidance of double 
taxation as the objective of a tax treaty: “Convention between (State A) and (State B) for the avoidance of double taxation 
with respect to taxes on income and on capital.” In 1992 however, this reference was deleted from the title as, according to 
the introduction to the OECD MC, “the Model Convention does not deal exclusively with the elimination of double taxation 
but also addresses other issues, such as the prevention of tax evasion and non-discrimination”. In practice many countries 
still used the reference to the avoidance of double taxation. That is why in a footnote to the title of the OECD MC it is stated: 
“States wishing to do so may follow the widespread practice of including in the title a reference to either the avoidance of 
double taxation or to both the avoidance of double taxation and the prevention of fiscal evasion.” The 2017 version of the 
title and the introduction of the preamble resulted from the BEPS-project (OECD (2015), p. 91). 
260 The 2014 OECD MC did not contain a preamble at all and countries generally do not include a preamble in tax treaties, 
whereas in the few cases in which a preamble is introduced, it adds nothing that cannot be derived from the title. There 
are a few exceptions to this general approach. For example, in the 1993 DTC between the U.S. and Russia, the preamble 
refers to the “desire to develop and strengthen the economic, scientific, technical and cultural cooperation between both 
States”. It may properly be questioned however, whether such broad statement, actually adds something. Can the cultural 
cooperation indeed be developed through a DTC? The 2017 preamble was introduced as part of the BEPS project (OECD 
(2015), paragraph 74, p. 93). 
261 See on the introduction of the preamble Bosman (2018, p. 236-237) who accurately concluded that the preamble is 
context in the sense of Article 3(2) OECD MC and therefore is relevant for purposes of interpretation.
262 Article 29, which according to paragraph 1 of the Commentary on that provision reflects the intention of the Contracting 
States to eliminate double taxation without creating opportunities for non-taxation or reduced taxation through tax 
evasion or avoidance, including through treaty shopping arrangements, does not define tax avoidance and evasion. 

TITLE AND PREAMBLE OF THE OECD MC4.1
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partly connected to “treaty-shopping arrangements aimed at obtaining reliefs provided in 
this Convention for the indirect benefit of residents of third States”. However, it is doubtful 
whether this addition really is beneficial. Firstly, it is expressly stated that such arrangements 
are included in the concept of tax avoidance which thus is presumably broader. This leaves 
the question which other forms of tax avoidance are included. Secondly, if tax avoidance 
is connected to treaty shopping arrangements, the question is what is meant by that (also 
undefined) concept. 

4.2 Introduction to the OECD MC

Paragraph 1 of the introduction to the OECD MC states that the harmful effects of 
international juridical double taxation “on the exchange of goods and services and 
movements of capital, technology and persons are so well known that it is scarcely necessary 
to stress the importance of removing the obstacles that double taxation presents to the 
development of economic relations between countries.” This indicates that the primary 
focus of the OECD MC is on the development of the economic relationship between 
countries through unhindered cross border movements of trades, capital and people. In the 
second paragraph of the introduction, the focus is somewhat narrowed to “taxpayers who 
are engaged in commercial, industrial, financial, or any other activities in other countries”. 
For the purpose of preventing tax evasion and avoidance, the contracting states recognise 
“the need to improve administrative co-operation in tax matters, notably through exchange 
of information and assistance in collection of taxes”. Thus, from the introduction to the 
OECD MC it can be deduced that tax treaties have multiple goals. Firstly, tax treaties aim 
to avoid double taxation, thus providing legal certainty for investors, entrepreneurs and 
employees with regard to the tax treatment of their cross-border activities. Secondly, 
tax treaties help preventing tax evasion and avoidance. These goals are framed rather 
inconclusively. The motives of states to enter into such an agreement are not addressed, but 
the underlying presumption seems to be that DTCs stimulate job creation and contribute 
to a country’s economic growth. However, given the absence of any elucidation as to what 
level of (economic) cross border activity justifies treaty application, a compelling appeal to 
this (underlying) objective is difficult. 

4.3 The OECD MC as a whole 

In order to establish the object and purpose of a treaty in addition to its title and preamble, 
the text of the treaty should be taken into account (section 3.2.4). It has been acknowledged 
that the distributive part of the OECD MC, through which taxation rights are allocated and 
tax jurisdiction is limited, should be considered as the means by which states deal with the 

INTRODUCTION TO THE OECD MC 4.2
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issue of double taxation.263 The actual occurrence of double taxation is not a prerequisite for 
the application of a tax treaty.264 The prevention of tax avoidance and evasion as part of the 
purposes of tax conventions, is reflected by the provisions on Entertainers and sportspersons 
(Article 17(2)),265 Exchange of information (Article 26), Assistance in the collection of taxes 
(Article 27) and Entitlement to benefits (Article 29). This section assesses whether additional 
goals of the OECD MC can be derived from Articles 23(4), 24 and 25 OECD MC because these 
provisions differ materially from the others. 

Article 23(4) OECD MC reads: “The provisions of paragraph 1 shall not apply to income 
derived or capital owned by a resident of a Contracting State where the other Contracting 
State applies the provisions of this Convention to exempt such income or capital from tax 
or applies the provisions of paragraph 2 of Article 10 or 11 to such income.” The introduction 
of this paragraph resulted from the 1999 Partnership report, which stated that the basic 
purposes of the OECD MC are the elimination of double taxation and the prevention of 
double non-taxation.266 However, the preamble to the OECD MC also refers to non-
taxation, but in a seemingly more limited sense as, according to the preamble, it is intended 
to avoid non-taxation (or reduced taxation) caused by tax evasion or avoidance. Therefore, 
in my view it is questionable whether it should be concluded that the prevention of double 
non-taxation in itself can be viewed as another purpose of the OECD MC. In my opinion, 
an affirmative answer to that question can not be based on the current OECD MC and the 
Commentary thereon. From the Commentary on Article 23 it can be derived that paragraph 
4 aims at a proper functioning of the distributive part of the treaty. Furthermore, paragraph 
4 focuses on a solution for conflicts of qualification and cases of double non-taxation as a 
consequence of the application of the treaty.267 It is expressly stated that situations of double 
non-taxation that do not result from such qualification conflicts do not fall under the scope 
of this paragraph:

“56.2 (…) The paragraph would therefore not apply where the State of source considers that it 
may tax an item of income or capital in accordance with the provisions of the Convention but 
where no tax is actually payable on such income or capital under the provisions of the domestic 
laws of the State of source.”

263 E.g. Ward (2008), p. 3, who considered the allocation of taxation rights between the state of residence and the source 
state the principal purpose of a tax treaty. 
264 E.g. Ismer & Riemer (2015), par. 26; Couzin (2003), p. 109. Already in 1946 Verloren Van Themaat (1946, p. X), considered 
the allocation of taxation rights through which the sovereignty of the contracting states is limited the main characteristic 
of double tax treaties. This limitation on sovereignty applies irrespective the actual occurrence of double taxation. 
265 Paragraph 11 of the Commentary on Article 17 OECD MC. 
266 OECD (1999), paragraph 52, p. 20. 
267 See e.g. paras. 32.2, 34.1 and 56.1 of the Commentary on Article 23A and 23B OECD MC. In the reservation of the 
Netherlands to Article 23, paragraph 4, the prevention of double non-taxation is also mentioned as one of the purposes of 
DTCs, but the reservation is limited to double non-taxation due to conflicts of qualification: “The Netherlands in principle 
is in favour of solving situations of both double taxation and double non-taxation due to conflicts of qualification between 
Contracting States, since in the Netherlands view such situations are not intended by the Contracting States and moreover 
go against the object and purpose of a tax treaty.”

THE OECD MC AS A WHOLE4.3
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According to the Commentary on Article 23, paragraph 4, it is up to the contracting states 
to solve cases of double non-taxation through the introduction of certain provisions, either 
as a general rule or through the introduction of specific provisions in the attributive part 
of the treaty.268 From these statements it cannot be deduced that the prevention of double 
non-taxation, is a purpose of a tax convention. 

Article 24 deals with discrimination of nationals, stateless persons, permanent 
establishments, non-residents and foreign-owned companies. Although the expectations 
with regard to its added value were very low already at the time of the introduction of the 
article in the 1963 draft-OECD MC,269 the sole fact that the measure is included in a treaty 
demonstrates that the contracting states envisage solving matters of tax discrimination. As 
such, this is one of the purposes of tax treaties that may be relevant for the interpretation 
of Article 4.270 

It may also be argued that Article 25 reflects an additional goal of tax treaties. This article 
provides a mutual agreement procedure through which contracting states can be forced 
to endeavor to resolve cases to taxation that are not in accordance with the provision of 
the treaty (Article 25(1)) and resolve situations of disagreement in the interpretation 
or application of the treaty (Article 25(3)). In my view, however, the inclusion of such a 
procedure in itself is not a manifestation of another treaty objective. I consider it serves as a 
means to a proper functioning of the distributive rules and as such as a means to reach the 
treaty’s object and purpose: the avoidance of double taxation.271 

4.4 Commentary on the OECD MC

This section explores whether the conclusions that were reached based on the title and 
preamble of the OECD MC, regarding the object and purpose of tax treaties concur with 
relevant statements in the Commentary on the OECD MC. The Commentary on Article 1 
OECD MC establishes that: 

“(t)he principal purpose of double taxation conventions is to promote, by eliminating 
international double taxation, exchanges of goods and services, and the movement of capital 
and persons. As confirmed in the preamble of the Convention, it is also a purpose of tax 
conventions to prevent tax avoidance and evasion.”272 

268 Paragraph 35 Commentary on Article 23A and 23B OECD MC. Specific provisions to prevent cases of double non-
taxation are also suggested with regard to the allocation of taxation rights with respect to pension benefits (paragraph 
13 of the Commentary on Article 18) and the treatment of employee stock options (paragraph 12.15 of the Commentary on 
Article 15). 
269 See OEEC (1975h), p. 8 and 10. For a detailed description of the origin of Article 24 OECD MC see Bammens (2012), p. 
33-56. 
270 Van Weeghel (1988), p. 36. 
271 Cf. paragraphs 1 and 2 of the Commentary on Article 25 OECD MC. 
272 Paragraph 54 of the Commentary on Article 1 OECD MC. 
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Thus, the elimination of double taxation is a means to promote cross-border activities. This 
concurs with the preamble to the treaty. Furthermore, the prevention of tax avoidance and 
evasion is referred to. When transactions and arrangements are entered into for the purpose 
of obtaining unintended treaty benefits, these benefits should be denied. Paragraph 56 
provides an example: a person acting through a legal entity, established in a state to obtain 
treaty benefits that would not have been available without that entity. However, what 
distinguishes a genuine legal use of a company from an abusive one? The Commentary 
recognises the risk of qualifying legitimate tax planning as abusive and therefore provides 
a ‘guiding principle’: 

“(T)he benefits of a double taxation convention should not be available where a main purpose 
for entering into certain transactions or arrangements was to secure a more favourable tax 
position and obtaining that more favourable treatment in these circumstances would be 
contrary to the object and purpose of the relevant provisions.”273 

This guiding principle may be helpful in keeping the right balance between a possible 
eagerness of tax authorities to challenge genuine structures, but it is not accommodating 
defining tax avoidance and the object and purpose of a treaty or of the relevant provisions.274 
Some guidance on what actually constitutes tax avoidance can be derived from the 
Commentary on Article 29(9) (the Principal Purpose Test), which reflects the purpose of the 
treaty to prevent tax avoidance and the guiding principle.275 The purpose of Article 29(9) is to 
ensure proper application of the treaty. Bona fide cross-border transactions and movements 
should benefit from the treaty whereas abusive transactions should not. However, whether 
the purposes of an arrangement or transaction are to secure a more favorable tax position 
can not be described in general but should be assessed on a case-by-base basis.276 Therefore, 
in my view the prevention of tax avoidance as a purpose of a tax treaty offers little support 
when it comes to the interpretation of a specific treaty provision like Article 4.277 Only if the 
provision would provide objective requirements to distinguish bona-fide transactions from 
abusive ones, the definition of resident could contribute to the prevention of tax avoidance. 
I will elaborate on that in 4.6, after discussing the object and purpose of Article 4 itself. 

273 Paragraph 61 of the Commentary on Article 1 OECD MC.
274 See Arnold (2004), p. 249; Duff (2010), p. 17; Zornoza Pérez & Báez Moreno (2010), paragraph 4.2. 
275 Paragraph 169 of the Commentary on Article 29(9) OECD MC. See also de example in paragraph 177 of the Commentary 
on Article 29(9) OECD MC. 
276 Paragraph 178 of the Commentary on Article 29(9) OECD MC. 
277 Also Sepúlveda (2016), p. 145. 
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4.5 Object and purpose of Article 4

This section assesses the object and purpose of Article 4(1) within the OECD MC. According 
to the Commentary on Article 4, the function of the definition of resident is threefold.278 
Firstly, the concept is of importance to determine the personal scope of a DTC. Pursuant to 
Article 1 OECD MC, the convention applies to persons who are residents of one or both of 
the contracting states. In conjunction with Article 1, Article 4 assures that only persons for 
whom one or both of the contracting states have assumed taxing jurisdiction resulting in 
residence based taxation, have access to treaty benefits.279 Secondly, the definition helps to 
solve cases of double taxation as a result of dual residence. Article 4 provides a solution for 
double taxation in dual resident cases through the tie breaker rule of Article 4(3).280 

Thirdly, Article 4(1) enables a proper functioning of the distributive part of the OECD MC. 
Cases of double taxation resulting from an overlap in jurisdictional claims of the residence 
and the source state, are dealt with in the Chapters III and IV of the OECD MC, combined 
with the provisions of Article 23A or 23B OECD MC. From some distributive provisions, an 
additional function of the resident concept can be derived. Under the Articles 10 (dividends), 
11 (interest), 15 (employment income) and 16 (directors’ fees), the term resident functions in 
establishing the source of the income. For example, under Article 10 dividends are ‘sourced’ 
in a contracting state if the dividends are paid by a company which is resident in that state. 

4.6 Concluding remarks on the object and purpose of the OECD MC and the 
interpretation of Article 4

As stated in the introduction to this chapter, the object and purpose of the OECD MC is 
relevant in both the second and the third stage of the process of interpretation of Article 4 
OECD MC. The second stage deals with the question of whether the context as referred to in 
Article 3(2) OECD requires another meaning. In the third stage, the terms and expressions 
used in Article 4 should be interpreted in the light of the treaty´s object and purpose (Article 
31(1) VCLT). The previous sections established that the object and purpose of the OECD MC is 
the elimination of double taxation and the prevention of tax avoidance and evasion. Article 4 
serves the purpose of eliminating double taxation through the use of the expression ‘resident’ 
in the provision on the personal scope of the treaty and in the allocation rules in the Chapters 
III and IV of the OECD MC, combined with the provisions of Article 23A or 23B OECD MC. 

To what extent is the prevention of tax avoidance and evasion, as part of the purposes of 
the OECD MC, relevant for the interpretation of Article 4? As previously acknowledged 

278 Paragraph 1 of the Commentary on Article 4 OECD MC. See also paragraph 3 of the Commentary on Article 23 A OECD 
MC. 
279 De Graaf & Pötgens (2011), p. 173.
280 Paragraph 5 of the Commentary on Article 4 OECD MC and paragraph 4 of the Commentary on Article 23 A OECD MC. 
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in section 4.4, the OECD deals with abuse of tax treaties through, inter alia, the Principal 
Purpose Test included in Article 29(9) OECD MC and the ‘guiding principle’ referred to in 
the Commentary on Article 1 OECD MC.281 It is beyond the scope of this study to discuss the 
use of the ‘guiding principle’ as a general anti-avoidance rule based on the abuse of rights 
doctrine in international law.282 However, under the assumption that the ‘guiding principle’ 
can indeed be considered such a general anti-avoidance rule, it should be acknowledged 
that application of these rules (both the guiding principle and the PPT) come into play only 
after a provision has been interpreted and applied. A general anti-abuse rule – either written 
or unwritten – is a means of last resort: it allows states to “disregard abusive transactions, 
such as those entered into with the view of obtaining unintended benefits under the 
provisions of these conventions”.283 The problem is that using Article 29(9) or the ‘guiding 
principle’ for interpretative purposes will not result in denying benefits of a treaty for well-
advised and well-implemented treaty shopping arrangements (provided of course that the 
effects of such an arrangement should be prevented). Under such arrangements, the parties 
involved will make sure that the residence requirements are met.284 The following example 
may elucidate this statement.

Company A, resident in state Resident (“R”), acquires all the shares in B, resident in state Source 
(“S”). Pursuant to the R-S DTC, state S is entitled to levy a 15% withholding tax on dividends paid 
by B to A. To avoid this withholding tax, A establishes company C in state Intermediate (“I”). 
It is arranged that C is considered resident under the domestic tax law of I (e.g. incorporated 
under the laws of I and having its (real) place of effective management in I). Under the I-S 
DTC no withholding tax on dividends can be levied by state S whereas state I does not levy 
withholding tax on dividends under its domestic law. The structure is depicted below. 

281 Paragraph 61 of the Commentary on Article 1 OECD MC. 
282 In my view the abuse of rights doctrine – either as fraus conventiones, substance-over-form or in whatever other form – 
should be regarded part of any well-developed legal system and as such should be applied in cases of abuse. However, the 
concept should be applied with reticence as it is often (very) difficult to establish the treaties’ object and purpose and the 
contracting parties’ intentions. On this topic inter alia: Ward (1995), p. 178 and the references in footnote 16; Vogel (1997), p. 119 
and (2008), p. 19; Van Weeghel (1998), p. 97; Engelen (2006). In Dutch: IJzerman 2004), p. 163 et seq., Van Brunschot (1988), p. 
49, Bavinck (2006), p. 7 et seq. To date, the Dutch Supreme Court has not applied a general and unwritten concept of abuse of 
law such as fraus conventions (e.g. HR 15 December 1993, BNB 1994/259).
283 Commentary on OECD MC, paragraph 9.3. 
284 See also Couzin (2002), paragraph 3.1.1.7; Zornoza Pérez & Báez Moreno (2010), paragraph 3.3.; Loomer (2011), p. 234.
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The question is whether company C can be denied the benefits of the I-S DTC based on 
the reasoning that C is not a resident of I as meant in Article 4 B-C DTC. Following the 
wording of the provision, C should be regarded a resident of I: C is a person and is liable 
to tax under the laws of C based on its place of incorporation and its place of effective 
management. Thus, denying the entity involved the residential status under Article 4(1) 
based on an object and purpose reasoning (e.g. the prevention of tax avoidance) in such a 
case would be contrary to the outcome of the interpretative process in accordance with the 
general principles of interpretation.285 Treaty benefits may be denied based on the beneficial 
ownership requirement (Article 10(1) OECD MC) or based on the anti-abuse provisions of 
Article 29 OECD MC though. 

In summary: the OECD MC’s object and purpose is the elimination of double taxation 
and the prevention of tax avoidance and evasion. Article 4 serves that purpose via Article 1 
(personal scope of the treaty) and trough the allocation rules in the Chapters III and IV of 
the OECD MC, combined with the provisions of Article 23A or 23B OECD MC. The purpose 
of the OECD MC to prevent tax avoidance, cannot be of any help in the interpretation of the 
definition of resident in Article 4(1) if the provision itself does not contain any references to 
the motives behind the establishment of residency in a particular case. 

285 Zornoza Pérez & Báez Moreno (2010), paragraph 4.2. 
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Chapter 5
Entities as residents for tax treaty purposes (Article 4(1))

This chapter assesses the effect of Article 4(1) OECD MC when applied to entities. This 
analysis contributes towards the answer to the question whether the definition of resident, 
in its application to entities, effects conformity with the object and purpose of a DTC and, if 
not, how the definition should be adjusted. 

Article 4(1) reads: 

“1. For the purposes of this Convention, the term “resident of a Contracting State” means any 
person who, under the laws of that State, is liable to tax therein by reason of his domicile, 
residence, place of management or any other criterion of a similar nature, and also includes 
that State and any political subdivision or local authority thereof as well as a recognised pension 
fund of that State. This term, however, does not include any person who is liable to tax in that 
State in respect only of income from sources in that State or capital situated therein.”

To establish the meaning of this provision, this chapter follows the approach presented in 
chapter 3 that is composed of three stages: 

i)  establishing the domestic law meaning of the term; 
ii)  if a domestic law meaning is established: determining whether the context 

requires another meaning; and 
iii) if no domestic law meaning is established or if the context requires another 

meaning: establishing the meaning of the term according to the Articles 31 and 32 
VCLT. 

Following this approach, firstly section 5.1 assesses what meaning the terms have under 
the domestic (tax) law of France, Germany, the Netherlands, the UK and the US. It explores 
what criteria these states use to establish residency of entities for tax purposes. Secondly, 
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if such a domestic meaning is established, section 5.2 determines whether the context as 
meant in Article 3(2) OECD MC requires another meaning to be given to the terms. Provided 
the context requires another meaning or if no domestic meaning can be established, the 
third stage of the interpretation process consists of an interpretation of the terms according 
to the Articles 31 and 32. The subsequent sections focus on the respective elements of the 
residence definition: person (section 5.3), laws (section 5.4), liable to tax (section 5.5). 
Section 5.6 deals with the second sentence of Article 4(1). Section 5.7 provides a summary 
and conclusion.

5.1 Criteria for residence taxation by France, Germany, the Netherlands, 
the UK and the US

Domestic tax law is relevant for the interpretation of Article 4(1) for two reasons. Firstly, 
pursuant to Article 3(2) undefined terms used in Article 4(1) shall have the meaning they 
have under the domestic (tax) law of the state applying the treaty. Secondly, Article 4(1) itself 
refers to the laws of the contracting state: an entity is resident of a state under the treaty 
if it is, under the laws of that state, liable to tax by reason of his domicile, residence, place 
of management or any other criterion of a similar nature. The present section therefore 
reviews the criteria used to determine whether an entity is resident for purposes of domestic 
(company) taxation in the domestic tax laws of France, Germany, the Netherlands, the 
United Kingdom and the United States. It also examines which criteria these countries use 
in their DTCs. 

Apart from the practical reasons to focus on these countries (e.g. language-barriers), the 
choice for these countries is justified based on the following considerations: 

- All countries have been OECD-member states since 1961, the year of establishment, 
and thus were involved in developing the OECD MC from the start; 

- Both civil and common law jurisdictions are represented;
- The countries use different approaches towards company residence under their 

respective domestic tax law.286 

Hence, the countries can be viewed as sufficiently representing the various approaches 
towards residency of entities for purposes of both domestic and treaty law. The choice for 
the Netherlands is also motivated by my background and the fact that the other countries 
mentioned are important trading partners of the Netherlands.

This section’s purpose is twofold: 
i) to establish the meaning under the tax law of the five states of the terms used in Article 

286 E.g. Couzin (2002) for the UK; De Boynes (2009) for France, English (2009) for Germany, De Boer (2009) and Van den 
Broek (2018) for the Netherlands. See also Pötgens a.o. (2014a); Maisto o.a. (2019). 

CRITERIA FOR RESIDENCE TAXATION BY FRANCE, GERMANY, THE NETHERLANDS, THE UK AND THE US5.1
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4(1) that are undefined in the OECD MC: liable to tax, domicile, residence and place of 
management;
ii) to assess whether the criteria for residency used in the domestic tax law, concur with the 
criteria mentioned in Article 4(1) OECD MC and with the criteria referred to in the DTCs 
entered into by these states.287

5.1.1 France

5.1.1.1 Domestic law

5.1.1.1.1 Domestic criteria for residency

The French tax system is based historically on the principle of territoriality; pursuant to 
Article 209 of the French tax code (Code Général des Impôts) the companies mentioned in 
Article 206 of the code, are liable to tax only on income derived from a business carried out 
in France and on income that can be taxed by France following the assignment of taxing 
rights through a tax treaty. 

Given that territorial approach, in French legislation, no distinction is made between 
resident and non-resident taxpayers and between worldwide income and source income. In 
the administrative practice however, a distinction is made between companies having a seat 
in France and companies with a non-French seat. The profit of the former companies is in 
principle taxed in France. Only if the company can prove that the profit should be attributed 
to a permanent establishment abroad, it is not included in the French taxable base.288 

Therefore, under the administrative practice it is important to determine the location of 
the seat of a company. As a starting point, the seat of a company for purposes of corporate 
taxation coincides with the corporate seat provided for in the statutes of a company. 
However, if the place of the effective seat of the company differs from the location of the 
corporate seat, the effective seat supersedes.289 Therefore, the guidelines explicitly state 
that companies exclusively operating abroad generally escape any taxation in France, even 
though their corporate seat may be located there.290 This approach is in line with that of the 
French Supreme Court. For example, according to the Supreme Court, a company having 
its corporate seat in France it not taxable in France on the profits from financial transactions 
if these transactions are closely related to the company’s activities performed abroad.291 

287 For purposes of this subsection the IBFD treaty database was used. Treaties that were in force as per 28 September 2016 
of France, Germany, the Netherlands, the United Kingdom and the United States. 
288 Boynes (2009), p. 448. See also Gest & Tixier (1990), p. 125; Maisto et al. (2018), p. 10. 
289 BOI-IS-CHAMP-60-10-20-20120912, paragraph 1. 
290 BOI-IS-CHAMP-60-10-20-20120912, paragraph 280. 
291 Conseil d’Etat, 6 December 1957, no. 30650, p. 468. Also Conseil d’Etat, 11 May 1956, no. 30948, p. 102; Conseil d’Etat 20 June 
1953, no. 77693 p. 282. 
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Pursuant to the administrative guidelines, the effective seat of a company is “where the 
bodies of management, administration and control are located” and in accordance with 
the guidelines, it corresponds with the place of effective management mentioned in Article 
4(3) 2014 OECD MC (see 6.1.7.2).292 From the observations France made on the 2014 OECD 
Commentary on that provision can be derived that the place of effective management “will 
generally correspond to the place where the person or group of persons who exercises the 
most senior functions (for example a board of directors or management board) makes its 
decisions. It is the place where the organs of direction, management and control of the 
entity are, in fact, mainly located.”293 

The administrative practice effectively results in a system of residence taxation, superseding 
the territorial principle.294 However, neither in the statutory provisions, the case law nor the 
administrative guidelines there is an explicit definition of residence nor any reference to 
the concept of residence as such, as the basis for corporate taxation. Therefore, I am of 
the opinion that De Boynes rightfully concluded that a place of effective management of a 
company in France will not lead to taxable presence there by reason of residence, but rather 
because the place of management itself constitutes taxable presence (i.e. a permanent 
establishment).295 

5.1.1.1.2 Domestic meaning of liable to tax, residence, domicile and place of management? 

From the previous subsection follows that French tax law does not provide a definition of 
the terms residence and domicile (domicile, résidence). The same conclusion is to be drawn as 
regards the expression liable to tax (assujettie à l'impôt). French tax law does not define this 
concept. 

With respect to the term place of management (siège de direction) in my view the administrative 
practice lead to the conclusion that under French domestic tax law, the term refers to 
the place where the person or group of persons who exercises the most senior functions 
(the bodies of management, administration and control) makes it decisions. Place of 
management under French domestic tax law coincides with place of effective management 
under Article 4(3). 

5.1.1.2 Treaties

The criteria generally used in tax treaties of which France is one of the contracting states, 
concur with the ones used in the French version of the OECD MC and read: “de son domicile, 
de sa résidence, de son siège de direction, ou de tout autre critère de nature analogue”. A substantial 
part of the 121 treaties reviewed for purposes of this subsection contains the same sentence; 
34 of the 121 treaties deviate. The slightest difference can be found in the treaty with the 

292 BOI-IS-CHAMP-60-10-20-20120912, paragraph 1. 
293 Paragraph 26.3 of the Commentary on Article 4(3) 2014 OECD MC. 
294 De Boynes (2009), p. 449 and footnote 29. 
295 De Boynes (2009), p. 451. 
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Slovak Republic (1973) which makes no reference to ‘residence’. In the treaty with Malaysia 
(1975) is referred to the tax laws of the contracting states. For purposes of that treaty, the 
expression resident means, “in the case of France, a person who is resident in France for the 
purposes of French tax” (“dans le cas de la France, une personne qui est un résident de France pour 
l’application de l’impôt français”).296 The treaty with Ireland (1969) contains a similar provision: 
“any person who is a resident of France for the purposes of French tax and who is not a 
resident of Ireland for the purposes of Irish tax” (“( ) toute personne qui est résidente de France 
pour l'application de l’impôt français et qui n’est pas résidente d’Irlande pour l’application de l’impôt 
irlandais”). The treaties with Belgium (1964) and Ivory Coast (1966) contain only one criterion 
concerning the residency of a legal entity. Decisive is the place of effective management 
(“siège de direction effective”). Also in the treaties with various African countries, there is only 
one criteria mentioned: the registered office (“siège social statutaire”).297 Variations on this 
expression are included in the treaties with Romania (1974: “de son siège statutaire”) and 
Madagascar (1983: de son siège social statutaire) but, as criteria additional to the ones usually 
used. In the unofficial English translation of these treaties in the IBFD database these 
terms are translated as ‘seat’ and ‘registered office’. The ‘siège social’ without the adjunction 
‘statutaire’ is added as a criterion for residency in the treaties with seven other countries, a 
term that in the English version of the treaty with the United States is referred to as place 
of incorporation.298 Other expressions used in addition to the generally used ones and that 
refer to a formal criterion like place of incorporation, place of registration or statutory seat 
are ‘de son lieu de constitution’299, ‘de son lieu d’immatriculation’300, ‘de son lieu d’enregistrement’301 
and ‘du lieu où elle a été enregistrée’.302 

The treaty with Turkey (1987) contains a variant on the term place of management: ‘de son 
siège de direction official’ and ‘du lieu de direction des affaires’ (official place of management and 
place where business is managed303). The treaty with Ireland (2006) uses the term ‘place of 
effective management’ instead of ‘place of management’.

It follows that in all French treaties reference is made to criteria that are not explicitly 
referred to in French domestic law. A reference to the criterion mentioned in Article 209 of 
the French Tax Code (“business carried on”) would have linked the treaty to French domestic 
law. In absence of such a direct link, the expression “criterion of a similar nature” is to be 
relied on for a company that is taxable in France, to qualify as a treaty resident. 

296 The treaty with Singapore (1974) contains a similar description. 
297 Burkina Faso (1965) / Cameroon (1962) / Central African Republic (1969) / Morocco (1970) / Niger (1965) / Togo (1975) / 
Senegal (1974) / Mali (1972) / Mayotte (1970) / Mauritania (1967). ‘Registered office’ is an unofficial translation.
298 Estonia (1997) / Ukraine (1997) / Latvia (1997) / United States (1994) / Japan (1995) / Lithuania (1997) / Uzbekistan (1996).
299 Azerbaijan (2001) / Chile (2004) / Nigeria (1990)
300 Taiwan (2010)
301 Panama (2011) / United Kingdom (2008)
302 Thailand (1974).
303 Unofficial translation IBFD Treaty Database.
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5.1.2 Germany

5.1.2.1 Domestic law 

5.1.2.1.1 Domestic criteria for residency

The entities mentioned in § 1 of the German Körperschaftsteuergesetz are liable to tax on 
their worldwide income if their place of business management or their registered office 
is located in Germany. The Fiscal Code (Abgabenordnung) defines the expressions business 
management (Geschäftsleitung) and registered office (Satzungssitz) in § 10 and § 11 respectively: 

“§ 10 Business management
Business management shall mean the center of commercial executive management.

§ 11 Registered office
Corporations, associations of persons or conglomerations of assets shall have their registered 
office at the place which is determined by statutory law, articles of partnership, statutes, acts of 
foundation or similar provisions.”304

5.1.2.1.2 Registered Office

Until 2008, under German company law the seat of an entity was determined by the 
factual circumstances (Verwaltungssitz, depending on the place of the activities of top level 
management (geschäftlichen Oberleitung)). From 2008 onwards, the seat of an entity is located 
at the place referred to in the statutes or in the partnership agreement (the statutory seat 
or registered office, Satzungssitz).305 § 11 of the Fiscal Code refers to that registered office. 
The place of the registered office not necessarily coincides with the location of business 
management. Under the current rules, any location may be referred to in the statutes as 
place of the registered office of the company, provided it is in Germany.306 

5.1.2.1.3 Place of business management

The concept of the place of business management (Geschäftsleitung) is well established 
in the case law of the German Federal Tax Court (Bundesfinanzhof). The decision of 
the Bundesfinanzhof of 7 December 1992307 on the meaning of the expression ‘business 
management’ is elucidating in this respect. 

304 Translation by the German Sprachendienst des Bundesministerium der Finanzen, available at https://www.gesetze-im-
internet.de/englisch_ao/index.html. 
305 § 4a of the GmbH Act and § 5 of the Aktiengesetz.
306 Hüffer/Koch (2014), No. 3. The former factual approach (Verwaltungssitz) was primarily based on anti-abuse 
considerations. According to Hüffer/Koch, even in cases of abuse, a company may freely choose the statutory seat regardless 
its place of business activities and management. The same factual approach, effectively resulting in a Verwaltungssitz, was 
prescribed for the GmbH in § 4a(2) of the GmbH Act (GmbH Gesetz). As per 2008, the second paragraph of § 4a has been 
deleted. 
307 Bundesfinanzhof 7 December 1994, I K 1/93. 
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Under discussion was, inter alia, the place of business management of a German limited 
liability company (A-GmbH). The sole shareholder of the GmbH was X AG. A GmbH did 
not own any facilities necessary to conduct its activities, nor did A GmbH employ any 
personnel. The board members and other employees of X AG performed the activities on 
behalf of A GmbH. 

A GmbH was an (intermediary) holding company engaged in the acquisition and divestment 
of participations in German and non-German companies. However, though A GmbH was 
legally independent from X AG, A GmbH could be considered a branch of X AG from a 
functional perspective. X AG decided whether or not A GmbH was to participate in a certain 
transaction (purchase or sale of shares) and to what extent.308 

In 1986, the factual seat of X AG (Verwaltungssitz) was located in the German state F. X AG 
owned two premises in two German states; in F. and D. From the twelve board members 
of X AG, four worked at D., eight at F. Until 7 June 1986, two board members of X AG who 
worked at the premises in F., also acted as board members of A GmbH. As per 7 June 1986, 
these two board members were replaced by two others, board members of X AG as well, who 
worked at the D. premises. 

The question needed to be answered was whether this replacement of board members 
resulted in a transfer of the place of business management of A GmbH from F. to D. The tax 
authorities of the German state D. held that A GmbH’s place of management was in F., even 
after 7 June 1986. According to the tax authorities, A GmbH had no place of management 
of its own. The board of management of X AG made the decisions that were decisive for A 
GmbH’s activities. Therefore, the place of management of X AG coincided with that of A 
GmbH, according to the tax authorities.309 

To answer the question of the place of management, the Bundesfinanzhof first referred to its 
well established practice that “the center of the top executive management is located were 
the decisive decisions necessary for the executive decision-making are established. Decisive 
is where the measures of some importance, necessary for the business management are 

308 Bundesfinanzhof 7 December 1994, I K 1/93, paragraph 4.
309 Bundesfinanzhof 7 December 1994, I K 1/93, paragraph 7. 
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arranged.”310 To determine where this decision-making takes place, the actual circumstances 
of the individual case must be taken into account. The focus must be on the activities that 
are “especially of importance for the entity (…).” The court stressed the factual nature of the 
assessment to be performed. According to the court, the place of business management of, 
for example a company engaged in asset management can be located where the company 
effectively controls its assets, where the securities are administrated or where the tax 
returns are prepared and signed, if there is no location where the company takes more 
important decisions. The court held that, if a company is active at different locations, the 
importance of these various activities for the company as a whole must be assessed for the 
determination of the place of business management.311 

After elaborating on the question of which activities are to be considered, the court focused on 
the nature of the management of these activities. According to the court, the term “business 
management” in §10 AO 1977 “should be understood as the business management in narrow 
sense.” It is the so-called day-to-day management which, as the court stated, includes the 
actual and legal acts, raised by the ordinary business operations of the company and such 
organizational measures that are part of the ordinary management of the company (“day-
to-day business”). The court stressed that the determination of the principles of corporate 
policy and the participation of the shareholders to unusual measures such as decisions 
of particular financial importance, are not considered ordinary management. Business 
management in the sense of §10 AO 1977 requires constant, day-to-day involvement in the 
ordinary course of business management and must therefore be distinguished from the 
participation of shareholders in individual business management decisions, irrelevant 
whether or not this participation is required based on the statutes of the company.312 

Applying these conditions to the present case, the court stated that “it is of no significance 
for the determination of the place of the business management of A GmbH, that the Board 
of X AG decided upon the purchase and sale of shares by A GmbH. Insofar, the board of 
X AG only performed the rights typical for a shareholder controlling A GmbH.” The court 
stressed that the concept of business management only covers the decisions and measures 
that are taken on account of the person which place of business management is to be 
determined. Previous to any transaction in which both A GmbH and X AG were involved “it 
had to be decided (…) whether A GmbH would be involved anyhow, all activities previous to 
the relevant decision, are attributable to X AG only and irrelevant for the determination of 
the place of the business management of A-GmbH.”313 

The Bundesfinanzhof ruled that A GmbH’s place of business management was located in 
D. At that premises, the facilities necessary for A GmbH’s activities were at its disposal 

310 Bundesfinanzhof 7 December 1994, I K 1/93, paragraph 30. 
311 Bundesfinanzhof 7 December 1994, I K 1/93, paragraph 30.
312 Bundesfinanzhof 7 December 1994, I K 1/93, paragraph 31.
313 Bundesfinanzhof 7 December 1994, I K 1/93, paragraph 32.
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and its board members generally performed their activities. Only if these board members 
would have predominantly worked in F. or if the business management of A GmbH would 
effectively predominantly have been performed by other board members of X AG in F., the 
place of business management of A GmbH would have been F. According to the court, the 
facts of the case did not provide sufficient evidence to substantiate this conclusion. 

The Bundesfinanzhof’s approach in this case leads to the following conclusions on how to 
determine the place of business management under § 10 AO. 

• The specific circumstances of the case at hand are decisive for the determination of 
the place of business management. The various facts of the case should be weighed 
against each other.314

• In determining the place of business management, the focus is on the location 
at which the measures are issued that have a certain degree of importance for the 
management of the activities of that specific entity.315 

• The place of business management is the place where the company’s fundamental 
and strategic policy is actually transformed into day-to-day management decisions, 
the translation of company policy into action. Both the decisions constituting the 
company’s strategic policy and the execution of the day-to-day management decisions 
are irrelevant when determining the place of business management.316 

• Activities performed by corporate bodies like a supervisory board, controlling the 
executive board, are irrelevant in determining the place of business management.317 
Also activities of shareholders and partners generally do not constitute a place of 
business management as meant in §10 AO 1977.318

In subsequent case law it has furthermore been established that every enterprise, irrespective 
of its legal structure, has at least one place of business management but the existence of 
multiple places of business management cannot be ruled out.319 Although according to the 
court this would only apply in exceptional cases, multiple places of business management 
could exist if several persons, equally entitled to the management of the entity, exercise 
their assignment from different locations.320 

314 See also Bundesfinanzhof 23 January 1991, I R 22/90. 
315 See e.g. the decisions of the Bundesfinanzhof of 17 July 1968, I 121/64; 26 May 1970, II 29/65; 3 July 1997, IV R 58/95 and 
Englisch (2009), p. 488. Widrig (2009, p. 277) described this as the “central decisions for the daily operations.”
316 See e.g. the decisions of the Bundesfinanzhof of 23 January 1991, I R 22/90 and 3 July 1997, IV R 58/95. See also Englisch 
(2009), p. 489 and Koenig (2014), § 10, paragraph II.
317 Bundesfinanzhof 17 July 1968, I 121/64. See also Koenig (2014) AO § 10, paragraph II; Pötgens a.o. (2014a), paragraph 3.6. 
318 In this respect guidance can be derived from the Bundesfinanzhof decision of 3 July 1997, IV R 58/95. According to the 
court, if shareholders act upon their legal and statutorily rights, these activities are insufficient to constitute business 
management. For that, the shareholders and/or partners must not only monitor and control the day-to-day management 
of the company and occasionally influence management decisions in their capacity as shareholders. They must perform 
the day-to-day management themselves, not occasionally but regularly. 
319 Bundesfinanzhof 30 January 2002, I R 12/01.
320 Bundesfinanzhof 6 June 2012, I R 52/11. 
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5.1.2.1.4 Domestic meaning of liable to tax, residence, domicile and place of management? 

As described in the previous section, the term place of business management (Ortes der 
Geschäftsleitung) is defined for German domestic tax purposes. This concept matches the 
term place of management referred to in Article 4(1).321 German tax law does not define the 
terms residence and domicile (Wohnsitzes, ständigen Aufenthalts) nor the expression liable to 
tax (steuerpflichtig).322 

5.1.2.2 Treaties

Germany generally follows the OECD MC-criteria that, in German, read: Wohnsitzes, ihres 
ständigen Aufenthalts, des Ortes ihrer Geschäftsleitung oder eines anderen ähnlichen Merkmals. 
In 26 of the 94 treaties a different definition is included. In certain treaties, a person is 
considered resident of Germany if the person is unlimitedly liable to tax in Germany (“in der 
Bundesrepublik Deutschland unbeschränkt steuerpflichtig ist”).323 In other treaties rather different 
criteria are added. Several treaties contain a reference to formal criteria, translated as place 
of incorporation or seat: des Sitzes der Gesellschaft324, or more general Sitz325, des Ortes der 
Gründung326, Ortes ihrer Registrierung327, more specifically des Ortes der Gründung als juristische 
Person durch Registrierung328, des Ortes ihrer Gründung oder Errichtung329 and ihrer Eintragung, 
ihrer Errichtung, ihres Sitzes.330 In variance to the criterion ‘place of management’ is referred 
to as des Ortes ihrer Hauptverwaltung.331 The treaties with Armenia (1981) and Moldavia (1981) 
refer to des Ortes ihrer tatsächlichen Geschäftsleitung oder auf Grund der Tatsache, daß sie dort 
gegründet worden ist. 

5.1.3 Netherlands

5.1.3.1 Domestic law

5.1.3.1.1 Domestic criteria for residency

Whether an entity is resident in the Netherlands for purposes of corporate tax, generally 
depends on the ‘actual circumstances’ (Article 4(1) GTA). However, pursuant to article 
2(4) CITA, entities established under the Netherlands law and explicitly mentioned in 
Article 2(1) CITA (e.g. the public limited company (naamloze vennootschap) and the limited 

321 Englisch (2009), p. 486; Widrig (2009), p. 277. 
322 Englisch (2009), p. 496.
323 Australia (1972) / Israel (1962) / South Africa (1973) / Switzerland (1971) / Kuwait (1999) / United Arab Emirates (2010). 
324 Algeria (2007).
325 Argentina (1978) / Japan (1966) / Turkey (2011).
326 Belarus (2005) / Bulgaria (2010) / China (People’s Rep.) (2014) / Philippines (2013) / Netherlands (2012) / Taiwan (2011) / 
Hungary (2011) / United States (1989) / Kazakhstan (1997).
327 Azerbaijan (2004) / Lithuania (1997) / Latvia (1997).
328 Russia (1996).
329 Liechtenstein (2011).
330 Thailand (1967).
331 Korea (Rep.) (2000).
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liability company (besloten vennootschap)) are deemed located in the Netherlands and, thus, 
regarded tax resident in the Netherlands regardless of the actual circumstances. It follows 
that the relevance of Article 4 GTA is limited to entities that are not established under the 
Netherlands company law.332 

From case law it is to be deduced that the effective or actual management (werkelijke leiding) 
of an entity is the decisive factor in determining its location referred to in Article 4 GTA.333 

As a means of assessing where such effective management is located, case law considers, 
inter alia,334 the place of residence of the members of the board of directors, where the 
shareholders are based,335 where (senior) personnel perform their duties,336 where the 
bookkeeping is done and the location of bank accounts.337 

The place of effective management is where the principal management (hoofdleiding) generally 
performs its managerial tasks.338 The place of the day-to-day management of an entity is 
irrelevant in that perspective. The general assumption is that such principal management 
is performed by its (statutory) board.339 However, what qualifies as effective management 
depends on the activities of the company,340 and nature and size of the entity’s activities 
should be taken into account when assessing who performs the actual management.341 
Based on the particular circumstances, it is to be determined whether in a specific case the 
general assumption applies or whether the effective management is performed by someone 
or some others than the (statutory) board.342 The following subsections elaborate on the 
decisions of the Netherlands Supreme Court (Hoge Raad) in which this approach concerning 
effective management was defined and further clarified. 

5.1.3.1.2 Hoge Raad 23 September 1992, BNB 1993/193

In its decision of 23 September 1992343 the Hoge Raad dealt with the place of actual 
management of a public limited company (naamloze vennootschap, “nv”) incorporated under 
the company law of the former Netherlands Antilles. All shares in the nv were held by 
B-Anstalt, a foundation resident in the Principality of Liechtenstein. The sole asset of the 
nv were the shares in a Dutch limited liability company (besloten vennootschap, “bv”), resident 

332 The same applies to European Companies (‘Societas Europeae’) that are established under Dutch company law.
333 E.g. Hoge Raad 14 February 1951, B 8945, Hoge Raad 1 July 1987, no. 23 877, BNB 1987/306, and Hoge Raad 27 April 1988, no. 
24 252, BNB 1988/181. See further Brood (1989), p. 145; De Boer (2009), p. 563 et seq. 
334 See for a comprehensive overview of the case law up to 1986, Vakgroep Belastingrecht Juridische Faculteit Groningen 
(1987). Further reference is made to Brood (1989), p. 145 and 146; Burgers (2007), p. 379.
335 E.g. Hoge Raad 14 April 1962, BNB 1962/181. 
336 E.g. Gerechtshof ‘s Gravenhage 22 January 1982, BNB 1983/109. 
337 E.g. Hoge Raad 21 October 1987, no. 24.807, BNB 1996/105. 
338 E.g. already in Hoge Raad 11 March 1926, B 3788 and Hoge Raad 16 November 1932, B 5318. 
339 Hoge Raad 14 February 1951, B 8945; Hoge Raad 23 September 1992, no. 27.293, BNB 1993/193.
340 Hoge Raad 1 July 1987, BNB 1987/306c, paragraph 4.1. Also Advocate-General Verburg in his advisory opinion in Hoge Raad 
27 April 1988, BNB 1988/181. 
341 Hoge Raad 17 December 2004, no. 39.720, BNB 2005/106. 
342 E.g. Hoge Raad 23 September 1992, no. 27.293, BNB 1993/193.
343 Hoge Raad 23 September 1992, no. 27.293, BNB 1993/193.
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for tax purposes in the Netherlands. The bv acted as the parent company of a large group 
of Dutch companies. The ultimate beneficiary of the shares in the nv – through B-Anstalt – 
was the family of the groups’ founder. 

The nv’s board of directors consisted of B-Anstalt and F nv, a trust office in the Netherlands 
Antilles. The nv was located at the office address of F nv, had no personnel of its own and 
no telephone connection. It performed holding- and financing activities and in its capacity 
as financing company, it granted loans to bv and provided guarantees to the bank on behalf 
of bv (by means of substantial deposits at a Dutch bank). Y, the son-in-law of the groups’ 
founder and resident in the Netherlands, was appointed chairman of the board of directors 
of bv. He was “the central and leading figure within the X-group, the only one aware of 
all aspects of the companies involved”.344 Y also acted on behalf of nv. He maintained the 
relationship with the bank regarding the nv’s deposits (he initiated and approved the 
relevant money transfers and agreed to term and interest). He instructed the statutory 
board of nv and the board followed these instructions. Furthermore, he led the negotiations 
with regard to the sale of the bv-shares by the nv. After the sale of the bv-shares, Y resigned 
as member of the board of bv. 

Under discussion was whether or not the place of effective management of nv was located 
in the Netherlands. If not, nv would not be taxed as a resident company under the Dutch 
Corporate Income Tax Act. The tax authorities stated that the effective management 
(‘werkelijke leiding’) of nv was performed by Y, who effectively decided and subsequently 
instructed the board of nv that acted according to these instructions. The Court of Appeal 

344 Hoge Raad 23 September 1992, no. 27.293, BNB 1993/193, at 3.1.1.
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in The Hague ruled in favor of the tax authorities as, according to the court, the nv had 
insufficiently refuted the tax authorities’ presumption. 

The Hoge Raad confirmed the decision of the Court of Appeal. As a general rule, according 
to the Hoge Raad, in assessing the conditions of the place of residence of an entity it should 
generally be assumed that the effective management of the entity rests with its statutory 
board of directors and that the place of effective management corresponds to the place 
where this board performs its managerial task. However, according to Hoge Raad, there 
may be reason to consider an alternative place of residence if it is likely that the effective 
management of the entity is performed by (an)other(s). When applying this norm to the 
facts of the case, the Hoge Raad held the decision of the Court of Appeal in The Hague not to 
be in breach with the law. 

5.1.3.2 Hoge Raad 17 December 2004, BNB 2005/105 and BNB 2005/106

On 17 December 2004, the Hoge Raad affirmed two decisions of the Amsterdam Court of 
Appeal on the place of effective management in the years 1993 and 1995 of a public limited 
company established under the law of the former Netherlands Antilles (X nv). In the relevant 
years, eighty-five percent of the shares in X nv were (indirectly) held by D bv, resident in the 
Netherlands. 

The following facts applied. 

• As from its establishment in 1978 X nv was part of an international group of companies, 
operating in the shipping business.

• The statutory board of X nv in 1993 and 1995 consisted of two trust directors, both 
resident in the Netherlands Antilles.

• A trust company, based in the Antilles, provided corporate housekeeping and basic 
corporate management services (e.g. bookkeeping services, arranging and hosting 
the annual shareholders meeting, filing tax returns etc.).

• In 1993, D bv commissioned the building of two ships to a Norwegian company. D bv 
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reserved the right to transfer the contract to an affiliated company, though accepting 
full liability for the obligations arising from the agreement of that affiliated company. 

• In June 1993, the building contract was transferred to X nv. The Norwegian builder 
was informed that D bv would still perform the technical supervision of the contract. 
The management of D bv dealt with all matters relating to the purchase of the vessel 
(including financing), also after the transfer of the contract. 

• In addition to the building of the two ships in Norway, in the first half of 1993 D bv 
ordered the building of another six ships at a Dutch yard. With respect to the large 
investment program in new ships, D bv actively pursued the possibility to obtain 
government subsidies in the Netherlands. The two ships to be acquired by X nv, were 
included in these efforts. X nv itself had no active involvement in obtaining financial 
compensation from the Netherlands government. 

• After delivery, the two ships were sold by X nv, the last one in January 2005. 
• From the sale of the ships onwards, X nv’s assets consisted primarily of cash. 

For the year 1993, based on the documentary evidence provided, the Court of Appeal held the 
suspicion justified that the place of effective management of X nv was in the Netherlands. 
The court found no evidence that substantiated any role of the statutory board of X nv in the 
preparation of the major investment decisions and the decision making itself. According 
to the court, group management in fact prepared and executed these major investment 
decisions (conducting negations, arranging financing, supervising the building of the 
ships). In addition, the court referred to the lack of relevant expertise of the statutory board 
of X nv as regards these decisions. The court held that X nv provided insufficient evidence 
to substantiate that the necessary expertise was acquired through an external advisor.345 

The change in activities of X nv in 1995 – the sale of the second ship and the nature of the 
remaining assets – caused the court to decide that the place of effective management of X 
nv in that year was in the Netherlands Antilles. Just as for the year 1993, the court took into 
account the nature and size of the activities that were developed. In 1995, according to the 
court, these activities consisted of asset management. Furthermore, X nv was involved in 
a corporate restructuring, organized by group management. As the tax inspector has not 
been able to provide evidence that the statutory board lacked the particular expertise needed 
(whether or not by hiring consultants), the court dismissed the appeal of the tax authorities. 

5.1.3.3 Hoge Raad 15 October 2005, BNB 2006/79 

The decision of the Amsterdam Court of Appeal of 26 May 2004 also refined the approach 
of BNB 1993/193. This decision was upheld by the Hoge Raad in its decision dated 15 October 
2005.346 It dealt with the effect of group relationships on the place of actual management of 

345 De Boer (2009, p. 566) rightfully acknowledged that the court implied the possibility that external expertise might 
compensate the lack of that with the statutory board. 
346 Gerechtshof Amsterdam 26 May 2004, No. 04/0223, 04/0342 and 04/0343 in Hoge Raad 14 October 2005, no. 41.050, BNB 
2006/79. 
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a group company. Under consideration was, inter alia, the place of effective management of 
X nv, an public limited company, incorporated under Belgian company law for purposes of 
the Netherlands CITA. 

All shares in X nv were (in)directly owned by C bv, a limited liability company, the top 
holding company of an internationally operating group, headquartered in the Netherlands. 
X nv performed group financing activities (e.g. intercompany financing, factoring, 
hedging foreign exchange risks, reinsurance activities), funded by C bv by means of capital 
contributions. At the premises of X nv in Belgium, the company employed over 10 people, 
of whom more than half performed intercompany financing and factoring activities. 
Part of the headquarter in the Netherlands were the group treasury department and the 
department responsible for tax and acquisitions. These departments provided treasury 
services and group financing to group companies. By these departments, X nv was advised 
and/or instructed with regard to group financing and factoring. Apart from the financing 
activities, X nv also performed the management of one of the group’s Strategic Business 
Units (SBU´s), each responsible for a certain product portfolio. 

From the year 1990 up to and including 1999, the majority of X nv´s board members was 
generally resident in Belgium. Some of the board members were also member of the board 
of C bv. Day-to-day management of X nv was delegated to some proxy-holders, under the 
direction of the chair of the board of directors (algemeen directeur). Meetings of the board of 
directors and the general meeting were held in Belgium, the bookkeeping was executed in 
Belgium and a Belgian auditor audited the financial statements. 

The Court of Appeal acknowledged that the place of effective management has to be 
determined based on the activities of each entity separately. The place of effective 
management is where key decisions are taken which concern the “activities that the 
company pursuant to its statutory goal and its business objectives in practice pursues”,347 
its key activities. In general, the board of directors of the entity itself performs this effective 
management. Only if the group’s management role in the company’s key activities is of 

347 Gerechtshof Amsterdam 26 May 2004, in BNB 2006/79, legal consideration 5.4.
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such a nature that these activities are no longer performed by the company itself, under 
the direction of the company’s board of directors, that latter board does not perform the 
effective management. Such a role of group management should be distinguished from its 
general strategic coordination functions. Shareholder and group management activities 
are irrelevant for determining the place of effective management of the subsidiary. 

According to the court, in the present case, group management did not perform the 
effective management of X nv. The court held it irrelevant that the board of directors had 
decided on the incorporation of X nv, on its group financing function and on the transfer 
of a substantial part of the groups´ equity to X nv by means of a capital contribution. The 
court stated that  “these decisions and policy considerations are surely not in the field of 
the core activities of X nv (a SBU and group financing and factoring company) but belong 
par excellence to the central group management´s domain”.348 According to the court, the 
tax authorities insufficiently challenged the position that “a comprehensive and essential 
part of the core activities of [X nv], namely its coordinating role as SBU (…), in fact was 
performed by personnel of [X nv] at their premises and that these activities were performed 
under the direction of a management board appointed by the board of directors of X nv”. 
The court held X nv to be resident in Belgium. The court furthermore held that the personnel 
of X nv in Belgium also was engaged in, at least, the execution of the group financing and 
factoring activities. This made the court to conclude that X nv was not (also) resident in the 
Netherlands. 

The court also considered whether X nv was liable to tax in the Netherlands as a result of a 
place of management located in the Netherlands qualifying as a permanent establishment. 
In that respect, the court acknowledged that: 

• the day-to-day management of the company’s financial activities were performed in 
Belgium (e.g. through Belgian bank accounts);

• according to the Belgian tax authorities, the financial activities of X nv qualified 
under the then applicable group financing regime;

• the personnel involved in the financing activities were sufficiently qualified; 
• the board of directors of X nv had independent decision-making power, regardless 

of the fact that some board members of X nv were also member of the board of C bv;
• a decision on the funding of X nv, taken by the board of C bv, is part of the central 

group management’s domain;
• the headquarter departments’ possibilities to advisethe financing activities of group 

companies did not create the opportunity to exercise decision-making power over them.

This led to the conclusion that X nv did not have a place of management in the Netherlands.

 

348 Gerechtshof Amsterdam 26 May 2004, in BNB 2006/79, legal consideration 5.5.
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Of particular interest for the present study, in my view, are the court’s considerations with 
regard to the instructions provided by the treasury department in the Netherlands. The court 
pointed to the fact that the treasury department (and all group staff departments in general) 
did not exercise their own decision-making power. The department acted on a mandate 
provided by the board of directors of C bv. Insofar as the instructions were based on general 
group policy, the court held that the instructions did not interfere with the decision-making 
powers of X nv. According to the court, there was no plausible evidence that the treasury 
departments’ instructions in general exceeded the scope of the generally accepted groups’ 
management coordination function. However, some specific instructions of the treasury 
department did in fact exceed this scope. In certain cases C bv itself granted loans to 
affiliated companies and subsequently transferred these loans to X nv. In other cases, the 
treasury department directed the design of intercompany loans granted by X nv. However, 
the court held such instructions from group treasury insufficient to conclude to a place of 
management of X nv in the Netherlands. “Surely, it involves structuring financial flows 
within the group (a group interest) and not inasmuch the key activities of [X nv] although 
these activities are influenced.”349 The court held it decisive that it was not established that 
the management board of X nv did not make a necessary and appropriate assessment of the 
(credit) risks involved with the intercompany financing nor that the board was not able to 
perform such assessment. It was insufficiently established that the board in Belgium was 
not effectively deciding upon these financing activities.

5.1.3.4 Hoge Raad 3 February 2012, BNB 2012/126 

BNB 2012/126350 further clarified the expression of effective management. This case dealt 
with the meaning of effective management in Article 4(4) of the 1970 Netherlands-Belgium 
DTC, but it can be safely assumed that the outcome is relevant under Article 4 GTA as well.351 
In the decision under appeal, the Court of Appeal provided a description of ‘leading’ (“leiding 
geven”) to establish the meaning of ‘effective management’ (“werkelijke leiding”) in Article 4(4) 
of the 1970 Netherlands-Belgium DTC. The Court of Appeal considered that ‘leading’ comes 
to “taking key decisions, directing, deciding, taking initiative”, more than “implementing 
policy, determining and preparing policy and determining the corporate activities”. 
Applying this rule to the fact of the case – an elucidation of which does not contribute to 
the present discussion in my view –, the court decided the POEM to be in Belgium. While 
referring to description of leading provided above, the Hoge Raad upheld this decision 
without further elucidation. 

In my opinion, this judgment should be regarded a refinement of the preliminary case law 
of the Hoge Raad as regards the requirements for residency of entities under Netherlands 
domestic tax law (see 5.1.3.1) that equally apply with respect to the concept of effective 
349 Gerechtshof Amsterdam 26 May 2004, in BNB 2006/79, legal consideration 5.7.5. 
350 Hoge Raad 3 Februay 2012, no. 10/05386, BNB 2012/126.
351 Pötgens et al. (2014a), paragraph 3.5.2. 

CRITERIA FOR RESIDENCE TAXATION BY FRANCE, GERMANY, THE NETHERLANDS, THE UK AND THE US 5.1



108

management in Article 4(3) 2014 OECD MC. This view is based on the references made by 
the Court of Appeal to BNB 1993/193 and to the opinions expressed in tax scholarship. First, 
the court referred to BNB 1993/193 in which the Hoge Raad expressed that, in general, the 
effective management of an entity is vested in its board of directors and that the place where 
the entity resides, is the place where that board exercises its leadership responsibilities. 
Only if another (or others) in fact exercise these responsibilities, the POEM is where that 
other board or person performs its/his tasks. 

The Court of Appeal then proceeded to extensively cite the annex to the Advisory Opinion of 
Advocate-General Overgaauw in, inter alia, BNB 2005/105 (see 5.1.3.2) in which he assessed 
what these leadership responsibilities of the board consist of.352 This depends on the factual 
and legal circumstances. According to Overgaauw, first the nature of the entity’s activities 
should be taken into account. The form, intensity and expertise of top level management of 
trading activities differs from that of, for example, investment activities. Furthermore, the 
legal context of the entity involved is to be considered. The reference of the Hoge Raad in BNB 
1993/193 to the board of directors (‘bestuur’) of the entity necessitated a further assessment of 
the role and responsibilities of that board according to Dutch company law. What ‘governs’ 
or ‘manages’ actually means cannot be defined crisply and clearly, though in scholarship 
it has been described as “leading, deciding and conducting”.353 It is acknowledged that the 
board is responsible for both long term policy and strategy and day-to-day management. 
The board has to decide on matters of corporate resources and the entity’s activities.354 

The Court of Appeal derived from these considerations that ‘leading’ (“leiding geven”) 
entails “taking key decisions, directing, deciding, taking initiative”, more so than it entails 
“implementing policy, determining and preparing policy and determining the corporate 
activities”. As according to the Court of Appeal, the key decisions regarding the company’s 
activities were taken in Belgium, the court decided that the POEM was also in Belgium. As 
previously stated, the Hoge Raad adhered to this decision without making any additional 
remarks. Therefore, I consider it very likely that with BNB 2012/126 the Hoge Raad confirmed 
that the same criteria apply to the concept effective management under domestic law and 
under Article 4(3) 2014 OECD MC and that BNB 1993/193 (still) forms the starting point of the 
analysis. In prinicple, it is the board of directors that leads the company. What such leading 
should involve depends on the nature of the activities of the company and of the legal context 
in which the company and its board operates. The particular facts and circumstances are to 
be weighed to establish who actually leads the company. In that analysis, certain activities 
and responsibilities (e.g. taking key decisions, directing, deciding and taking initiative) are 
more important than others (e.g. implementing policy, determining and preparing policy 
and determining the corporate activities). 
352 Advocate-General Overgaauw in the annex to his Advisory Opinion in the cases 39 713, 39 714, 39 715, 39 716, 39 718, 39 719, 
39 720 en 39 721. The annex is published in Hoge Raad 17 December 2004, 39 719, BNB 2005/105. 
353 Van der Heijden/Van der Grinten (2013), p. 478. 
354 Van der Heijden/Van der Grinten (2013), p. 478. See also Van Schilfgaarde/Winter/Wezeman (2013), p. 159.
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5.1.3.5 Hoge Raad 19 January 2018, BNB 2018/68 

In BNB 2018/68355 the Hoge Raad decided on the expression ‘managed and controlled’ (‘geleid 
en bestuurd’) used in Article 3(4) of the 1971 Singapore-Netherlands DTC. That provision 
reads: “Where by reason of the provisions of paragraph 1 a person other than an individual 
is a resident of both States, then it shall be deemed to be a resident of the State in which it is 
managed and controlled.” The question was whether X bv, established under Netherlands 
company law, was managed and controlled in Singapore. X bv performed investment 
activities. Its assets consisted of quoted bonds and quoted equity shares with a low risk 
profile. From 9 July 2004 onwards, two employees of a trust company in Singapore acted 
as directors of X bv. Based on article 11(2)(g) of the statutes of the company, investment 
decisions of the board of directors needed approval of the general meeting if the value of the 
investments exceeded Euro 4.540. 

The Hoge Raad applied an autonomous, contextual interpretation (based on Articles 31 and 
32 VCLT) of the expression ‘managed and controlled’ and established the ordinary meaning 
of the expression based on the considerations that 

i) in the Netherlands domestic tax law the expression is not defined; 
ii) no special meaning could be established based on a joint interpretation of the 

contracting states; and,
iii) it is the purpose of the provision to break the tie with one of the contracting states. 

According to the Hoge Raad the place where an entity is managed and controlled is the 
place “where the key decisions regarding the entities activities are taken, where the final 
responsibility for these decisions was taken and where, if appropriate, instruction is given 
to personnel of the entity”. According to the Hoge Raad, day-to-day management as regards 
the execution of the activities is not relevant when determining the place of management 
and control. 

Based on the facts and circumstances established by the Court of Appeal, the Hoge Raad 
upheld the decision in appeal that the place of management and control of X bv was in the 
Netherlands. To substantiate that decision, the Court of Appeal referred to, inter alia, article 
11(2)(g) of the statutes of the company and the fact that the decisions taken by the directors 
of X bv where of an executive nature and were in line with the decisions taken by the general 
meeting. 

The central question for the present study is whether the interpretation of managed and 
controlled also applies to POEM. From the substantiation of the decision under appeal, 
which the Hoge Raad adhered to, it is to be concluded that it is likely that the approach on 
managed and controlled is equally applicable on effective management. For example, the 
Court of Appeal referred to ‘effective management’ in its decision when dealing with the 

355 Hoge Raad 19 January 2018, no. 16/03321, BNB 2018/68. 
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expression managed and controlled. This conclusion is confirmed by literature.356 

Furthermore, assuming that BNB 2018/68 is to be applied on POEM indeed, the relationship 
with BNB 1993/193 and subsequent case law is of importance. Section 5.1.3.4 established 
that BNB 2012/126 refined, but still applied the approach of BNB 1993/93. Hence, it is very 
likely that the Hoge Raad used the same concept of effective management for both domestic 
and treaty purposes and a new approach for treaty purposes, deviating from BNB 1993/193, 
would in my understanding probably also affect the meaning of effective management 
under domestic tax law. 

From the wording of BNB 2018/68 the relationship between that decision and BNB 1993/193 
cannot be derived. However, in my opinion it follows from what could be called a contextual 
reading of BNB 2018/68, that the Hoge Raad still adhered to BNB 1993/139. Like under BNB 
2012/126, the relationship with BNB 1993/193 can be inferred from the reasoning used by the 
Lower Court and the Court of Appeal in their decisions leading to BNB 2018/68. In short, the 
Lower Court started its analysis by referring to BNB 1993/193 and established that the board 
of directors of X bv did not take any decisions that were vital for the key activities of the bv. 
The Court of Appeal adhered to these grounds and, moreover, acknowledged that the key 
decisions as regards investment policy and asset management were taken by the general 
meeting. The decisions taken by the board of directors itself, were fully in line with these 
taken by the general meeting and, in the view of the Court of Appeal, merely concerned the 
execution of the decisions by the general meeting. In my view, it is clear that BNB 2005/105 
and BNB 2006/79 and, thus, BNB 1993/193 resonate in the decisions of both the Lower Court 
and the Court of Appeal. The key decisions regarding the key activities, the nature of the 
activities and the establishment of company policy: all elements referred to in preliminary 
decisions on effective management. Perhaps even more important: all these elements are 
also mentioned in the annex to Advocate-General Overgaauw’s conclusion, also used to 
substantiate the decision in appeal in BNB 2012/126. 

As already acknowledged, without any explicit guidance in the wording of BNB 2018/68 
itself, no definite conclusion is to be derived as to the relation with BNB 1993/193 and 
subsequent case law. Nevertheless, the similarity in approaches of the various courts 
and the fact that the Hoge Raad adhered to their decisions, in my view provides a strong 
indication that BNB 1993/193 still applies. The fact that Overgaauw, in his capacity as 
Advocate-General the author of the annex referred to above, was one of the three members 
of the Hoge Raad who decided on BNB 2018/68, also points in that direction. In my opinion 
there is also no substantive reason to interpret the concept of POEM (or, as in BNB 2018/68 
managed and controlled) differently from the domestic concept, which does not mean that 
the interpretation of concepts in Article 4(3) should take place through Article 3(2) OECD 
MC (see section 6.1.2). In my view, the concepts of place of management (Article 4 (1)), 

356 Bosman (2018a); Douma (2018); Van Dun (2018); Avery Jones & Pötgens (2018). 
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place of effective management (Article 4 (3)) and the ‘domestic’ concept plaats van leiding are 
substantively similar, therefore I am able to agree with the approach of the Hoge Raad. 

One final consideration is yet to be made. The Hoge Raad used various elements to describe 
the meaning of the expression ‘managed and controlled’. The question is whether there 
is a particular interdependence between these elements. Is there, for example, a certain 
hierarchy or cumulative effect? In my opinion this is not the case. At least, it does not follow 
from the way the various courts applied the several aspects of effective management. The 
emphasis on one or the other element depends on the circumstances of the case. It is a 
weighing of all relevant facts and circumstances to establish the POEM.

5.1.3.6 Effective management

Under the Hoge Raad’s case law the place of effective management is in principle located 
at the place where the board of directors of a company (principal management) takes the 
key decisions as regards the company’s key activities, taking into account the nature of the 
company’s activities and its position within a group of companies. These key activities are the 
activities that the company pursues based on the company’s statutes and business objectives. 
Shareholder involvement that is in accordance with normal shareholder relations does not 
qualify as principal or effective management. Only if the board’s management duties are 
effectively exercised by someone else, the board will not perform the effective management 
of the company that is necessary to establish residency for purposes of Dutch taxation.

5.1.3.7 Domestic meaning of liable to tax, residence, domicile and place of management? 

There is no statutory definition in Dutch domestic tax law of the terms residence, domicile 
and place of management (woonplaats, verblijf, plaats van leiding) if applied to entities. 
However, case law defined the term place of (effective) management. Dutch tax law does 
not define the expression liable to tax (onderworpen aan belasting). 

5.1.3.8 Treaties

In treaties concluded by the Netherlands usually reference is made to the criteria mentioned 
in the OECD MC: domicile, residence, place of management or any other criterion of a 
similar nature (woonplaats, verblijf, plaats van leiding of enige andere soortgelijke omstandigheid). 
Of the 62 income tax treaties in Dutch included in the IBFD database, in 22 treaties a 
definition of resident is in included that is different from that in the OECD MC. The treaty 
with Ireland (1969) contains a very different treaty definition. For purposes of that treaty, 
resident in the Netherlands is “any company whose business is managed and controlled 
in the Netherlands”. In some treaties, only an additional requirement is included: place of 
registration357, place of incorporation358 (the treaty with Azerbaijan (2008) contains both), 

357 plaats van inschrijving: Albania (2004) / Ethiopia (2012) / Oman (2009) / Russia (1996) / Ukraine (1995).
358 plaats van oprichting: Argentina (1996) / Armenia (2001) / Barbados (1996) / Belarus (1996) / China (People’s Rep.) (2013) / 
Estonia (1997) / Germany (2012) / Kazakhstan (1996) / Lithuania (1999) / Panama (2010) / United Kingdom (2008) / United 
States (1992).
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place of head or main office359 and place of management and control.360 In accordance with 
the practice of Australia, the treaty with Australia (1976) for purposes of the definition 
of resident refers to the domestic concepts of resident in Australia and the Netherlands 
respectively. 

5.1.4 United Kingdom

5.1.4.1 Domestic law

5.1.4.1.1 Domestic criteria for residency

Until 15 March 1988, UK tax law omitted a statutory definition of residence. Already 
the Income Tax Act 1842 only referred to a ‘person residing in the United Kingdom’ and 
according to sections 40 and 100 of Schedule (D) of that act the word ‘person’ included a 
body corporate or company. Therefore, UK courts had to develop criteria to apply the 
statutory residence approach to incorporated companies which resulted in the concept of 
Central Management and Control (hereinafter CMC).361 

As from 15 March 1988, a company incorporated in the UK is regarded resident for purposes 
of the corporation tax.362 However, pursuant to section 18 of the Corporate Tax Act, a 
company is not considered UK resident for domestic purposes if the company is treated 
as resident in a territory outside the UK and as non-UK resident for purposes of a double 
tax treaty.363 Thus, after the introduction of the statutory incorporation rule, the concept of 
CMC is relevant in cases of non-UK incorporated companies only. The following subsections 
elaborate on the CMC-concept, starting with one of the leading cases in in this respect, the 
well-known case of De Beers.

5.1.4.2 De Beers 

In De Beers, the House of Lords decided on the place of residence of De Beers Consolidated 
Mines Limited (hereinafter ‘De Beers’), a company incorporated, registered and 
headquartered in South Africa, engaged in the exploitation of diamond mines and mining 
property. The following facts and circumstances were taken into consideration. 

• De Beers had offices in Kimberley (South Africa) and in London (UK). 
• Management and control of the company was exercised by the board of directors that 

359 plaats van hoofdkantoor: Japan (2010).
360 plaats van leiding en bestuur: Singapore (1971).
361 According to Viscount Sumner in Calcutta Jute Mills Company v. Nicholson 1 TC83, (1876) 1 Ex. D. 428, “[the Courts] felt 
bound to make the Acts work as they found them and arrived at a compromise (…)”. See also Couzin (2002), paragraph 
3.1.3.2. 
362 Pursuant to the Corporation Tax Act 2009, s 14. 
363 See further Hughes (2013), p. 24. 
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consisted of three so-called life governors364 and sixteen ordinary directors.365 Board 
meetings were held in both South Africa and the UK. The ordinary directors primarily 
attended the London meetings of the board. 

• The majority of both the life governors and the ordinary directors was resident in the 
UK whereas two of the directors who were resident in South Africa, regularly travelled 
to England. The chairman of the board, also resident in South Africa, attended 
the board meetings in London if important business decisions were to be made or 
company policy was on the agenda. A decision made by the majority of directors 
present in London could not be overruled by their South African counterparts and it 
was admitted that the South African directors in practice never overruled a measure 
decided upon in London.366 

• The total production of diamonds was sold to a syndicate of six or seven firms, 
all located in London. The agreements between De Beers and the syndicate were 
negotiated and executed in London, the negotiations and maintenance of these 
contracts being “an essential part of the business of the company”.367 The agreements 
with the syndicate inter alia contained a profit sharing arrangement with regard to 
the profits made by the syndicate on the resale of the diamonds.

• The policy of the board concerning, inter alia, the disposal of its diamonds or other 
assets and the working or development of the company’s mines and the output of the 
diamonds was determined during the London board meetings.368 

• The board of directors appointed four separate committees, two of them having solely 
a controlling function (the machinery committee and the dynamite committee). The 
other two committees, the finance and diamond committee, were entrusted an active 
role in the respective matters of the company´s activities. 

• The finance committee’s responsibility was to arrange for debt and equity financing 
of the company. The committee reported to the directors in London on a weekly basis. 

• The diamond committee was entrusted with the disposal of the diamonds to the 
syndicate under the contracts already mentioned. The committee was required to 
report to the directors in London on a weekly basis. 

• Other than the finance and diamond committee, the machinery committee and 

364 Pursuant to Article 80 of the Articles of Association, the life governors (permanent directors) ”shall be and remain a 
director until his death, resignation, or disqualification, and no resolution at any meeting or anything whatsoever, save 
death, resignation, or disqualification, shall be capable of vacating the office or effecting the removal from the board of 
directors of the said life governors or any of them.” Apart from these special arrangements as regards terms of office, there 
were no differences in responsibility and function between the life governors and ´normal´ directors.
365 According to Article 84 of the Articles of Association, at least for of the ordinary directors should be resident in the UK. 
366 Avery Jones & Hattingh (2019) established that in fact the South African directors, and in particular the chairman of the 
board, made more and more important decisions that follows from the minutes referred to. Furthermore, the involvement 
of the chairman in the decision making process, also if he was not present in London, may have been more important then 
was established by the courts. See also Maisto et al. (2018), p. 7-8. 
367 De Beers Consolidated Mines, Limited v Howe, Court of Appeal, 6 June 1905, [1905] 2 K.B. 612, p. 615. 
368 According to clause 3. of the by-laws of the company. 
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dynamite committee were not involved in the actual business activities of the 
company. The machinery committee executed in London all orders from Kimberley 
for the purchase of machinery and plant. The committee only had a controlling 
function and never initiated any investment(policy).

• The dynamite committee performed such a controlling function with regard to the 
purchase of dynamite which was initiated by the Kimberly office. 

• Furthermore, the directors in London together with the four committees initiated, 
arranged and executed the acquisition of various (South African) mining companies, 
the conversion of the company’s debentures (1894) and the increase of the company’s 
capital (1901). 

• The general accounts of the company were kept at Kimberley, though financial 
statements as regards the London activities were drawn up there. The directors in 
London exercised “a controlling influence over these accounts.”369

The House of Lords based the concept of CMC on an (assumed) analogy between the 
residence of an individual and that of a company. It was recognized that the nationality 
of a company is irrelevant in that respect. Elaborating on previous case law,370 in De Beers 
the court acknowledged that a company resides where its real business was carried on. 
According to Lord Loreburn “the real business is carried on where the central management 
and control actually abides”.371 

Applying the CMC-concept to the present case, the House of Lords unanimously held that the 
place of CMC of the company was found in the UK. Although part of the company’s business 
was located in South Africa (e.g. the day-to-day actual mining activities), according to Lord 
Loreburn, the central management and control was exercised in the director’s meetings in 
London: 

“London has always controlled the negotiation of the contracts with the diamond syndicates, has 
determined policy in the disposal of diamonds and other assets, the working and development 
of mines, the application of profits, and the appointment of directors. London has also always 
controlled matters that require to be determined by the majority of all the directors, which 
include all questions of expenditure except wages, materials, and such-like at the mines, and a 
limited sum which may be spent by the directors at Kimberley.”

Lord James Hereford also based his decision that CMC was exercised in London on the fact 
that both that principal office and the majority of the directors met there. Furthermore, 

369 De Beers Consolidated Mines, Limited v Howe, Court of Appeal, 6 June 1905, [1905] 2 K.B. 612. 
370 Calcutta Jute Mills Company v. Nicholson 1 TC83, (1876) 1 Ex. D. 428. Couzin (2002), paragraph 2.2.1. 
371 De Beers Consolidated Mines Ltd v Howe [1906] AC 455 (HL). Couzin (2002, paragraph 2.2.2.1, 2.2.2.2 and 2.2.2.3) pointed 
to the interesting fact that De Beers is not only relevant for the definition of central management and control, but also 
because of the surrounding considerations by Lord Loreburn: the residence test based on the place of incorporation 
is rejected as this could easily lead to manipulation whereas an analogy from the residence of a natural person is used 
explicitly. See also Sheridan (1988), p. 20.
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he stressed that the profits were realized within the UK, though the diamonds came from 
South Africa. Thus, to determine the place where the central management and control 
actually abides, the court focused on the place where the board of directors determined 
company policy and decided on important, strategic company issues. 

5.1.4.3 Untelrab Ltd v. McGregor 

Subsequent case law further developed and refined the CMC-concept. It established that the 
question where the “real business” of a company is carried on is a question of fact.372 It follows 
that, to determine a company’s residence, it ultimately comes down to the weighing of facts 
and circumstances. The outcome of a case therefore depends on the strength of the evidence. 

Though as a starting point the focus should be on the board of directors of a company and 
where that board makes the strategic decisions, facts and circumstances may lead to the 
conclusion that CMC is not performed by a company’s legal representatives.373 For example, 
a parent company can effectively usurp the CMC of its subsidiary, despite the fact that the 
persons performing the CMC are not legally authorized and the meetings in which the CMC 
is performed are invalid under the subsidiaries constitution.374 In Untelrab Ltd v. McGregor,375 
the Special Commissioners dealt with the issue of usurpation of the CMC by others. 

Untelrab ltd, a Jersey incorporated company, received funds that were due to its parent 
company (Unigate Inc) and invested the money in intra-group loans at the parent company’s 
request. The group’s treasury department, located at the group’s headquarters in London, 
coordinated intra-group financing. 

The board of Untelrab consisted of two Bermudian residents and met two or three times 
a year in Bermuda. The board reviewed its lending policy and decided on requests for 
loans.376 There was evidence that the two board members would have refused to carry out 
any proposal which was improper or unreasonable. The power of Untelrab’s board to refuse 

372 Unit Construction Co Ltd v Bullock [1960] AC 351 (HL).
373 Laerstate BV v HMRC [2009] UKFTT 209 (TC), at 27: “Where a company is managed by its directors in board meetings 
it will normally be where the board meetings are held. But if the management is carried out outside board meetings one 
needs to ask who was managing the company by making high level decisions and where, even where this is contrary to the 
company’s constitution.” 
374 In Bullock v Unit Constructiong Co Ltd [1960] AB 351, 38 TC 712: “The peculiar feature in the present case is that the boards 
of the African subsidiaries did not function at all at the material times even as a rubber stamp.
375 Untelrab v. McGregor [1996] STC (SCD) 1.
376 Untelrab v. McGregor [1996] STC (SCD) 1, at p. 9-10.
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approval was recognized and accepted by the parent company. The Revenue argued that the 
activities performed by Untelrab’s board were taken at direction of the parent company and 
(only) consisted of implementation of the decisions (day-to-day management). 

As regards the concept of CMC, the Special Commissioners derived from previous case law 
the following rules. 

(i) The place of residence of a company is the place “where the directors meet and transact 
their business and exercise the powers conferred upon them”. 
(ii) If the directors meet in two or more places, the focus must be on the place where the 
central management and control of the company actually abides (and not ought to abide). 
(iii) If a board of directors “would have refused to carry out an improper or unwise 
transaction” and exercised its discretionary competence, the parent company has not 
usurped control from its subsidiary although the board of the subsidiary did what is was 
told to do. If the directors were to disagree, this would point to the fact that they were in 
control themselves. 

Applying these principles to the Untelrab case, the Special Commissioners focused on 
“the picture which the whole of the evidence presents” (paragraph 78). They found that 
Untelrab’s board met in Bermuda and performed the company’s operations there. The 
directors of Untelrab “would have refused to carry out any proposal which was improper or 
unreasonable. Unigate did not control the board in the exercise of their powers” (paragraph 
79). The Special Commissioners: “We accept that Untelrab was complaisant to do the will of 
Unigate but it did actually function in giving effect to its parent’s wishes” (paragraph 80). As 
a consequence, the CMC of Untelrab was found to be in Bermuda. 

5.1.4.4 Wood v Holden 

The question what decisions of the legal representatives of a company are sufficient to 
qualify as CMC was also addressed in Wood v Holden.377 In 1995, Mr and Mrs Wood settled 
a number of different trusts, set up in the British Virgin Island. These trusts owned all 
the shares in a company called Copeswood Investments Limited (“CIL”), a British Virgin 
Islands company that acquired all the shares in a Dutch company, Eulalia Holdings BV 
(“Eulalia”). ABN AMRO Trust, a Netherlands based service provider, was appointed director 
of Eulalia.378 After the acquisition by CIL, on 23 July 1996, Eulalia acquired from CIL 49.99% 
of the shares in Ron Wood Greeting Cards Holdings Limited (“Holdings”), a UK company. 

377 Wood v Holden, [2004] STC (SCD) 416, rev’d [2005] EWHC 547, [2005] STC 789 (Ch), aff ’d [2006] EWCA Civ 26, [2006] 
STC 443 (CA).
378 Wood v. Holden, paragraph [129]. 
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Already on 21 October 1996, Eulalia sold its 49.99% shareholding in Holdings. Under 
consideration was whether both CIL and Eulalia were non-UK resident companies on the 
moment the Holdings shares were sold to Eulalia. If they were both non-UK resident, CIL’s 
disposal to Eulalia would not lead to the recognition of a taxable gain under UK domestic 
tax law. The Court of Appeal first set out the rule to be applied (27): 

“In seeking to determine where “central management and control” of a company incorporated 
outside the United Kingdom lies, it is essential to recognise the distinction between cases 
where management and control of the company is exercised through its own constitutional 
organs (the board of directors or the general meeting) and cases where the functions of those 
constitutional organs are “usurped” - in the sense that management and control is exercised 
independently of, or without regard to, those constitutional organs. And, in cases which fall 
within the former class, it is essential to recognise the distinction (in concept, at least) between 
the role of an “outsider” in proposing, advising and influencing the decisions which the 
constitutional organs take in fulfilling their functions and the role of an outsider who dictates 
the decisions which are to be taken. In that context an “outsider” is a person who is not, himself, 
a participant in the formal process (a board meeting or a general meeting) through which the 
relevant constitutional organ fulfils its function.”

Thus, the Court of Appeal distinguished between the case in which there is involvement 
of the constitutional organs (board of directors or general meeting) in the management 
of the company and the case in which such involvement is absent. In the latter case, the 
CMC is usurped by others. In the former case, the CMC in principle is exercised by the 
relevant constitutional organ, even if a person or persons, not participating in the meetings 
of the board or the general meeting, make proposals, advice or influence the constitutional 
organs. Only if such persons dictate the decisions to be taken, CMC is not exercised by the 
relevant constitutional organ. 
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Applying this rule, the Court of Appeal held that Eulalia was resident in the Netherlands. 
For Chadwick LJ, two factual findings lead to that conclusion (paragraph 40). First, the 
directors were not by-passed nor did they stand aside at the time of acquisition of the 
Holdings shares. Their representatives signed or executed the documents. Secondly, 
from the fact that ABN AMRO (the managing director of Eulalia) signed and executed the 
documents with regard to the sale of the Holdings shares, it could be be derived that the 
director in fact decided to sell (paragraph 40). Staughton J, concurring with Chadwick LJ’s 
decision, also held that the director of Eulalia conducted the transaction: “AA Trust might 
have had every incentive to carry it out; but it had the right to refuse if it wished, and had 
the power to do so. In my judgment Eulalia was and remained in the Netherlands, and was 
not resident in the United Kingdom. I would dismiss the appeal.” 

It is stated that Wood v. Holden offers helpful guidance for future cases in which shareholder 
involvement and influence of external advisors make it difficult to determine the place 
of CMC.379 However, in my view it still is difficult to determine the boundaries between 
usurpation of the boards’ activities, management through ‘rubber stamping’ and actual 
management through well-informed and well equipped board members. When does an 
outsider dictate the decisions which are to be taken? Furthermore, it has been stated – and 
not without solid ground in my view – that the relatively low threshold for CMC applied in 
Wood v. Holden may be explained by the specific facts of the case because the activities of the 
board were limited to two rather straightforward transaction: the acquisition and sale of 
the Holdings shares.380 What if the activities in which the company is involved would have 
been more comprehensive? 

The First-tier Tribunal had to deal with this borderline between management through rubber 
stamping and genuine management by the board in Learstate. The tribunal, referring to Wood 
v. Holden, acknowledged that “(t)he borderline is between the directors making the decision 
and not making any decision at all”.381 Apparently, the tribunal equated ‘rubber stamping’ 
with making no decision at all, or, as the tribunal also put it, with acting ‘mindlessly’. The 
tribunal held it relevant whether the directors “have the absolute minimum amount of 
information that a person would need to have in order to be able to make a decision at all on 
whether to agree to follow the shareholder’s wishes or to decide not to sign (…)”.382 Without 
such an absolute minimum amount of information, any action by the board is management 
through rubber stamping, if I understand the tribunal’s reasoning correctly. 

379 Hji Panayi (2009), p. 835. 
380 Hughes (2013), p. 76. 
381 Referred to by Oliver as the ‘clockwork analogy’: “The subsidiary is likened to a toy car which, once wound up by the 
parent, set down on the floor, and pointed in a particular direction, will run and run along that path until it crashes into an 
obstacle or until the spring has wound down.” Oliver (1996), p. 505. 
382 Laerstate BV v HMRC [2009] UKFTT 209 (TC), at 35. See for a detailed review of the case Hughes (2010) and (2013), p. 87 
et seq. 
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It is questioned whether the tribunal’s considerations are in line with the references quoted 
because Wood v. Holden did not refer to any minimum level of information to be available 
at the company’s level.383 However, in my view the tribunal’s decision should be read as a 
further refinement and explanation of the Wood v. Holden threshold. Without a minimum 
level of information, one cannot decide on its own. In such a case, any decision in accordance 
with the advice or upon request of others, is rubber stamping. I have a preference for the 
latter interpretation. Without information, a board cannot make up its own mind. Though 
formally entitled to refuse taking the requested decision, such a refusal would not be based 
on any consideration as regards the effects of the decision. Following the advice or acting 
upon the request in such a case in my view is to be qualified as rubber stamping. 

From the case law on CMC, it follows that CMC in principle is exercised by the constitutional 
organ of the company that takes the company’s strategic decisions (e.g. the adoption of a 
company’s fundamental policies384). This organ is usually the board of directors. The place 
of CMC is where the board of directors usually performs this function. If CMC is usurped 
by others who effectively perform the CMC, the activities of the board of directors are not 
determinative. 

5.1.4.5 Domestic meaning of liable to tax, residence, domicile and place of management? 

There is no statutory definition in UK domestic tax law of the terms ‘residence’, ‘domicile’ 
and ‘place of management’. However, case law developed the concept of CMC, a legal 
concept equivalent to ‘place of management’ as meant in Article 4(1) OECD MC. UK tax law 
does not define the expression ‘liable to tax’. From case law is also to be derived that the 
expression ‘domicile’ can be applied to companies. A company is domiciled in a country if it 
is incorporated under the laws of that country.385

5.1.4.6 Treaties

From the 133 reviewed United Kingdom treaties it appears that the UK in 52 (more recent) 
treaties included the place of incorporation criterion in the definition of resident.386 21 pre-
OECD MC treaties have a completely different residence definition, irrelevant for purposes 

383 Hughes stated that “while lip service is being paid to the previous judgments, the reality is that the tribunal is attempting 
to move the goal posts by effectively raising the minimum information bar. It remains to be seen whether higher courts will 
endorse this tougher approach.” Hughes (2013), p. 98.
384 Schwarz (2016), p. 203. 
385 See also 5.5.2.9. 
386 Albania (2013) / Argentina (1996) / Armenia (2011) / Azerbaijan (1994) / Bahrain (2010) / Barbados (2012) / Belgium (1987) 
/ Botswana (2005) / Bulgaria (2015) / Canada (1987) / Cayman Islands (2009) / Chile (2003) / China (People’s Rep.) / Croatia 
(2015) / Estonia (1994) / Ethiopia (2011) / Falkland Islands (1997) / Faroe Islands (2007) / France (2008) / Georgia (2004) / 
Germany (2010) / Hong Kong (2010) / Hungary (2011) / Iceland (2013) / India (1993, protocol 2012) / Jordan (2001) / Korea 
(1996) / Kosovo (2015) / Kuwait (1999) / Latvia (1996) / Libya (2008) / Liechtenstein (2012) / Lithuania (2001) / Macedonia 
(2006) / Mongolia (1996) / Netherlands (2008) / Nigeria (1987) / Norway (2013) / Oman (1998) / Panama (2013) / Poland (2006) 
/ Quatar (2009) / Saudi Arabia (2007) / Singapore (1997) / Slovenia (2007) / Spain (2013) / South Africa (2002) / Sweden (2015) 
/ Switzerland (2011) / Taiwan (2002) / Thailand (1981) / Venezuela (1996) / Uzbekistan (1993) / United States (2001) / Zambia 
(2014).
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of the present study given its focus on Article 4 OECD MC.387 

Under four treaties, a person is resident of the UK “if the person is a resident of the United 
Kingdom for the purposes of United Kingdom tax.”388 In some treaties another additional 
criterion is included: the place of head or main office389, the place of registration390 and the 
registered office.391 

5.1.5 United States

5.1.5.1 Domestic law

5.1.5.1.1 Domestic criteria for residency

The US employs an incorporation system for corporate tax purposes. Thus, there is no 
statutory reference to residence of a company. US domestic tax law makes a distinction 
between domestic and foreign corporations. Pursuant to the Internal Revenue Code § 
7701(a)(4), a domestic corporation is any corporation “created or organized in the United 
States or under the law of the United States or of any State.” All corporations that are not 
domestic corporations qualify as foreign. 

5.1.5.1.2 Domestic meaning of liable to tax, residence, domicile and place of management? 

There is no definition in US domestic tax law of the terms residence, domicile and place of 
management nor of the expression liable to tax.

5.1.5.2 Treaties

The United States generally included in its treaty definition of residence the criteria domicile, 
residence, citizenship, place of management and place of incorporation. Of the 43 treaties 
concluded by the US that have been reviewed for purposes of this subsection, only four 
have a deviating definition. In these treaties the term ‘resident’ referred to “a United States 
corporation” (or company) and to “any person resident in the United States for purpose of 
its tax”.392 In for example the treaty with Poland, a United States corporation is defined 
as “a corporation, or any unincorporated entity treated as a United States corporation for 
purposes of United States tax, which is created or organized under the laws of the United 
States or any state thereof or the District of Columbia.”

387 Belize (1947)/ British Virgin Islands / Brunei (1950) / Guernsey (1952) / Greece (1953) / Grenada (1949) / Isle of Man (1955) / 
Israel (1962) / Jersey (1952) / Kiribati (1950) / Malawi (1955) / Montserat (1947) / Myanmar (1950) / Namibia (1962) / Sierra Leone 
(1947) / Solomon Islands (1950) / St. Christopher (Kitts) and Nevis (1947) / Tuvalu (1950). See on the HMRC interpretation of 
the residence article in these treaties Avery Jones (2016). 
388 Australia (2003) / Jamaica (1973) / Malaysia (1996) / New Zealand (1983). 
389 Japan (2006). 
390 Moldavia (2007) / Tajikistan (2014) / Ukraine (1993).
391 Turkey (1986).
392 Cyprus (1984) / Norway (1971) / Romania (1973) / Poland (1974).
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5.1.6 Conclusion

This section seeks to: 
i) establish the meaning under the tax law of France, Germany, the Netherlands, the UK 
and the US of the terms used in Article 4(1) that are undefined in the OECD MC: liable to tax, 
domicile, residence and place of management;
ii) assess whether the criteria for residency used in the domestic tax law, concur with the 
criteria mentioned in Article 4(1) OECD MC and with the criteria referred to in the DTCs 
entered into by these states.

Regarding the first objective is to be concluded that from the domestic tax law of four states 
reviewed in this section, a legal concept can be derived equal or similar to that of the place 
of management as meant in Article 4(1). These domestic tax law concepts, in my view is also 
used in a comparable context as the treaty term place of management, though it may be 
argued that the context is not comparable because the treaty term is relevant in establishing 
the personal scope of the treaty (Article 1 OECD MC) which by its very nature is not the 
function of the terms used in domestic tax law. However, in conjunction with Article 1 
OECD MC, Article 4 assures that only persons for which one or both of the contracting states 
have assumed taxing jurisdiction, have access to treaty benefits (section 4.5). Therefore, in 
my view the domestic tax law terms are used in a comparable context. The other undefined 
terms of Article 4(1) are not defined in the domestic tax law of these states. 

The second objective was to assess the domestic concepts resulting in residence-based 
taxation. In order to establish a link with domestic tax law and provide certainty as to which 
persons qualify as resident under a treaty, these domestic concepts should be referred to in 
the tax treaties to which these countries are parties. It follows that a deviation in Article 4(1) 
from the criteria used domestically may lead to interpretative issues. In the absence of the 
same criteria in domestic law the contracting states have to rely the expression ‘any criterion 
of a similar nature’. The US, using domestically the place of incorporation requirement, by 
referring to the place of incorporation in its treaties, establishes this envisaged link. This 
also generally applies to Germany, using in the vast majority of its treaties the expressions 
‘Geschäftsleitung’ and ‘Sitz’ which are also used domestically. The slight deviations from 
these expressions used in some German treaties should in my view not give rise to major 
interpretative problems. With regard to the place of incorporation criterion, used in some 
(more recent) treaties entered into by both the Netherlands and the UK, there is also a link 
with the domestic law of these countries. Furthermore, the treaty expressions ‘place of 
management’ (in UK treaties) and ‘plaats van leiding’ (used by the Netherlands) establish a link 
with the respective tax systems through the meaning of these terms established in case law. 

However, in various treaties entered into by France, Germany, the Netherlands, the UK 
and the US Article 4(1) does not (literally) refer to (all) the domestic concepts. This especially 
applies to treaties entered into by France. Given the absence of a statutory definition of 
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residence as a result of the French territorial taxation system, the use of the criteria 
mentioned in the OECD MC cannot establish the (envisaged) direct link. In such cases 
the provision of Article 4(1) OECD MC has been insufficiently modified to the specific 
circumstances.393 Countries seem to just include in their treaty provisions a translation of 
the criteria mentioned in Article 4(1) OECD MC, thus relying on either the indeterminate 
character of the terms domicile, residence or place of management or on the broad rest 
category. Such an approach may give rise to interpretative issues and uncertainty which in 
my view could easily be avoided. 

5.2 Whether the context requires another meaning

For the present study, the interpretation of Article 4(1) is divided in three stages: 

i)  establishing the domestic law meaning of the term; 
ii)  if a domestic law meaning is established: determining whether the context requires 

another meaning; and 
iii) it no domestic law meaning is established or if the context requires another meaning: 

establishing the meaning of the term according to the Articles 31 and 32 VCLT. 

In 5.1.6 the conclusion was reached that from the domestic tax law of France, Germany, the 
Netherlands and the UK a meaning of the expression place of management can be derived. 
Therefore, the present section assesses whether under the second stage of the interpretation 
process, the context requires another meaning. I will explore this question via the following 
example. 

Suppose that the CMC of company A is in the UK and day-to-day management is in a third 
state. Under the domestic tax law of the UK, A is resident for purposes of the UK corporation 
tax. A has a 100% subsidiary B, resident in Germany for purposes of German domestic tax 
law (based on its place of day-to-day management). CMC of B is in a third state. 

393 Couzin (2002, paragraph 3.1.3.6) acknowledged that the connecting factor are in general “rather slavishly adopted”. 
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B pays dividends to A, subject to 30% dividend withholding tax. Under Article 10(1) of the 
Germany-UK DTC,394 ‘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’. Thus, 
the UK may tax the dividends, if A is resident of the UK under the DTC and B is resident of 
Germany under the DTC. A is resident of the UK if it is, under the laws of the UK, liable to 
tax by reason of its place of management. Pursuant to German domestic law, the expression 
place of management refers to day-to-day management. Following this interpretation, A 
is not a resident of the UK and Germany is not limited by Article 10(1) nor by Article 21 (the 
‘other income provision’) in taxing the dividends. 

Under Article 10(2) of the Germany-UK DTC, dividends paid by a company which is a 
resident of Germany may also be taxed in Germany if certain conditions are met. If the 
equivalent of Article 23 OECD MC would be included in the treaty, the UK should credit the 
tax paid in Germany. However, pursuant to Article 3(2), from the perspective of the UK, 
the expression place of management refers to CMC. Following this interpretation, B is not 
a resident of Germany and the UK is not entitled pursuant to the tax treaty in question to 
credit the tax that Germany may levy under Article 10(2). 

It is to be considered whether in this example, the context requires the use of another 
meaning of the expression place of management. I find that another meaning should be 
used indeed. This follows from the wording of the provision (the ordinary meaning of the 
expression ‘under the laws of that state’) and the purpose of the treaty. To assess whether 
a person is resident of a state, the provision refers to the laws of that state.395 Under the 
above example, company A is resident of the UK for treaty purposes, if A is – under the 
laws of the UK – liable to tax by reason of, inter alia, its place of management. In my view, it 
would contrary to the context of the term ‘laws’ to use the German law meaning of place of 
management to assess whether under the laws of the UK A is liable to tax.396 

Secondly, the purpose of the treaty is better served if the German law meaning is not 
used to determine whether A is UK resident under the treaty. As a consequence of using 
the German domestic meaning of place of management, double taxation is not avoided. 
This conclusion is not in accordance with the object and purpose of Article 10: both A and 
B under their domestic law assumed tax jurisdiction as regards the dividends received by 
X, and this overlapping jurisdiction is not solved. The distributive rules of the OECD MC 
are the means by which the issue of double taxation is dealt with: a division of taxation 

394 The European Parent Subdiary Directive is not taken into consideration. 
395 Widrig (2009), p. 275; Sepúlveda (2016), p. 34. 
396 Also Snoei (2018, p. 92) pointed to the effect of the interpretation in accordance with domestic law, which as he stated 
“could make an OECD MTC based treaty largely inoperative in the situation where the other State solely imposes residence 
taxation on companies by reason of their incorporation, while the State of source does not”.
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rights in cases of overlapping, competing, jurisdictional claims.397 The object and purpose 
of Article 4(1) itself is to assure proper functioning of these allocation rules of the OECD 
MC. It is contrary to this object and purpose to use the domestic concepts of residence in 
one state, to assess whether a person is a resident of the other state for purposes of a DTC. 
There is another argument that substantiates this conclusion because the terms of Article 
4 may not be “undefined terms” as meant in Article 3(2).398 The parties to the treaty have 
included a comprehensive definition of resident. Therefore it can be questioned whether 
they intended for domestic law definitions to have any influence on the treaty concept of 
resident. Thus, in my view this example establishes that the context requires that another 
meaning shall be given to the expression place of management if the domestic meanings of 
the expression deviate. The following sections shall establish that other meaning.

5.3 Any person

Article 4(1) refers to “any person”. It is beyond the scope of this study to examine the question 
on interpretation and application of the term person as it is defined in Article 3(1)(a) OECD 
MC: “For the purposes of this convention, unless the context otherwise requires, the term 
“person” includes an individual, a company and any other body of persons”. 

For purposes of this study, the term entity refers to all persons as mentioned in Article 3(1)
(a) of the OECD Model Convention excluding individuals, irrespective how such a entity is 
treated under the domestic law of the contracting states. Whether the definition of resident 
in Article 4(1) should entail a reference to ‘person’, will be dealt with in 8.1. 

5.4 Laws

5.4.1 ‘Laws’as the whole body of domestic law that determines residency 

For purposes of Article 4(1) a person can only be a resident of a state, if that person is liable 
to tax under the laws of that State. From the perspective of civil law states, the expression 
‘under the laws of that State’ may indicate that solely the domestic legislation399 of the 

397 E.g. the Commentary on Article 1 OECD MC provides: “17. Whilst some provisions of the Convention (e.g. Articles 23 A 
and 23 B) are clearly intended to affect how a Contracting State taxes its own residents, the object of the majority of the 
provisions of the Convention is to restrict the right of a Contracting State to tax the residents of the other Contracting State. 
In some limited cases, however, it has been argued that some provisions could be interpreted as limiting a Contracting 
State’s right to tax its own residents in cases where this was not intended (see, for example, paragraph 81 below, which 
addresses the case of controlled foreign company provisions). See, for example, Ward (2008), p. 3, who considered the 
allocation of taxation rights between the state of residence and the source state the principal purpose of a tax treaty. 
398 Couzin (2002), paragraph 3.1.3. 
399 This concurs with the French version of Article 4(1), using the expression ‘la législation’ which is different from the more 
comprehensive term ‘le droit’. However, Avery Jones & Pötgens (2018, p. 471) acknowledged that the distinction between law 
and legislation is not relevant from the perspective of common law. 
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relevant country – meaning the whole body of enacted laws – is relevant with regard to 
the question whether a person is liable to tax in the sense of Article 4(1).400 It follows that 
regulations issued by authorities other than the legislator, cannot be regarded as ‘laws’.401 
However, when interpreting the term ‘laws’, account should be taken of the legal system of 
the relevant contracting state. A too strict, textual interpretation of ‘laws’ would mean that, 
for example, under a common law system case law would not be relevant for the purposes of 
Article 4(1).402 Such an approach would not be accordance with the fact a distinction between 
law and laws is not made in the English language and seems to me to be contrary to the object 
and purpose of the provision, namely to link up with the citizenship in accordance with the 
national law of the contracting states (see 4.5). Thus, the term ‘laws’ refers to that part of 
national law that determines who is regarded as resident for the purposes of taxation.

In principle, treaties also do not qualify as laws in the above mentioned sense. However, 
the manner in which the domestic and the international legal orders interact depends upon 
the domestic legal system. The theories that describe the two most disparate positions in 
this respect are referred to as monism and dualism.403 DTCs entered into by states that 
follow the monist approach, have direct effect on the domestic tax system of these states. 
Under the theory of dualism, DTCs have not such a direct effect until certain (additional) 
legislative action has been performed. These different systems may cause differences in 
the effect of obligations arising from international law for purposes of the application of 
Article 4(1). It could be argued that under dualist systems, international legal obligations 
need to be taken into account when determining the residency under a tax treaty, as these 
obligations have effect in the domestic sphere through (domestic) legislation. The question 
is whether such legislation should be regarded as ‘laws’ as mentioned in Article 4(1). Based 
on a purely linguistic reading, the answer is affirmative. This conclusion cannot be drawn 
under a monist system. To achieve internal effect of international legal obligations, no 
(additional) legislation is required. Thus, such obligations cannot be taken into account 
when determining what follows from ‘the laws’ of a state.404 

5.4.2 Context: use of ‘laws’ in other OECD MC provisions

Various provisions of the OECD MC use the term ‘laws’. These various articles serve 
different purposes, but all references to the laws of a certain state establish a link with the 
legal system of the countries involved, in order to ascertain a proper functioning of the 
treaty. Some provisions use the term ‘laws’ to establish a link with the (tax) legislation of 

400 The 1963 OECD Draft MC referred to the “law of that State”. For a discussion of the consequences for interpretational 
purposes of the difference between law and laws, see Pijl (2012), p. 21 et seq. 
401 See, inter alia, Van Raad & De Hosson (1980a, paragraph 3.2.2), who called this the ‘generally accepted view’. 
402 Brosens (2018), p. 104. 
403 See for a comparison of the theories used in Canada, China, France, Germany, India, Japan, The Netherlands, Spain, the 
United Kingdom and the United States, Sachdeva (2013), p. 180 et seq. 
404 Pijl (2012), p. 25. 
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a contracting state in which substantive tax rules are laid down. In this sense, there are 
similarities with the use in Article 4(1). For example, Article 2(4) OECD MC, defining the 
taxes to which the treaty applies, refers to the ‘taxation laws’ of the contracting states: “The 
competent authorities of the Contracting States shall notify each other of any significant 
changes that have been made in their taxation laws.” The articles on dividends, interest and 
royalties (respectively 10, 11 and 12) also refer to the laws of a Contracting State. Given the 
object and purpose of these provisions, these references necessarily relate to substantive 
provisions. For example Article 10(2) reads: “However, dividends paid by a company which 
is a resident of a Contracting State may also be taxed that State according to the laws of 
that State (…).” The need to link with substantive tax legislation is furthermore apparent 
from the objective of the exchange of information clause in Article 26: the prevention of the 
evasion of taxes. Therefore, the reference to ‘the domestic laws concerning taxes of every 
kind’ also establishes a link with substantive tax legislation.405 

Two provisions in the OECD MC use both ‘law’ and ‘laws’: Article 3(2) and Article 27(4). The 
interpretation rule of Article 3(2) refers to ‘the law of that State’, the ‘applicable tax laws of that 
State’ and ‘other laws of that State’. In my view, from this wording it is clear that ‘laws’ refers 
to legislation. Paragraph 11 of the Commentary on Article 3(2) also uses the term ‘legislation’. 

Article 27(4) refers to the law of a state in its first sentence. The second sentence of that 
provision refers to the laws of the other State. Article 27 deals with the assistance in the 
collection of taxes. Given the nature of this subject, the ‘law’ in the first sentence in my 
opinion can only be a reference to domestic law or legislation. International law will not 
provide states the authority to take measures of conservancy. Such authority will – and 
must – be based on domestic laws. 

From the above it can be concluded that an interpretation of ‘laws’ in Article 4(1), as meaning 
the (substantive) domestic legislation concurs with the use of the same term in other 
provisions of the OECD MC. 

5.4.3 Context: Commentary on Article 4(1)

The reading of the terms ‘laws’ as referring to the domestic (substantive tax) legislation also 
concurs with the use of the term in the Commentary on Article 4(1). Reference is made to for 
example ‘the domestic laws of the Contracting States’ (paragraph 4), ‘the taxation laws of a 
State’ (paragraph 8), ‘the domestic laws’ (paragraph 8.1) and ‘the tax laws of a Contracting 
State’ (8.6). Paragraph 8.2 however refers to ‘that State’s tax law’, which may cover more 
sources of law than tax legislation only. 

405 The term ‘law’ in the OECD MC does not establish a link with the substantive tax legislation but more generally refers 
to domestic law. For example, in Article 6(1), dealing with income from immovable property, for definition purposes is 
referred to ‘the law of the Contracting State in which the property in question is situated’. Also Article 28, dealing with the 
position of diplomats and consular personnel, contains the word ‘law’, through with the adjective ‘international’. Hence, it 
may be regarded the most clear link with that part of law which it should be connected with.
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5.4.4 Conclusion

The term ‘laws’ refers to (domestic) legislation and case law, that part of the domestic law 
that deals with the issue of residence for purposes of taxation. This view concurs with the 
ordinary use of the term in the English language and with the use of the term ‘laws’ in the 
OECD MC as a whole and the Commentary on Article 4(1). In dualist states, obligations from 
international law have effect in the domestic sphere through (domestic) legislation. However, 
from the context of the term and its object and purpose it can be derived that legislation by 
which a state integrates its international legal obligations in its domestic legal order, is not 
covered by the term ‘laws’. Such legislation is not equal to the substantive legislative products 
that are based on a state’s jurisdiction to tax (the former is of a purely procedural nature). 

5.5 Liable to tax

This section analyses the term ‘liable to tax’. Concerning that expression, section 5.1.6 
established that no meaning can be derived from the domestic tax law of France, Germany, 
the Netherlands, the UK and the US. Therefore, the meaning of the term should be 
established by means of the methods referred to in the Articles 31 and 32 VCLT. As explained 
in section 3.2.2, the present section uses the everyday meaning of the expression ‘liable to 
tax’ (to be derived from the lexicon) as a starting point to establish its ordinary meaning as 
meant in Article 31(1) VCLT(section 5.5.1). Secondly, the context of the term will be taken 
into account. What is the impact of the wording following the term ‘liable to tax’: “by reason 
of residence, domicile, place of management and any other criterion of a similar nature” 
(section 5.5.2)?

Section 5.5.3 deals with the question whether obligations of a state arising from international 
law (e.g. tax treaties) have any impact on the liability to tax requirement of Article 4(1) of 
an entity that is resident under the domestic tax laws of that state. Section 5.5.4 assesses 
the impact of the domestic tax legislation on the liability tax of an entity. The question is 
whether ‘liable to tax’ refers to an actual or effective tax liability. This is especially relevant 
for the treaty position of wholly or partly tax exempted entities. The two options discussed 
will be referred to as (i) a formal tax liability (or formally liable to tax) and (ii) an effective 
tax liability (or effectively liable to tax). In section 5.5.5 the meaning of the term ‘tax’ will be 
assessed and section 5.5.6 provides conclusions. 

5.5.1 Meaning of ‘liable to tax’

This section establishes the (ordinary) meaning of the term ‘liable to tax’ as it is used in everyday 
language. The Oxford English Dictionary defines ‘liable to’ as “legally subject or amendable to” 
and “exposed or subject to or likely to suffer from (something prejudicial)”. From this definition 
it is to be derived that the expression ‘liable to tax’ refers to an abstract, formal liability to tax. As 

LIABLE TO TAX 5.5



128

such, the expression has a broader meaning than the term ‘subject to tax’.406 

However, following the definition in the OED I find that it cannot be excluded that the 
expression can also point to a more effective form of liability to tax.407 Especially the use of 
the term ‘subject to’ in the OED’s definition raises doubts as to the question whether or not 
there is only one everyday meaning. The same conclusion is to be based on the definition in 
Black’s Law Dictionary which reads: “1. Responsible or answerable in law; legally obligated. 
2. (Of a person) subject to or likely to incur (a fine, penalty, etc.).” Thus, from a plain reading 
of the expression ‘liable to tax’ I am of the opinion that no unequivocal (ordinary) meaning 
can be derived. In order to establish the meaning of the term, the context of the term (the 
use of the term within DTCs as part of the international tax law) and its object and purpose 
will be decisive. 

5.5.2 Liable to tax ‘by reason of’

Under Article 4(1), the liability to tax required to obtain treaty access must be derived (“by 
reason of”) from a person’s domicile, residence, place of management or any other criterion 
of a similar nature. Thus, there must be some sort of causal connection between (a certain) 
liability to tax and the criteria listed or a criterion of a similar nature.408 The subsequent sections 
deal with the meaning of the words domicile (section 5.5.2.1), residence (section 5.5.2.2) and 
place of management (section 5.5.2.3). Section 5.5.2.4 assesses the expression ‘any criterion 
of a similar nature’. After drawing a preliminary conclusion (section 5.5.2.8), case law on the 
topic will be assessed (section 5.5.2.9). Section 5.5.2.10 provides the final conclusions. 

5.5.2.1 Domicile

The Oxford English Dictionary defines ‘domicile’ as “(t)he place where one has his home or 
permanent residence, to which, if absent, he has the intention of returning.” This definition 
refers to the situation of a natural person. However, under common law, the state of 
incorporation is also regarded the state of domicile of a company.409 

406 Burgers (2005), p. 48. De Graaf & Pötgens (2011), p. 172, acknowledged a difference between the linguistic meaning of 
the words ‘liable to tax’ and ‘subject to tax’ and concluded that ‘liable to tax’ “refers simply to an abstract liability to tax on 
a person’s worldwide income”.
407 This twofold meaning of the expression is also recognized in literature. Couzin (2002, p. 106 – 107), for example, 
concluded that “the primary definition of “liable” in the Oxford English Dictionary (OED), derived from legal usage, refers 
to the circumstance in which a person is bound or obliged by law or equity, is “legally subject or amenable to”. ( ... ) That 
would suggest a meaning more in the nature of actual than potential liability. The OED also, however, defines “liable” as 
“exposed or subject to, or likely to suffer from (something prejudicial)”. Avery Jones (2013a, p. 10) concluded that“(a)s a 
matter of ordinary use of language” the terms liable to and subject mean the same: “The Oxford English Dictionary defines 
each in terms of the other. As a meaning of liable to it includes: “legally subject to” and “exposed or subject to or likely to 
suffer from (something prejudicial)”; and as a meaning of subject to it includes “prone to or liable to suffer from something 
damaging, deleterious, or disadvantageous.” See also Grilli (2004), p. 884.
408 Also Couzin (2002), paragraph 3.1.2; Sepúlveda (2016), p. 51. 
409 Gasque v IRC [1940] 23 TC 210 with reference to Berger & Engel Brewing Company v Dreyfus [1898] 70 American State Reports 
251. See also Couzin (2002), paragraph 3.1.3.1; Avery Jones a.o. (2006), p. 708, footnote 69 and p. 716; Oliver (1996), p. 12; 
Davies (2005), p. 13. 
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However, incorporation is not the ordinary meaning of the words used as a translation 
of ‘domicile’ in DTCs of, for example, Germany and the Netherlands. The German and 
Dutch expressions used as equivalent of domicile (ständigen Aufenthalts and verblijf) refer to 
the place of abode of an individual. Thus, the conclusion on the meaning of domicile and 
particularly on the question whether incorporation in a certain country leads to a place of 
domicile therein differs and depends on the legal tradition of the particular state.410 

5.5.2.2 Residence

The place of residence is in the country where an individual lives, his permanent or usual 
dwelling place (Oxford English Dictionary). As a legal entity by its very (legal) nature 
cannot live or reside in this sense, the residence concept seems unfit to cover such persons. 
However, the place of residence of a company may be legally deemed to be in a country, for 
example if it is incorporated under the laws of that country.411 The wording of Article 4(1) 
does not necessarily lead to the conclusion that a deemed residence is not covered.412 That 
conclusion concurs with the function the criteria play within Article 4(1). The criteria refer 
to the basic principles of residence-based taxation generally agreed on between countries: 
taxation based on territoriality and personality. What counts is the personal attachment to 
a state. Hence, the criteria mentioned may be treated as a catalogue of generally accepted 
principles for residence-based taxation. This is confirmed by the Commentary on Article 
4(1). Paragraph 4 of the Commentary unconditionally refers to domestic law. Paragraph 8 
even refers to cases where a person is deemed to be a resident of a contracting state.413 Hence, 
any criterion that leads to a deemed residence in a certain state, establishes residence for 
treaty purposes.414 

In that way the term ‘residence’ functions as an overarching term. It covers all instances 
that are used to establish taxation on worldwide income through a deemed residence. This 
raises questions as to the possibly unlimited character of such a deeming rule. For example, 
should a company that is deemed to have its residence in state A under the laws of that state 
410 Widrig (2009), p. 276. 
411 Couzin pointed to the fact that the UK courts, in establishing the CMC-doctrine, referred to the residence of an 
individual and applied – by analogy – the residence concept to companies. He noted: “Courts could have based corporate 
residence on where the company was formed and organized. (…) Therefore, although achieved through a deeming rule, 
place of incorporation may be a reasonable meaning of “residence” as applied to an incorporated entity.” Couzin (2002), 
paragraph 3.1.3.2. 
412 Van Raad (1988b), p. 241. 
413 Only history may provide a valid argument to reject a ‘controversial’ criterion as relevant for purposes of Article 4(1). 
It should be noted that the criteria listed in Article 4(1) have been derived from the domestic tax systems of the various 
member states of the OECD/OEEC at the time of drafting the 1963 draft model. See Couzin (2002), paragraph 3.1.3. The 
criteria refer to the basic principles of residence-based taxation generally agreed on between countries: taxation based 
on territoriality and personality. What counts is the personal attachment to a state. Hence, the criteria mentioned may 
be treated as a catalogue of generally accepted principles for residence-based taxation, maybe even reflecting customary 
international tax law. Whether the criteria mentioned can indeed be regarded such a catalogue cannot conclusively be 
derived from the provisions’ wording and context.
414 I agree with Pötgens (2018, paragraph 3.2.4.B.b) that such an approach is implied in the decision of the Netherlands Hoge 
Raad of 8 January 1986, no. 23 031, BNB 1986/127. 
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because a majority shareholder is resident there, also be regarded resident in that state under 
Article 4(1)? Couzin acknowledged that such extension of the meaning of ‘resident’ could 
be controversial and therefore concluded to ‘the need for implicit limitations on domestic 
reflections of residence’.415 The question then evidently is, whether such implicit limitations 
can be read into the current wording of Article 4(1). Based on a strict linguistic interpretation 
of Article 4(1), one can hardly come to the exclusion of a person as resident under the treaty 
if that person is deemed to have its residence in one of the contracting states, irrespective 
the grounds of that residence. However, in my view, an interpretation (or application) in 
good faith limits the scope of the term residence.416 The criteria listed in Article 4(1) have been 
derived from the domestic tax systems of the various member states of the OECD/OEEC at 
the time of drafting the 1963 draft model (section 2.2.1).417 As already noted, they refer to the 
basic principles of residence-based taxation generally agreed on between countries: taxation 
based on territoriality (e.g. place of management) and personality (e.g. nationality). What 
counts is the personal attachment to a state. The provision lists examples of generally accepted 
principles for residence-based taxation. In my view it would be contrary to the principle of 
good faith to introduce a random criterion (“red hair and blue eyes of the chairman of the 
board of directors”) establishing a ´deemed´ residence and based on this rule consider an 
entity resident for purposes of a tax treaty. The use of such a random criterion to establish 
jurisdiction to tax seems to be in breach with international law.418 I do not consider the place 
of incorporation as such a random criterion as it is a generally accepted principle to establish 
taxation on worldwide income (see also section 7.2). 

5.5.2.3 Place of management

On the meaning of the expression ‘place of management’, the wording of the provision, 
its context and the OECD Commentary do not provide any guidance as to what form of 
management is meant.419 Under the domestic systems in the respective countries the term 
is interpreted differently (section 5.1.6).420 Obviously, such different approaches could 
result in double residency for treaty purposes for which Article 4(3) is to provide a solution.

5.5.2.4 Criteria of a similar nature

The enumeration of the connecting factors mentioned in Article 4(1) is not exhaustive. Any 
criterion with a nature similar to residence, domicile and place of management will also lead 
to tax liability in the sense of the first sentence of Article 4(1). According to the Oxford English 
Dictionary ‘similar’ means “of the same substance or structure throughout” whereas ‘nature’ as 
used in the provision, should be understood as referring to “innate character; (…) the inherent 
415 Couzin (2002), paragraph 3.1.3.2.
416 Couzin (2002), paragraph 3.1.3.
417 Sepúlveda (2016), p. 53. 
418 Van Raad & De Hosson (1980b, paragraph 5). 
419 The statements in the OECD Commentary on the expression in Article 5(2)(a) in my view have no interpretative value 
with regard to Article 4(1) given the provisions’ different purposes. See also Widrig (2009), p. 276 and De Boer (2009), p. 573. 
420 Widrig (2009), p. 276. 

LIABLE TO TAX5.5



131 

or essential quality or constitution of a thing; the inherent and inseparable combination of 
properties giving any object, event, quality, emotion, etc., its fundamental character.” Thus 
the question being what is the innate character that the criteria domicile, residence and place 
of management share. Is, for example, the law of incorporation criterion of a similar nature 
as the criteria mentioned?421 This question is especially important if the contracting states do 
not consider the place of incorporation to be the place of domicile of the entity. 

The law of incorporation is used by countries as a criterion to establish tax liability on 
worldwide income (e.g. for Germany, the Netherlands and the UK, see section 5.1). If the 
criteria mentioned in Article 4(1) would solely refer to criteria that a under domestic tax 
system establish residence taxation, the law of incorporation thus should be regarded to be 
of the same nature as the criteria mentioned in Article 4(1). However, if the criteria intend to 
attribute the treaty status of being liable to tax only to a specific form of residence taxation, 
it should be assessed if the law of incorporation criterion is of a similar nature. If, for 
example, the similarity of the criteria domicile, residence and place of management must 
be found in a local, territorial nexus with a state whereas the criterion law of incorporation 
relies on the personal (or legal) attachment to a state (like nationality of individuals), the 
law of incorporation is not of a similar nature. Both approaches hold up under a plain 
reading of the text. Interpreting the phrase ‘of a similar nature’ ejusdem generis422 with the 
preceding particular words as suggested in literature423 and case law424, does in my view not 
solve the ambiguity. The phrase itself already points to the nature of the particular wording 
preceding the general statement.425 

The ambiguity of the phrase led to different conclusions regarding its meaning in tax 
literature. In 1997, Vogel stated that “(t)he term should be understood to mean any locality-
related attachment that attracts residence-type taxation” and furthermore that the law of 
incorporation is not covered by the term.426 Many scholars followed him. They generally held 
that the phrase “of a similar nature” only covers criteria that refer to a particular location 
and establish a sufficient nexus with a certain territory. To them, the place of incorporation 

421 It should be noted that the criterion ‘place of incorporation’ in some countries is comparable or even interchangeable 
with the criterion ‘place of registration’ as a result of the applicable company law system. 
422 The ‘ejusdem generis’ rule deals with the interpretation of general words that follow words with a particular meaning. 
Under the rule, such general words should be interpreted in the light of these more particular words and to their widest 
extent possible. 
423 Brood (1989), p. 255. 
424 Deputy Commissioner of Income-Tax vs. General Electric Co. Plc. UK, ITAT Calcutta 21 March 2001, IT Appeal Nos. 2361 to 2363 
(Cal.) of 1996.
425 Couzin (2002, paragraph 3.1.3.5.) states that “the answer to such questions [what about place of incorporation] depend 
upon what is accepted as the genus in the construction of Article 4(1)”.
426 Vogel (1997), p. 233. Interestingly, Vogel distinguished between the law of incorporation criterion and the criterion place 
of the statutory seat, at that time used in German law. With regard to the latter criterion, Vogel acknowledged that under 
German law this “(…) serves as an alternative point of attachment in the absence of a place of management within the 
domestic territory.” I also refer to to Lehner in Vogel/Lehner (2008), no. 112 to Article 4, to Staringer (2008), p. 75 and p. 81, 
and to Ismer & Riemer (2015), paragraph 49 and who also suggested a territorial approach: if the statutory seat results in a 
sufficient territorial link with a state, that seat is a criterion of a similar nature.
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does not establish such a nexus.427 The synopsis given by Martinez Giner, regarding the 
view generally accepted in Spanish legal scholarship is elucidating in this perspective and 
therefore cited extensively. 

“[The criteria mentioned in Article 4(1)] make it possible to form a concept of residence which, 
combines worldwide tax liability and a fixed, stable connection of such liable persons with the 
State of residence. This is seen from the criteria set out in Art. 4(1) OECD MC, which would at 
least appear to imply a locality-related attachment to the State of residence. This explains why 
this article does not explicitly mention other criteria such as place of incorporation for example. 
Therefore, not all domestic law criteria that imply worldwide tax liability are sufficient for a 
person to be considered resident; only if the criterion is one of those envisaged in the OECD 
MC will resident status be acquired under the treaty. The place of incorporation will not be a 
valid criterion for resident status under tax treaties that follow the OECD MC. Moreover, this 
criterion cannot be included under the heading “any other criterion of a similar nature” found 
in Art. 4(1) OECD MC, since this refers to locality-related attachment elements, whereas the 
place of incorporation is considered merely a formal or legal criterion. Therefore, it is not of a 
similar nature within the meaning of this provision.”428 

However, as mentioned, this approach has not been accepted unanimously. For example 
for Canada it is stated that corporations incorporated under Canadian law and (thus) 
resident of Canada for tax purposes “could be considered resident in Canada for treaty 
purposes by reason of their domicile or residence in Canada. In addition, it could be argued 
that “place of incorporation” is a criterion of a similar nature.”429 Also in French and Dutch 
literature (and Dutch case law, see section 5.5.2.9), the prevailing opinion is also that the law 
of incorporation qualifies as ‘any other criterion of a similar nature’.430 

It follows that there are two options: the criteria either serve to distinguish between source 
and residence taxation or between residence taxation based on different conditions.431 If 
the latter option would apply, the criteria require a further ramification for treaty purposes 
with regard to the criteria used to establish residence taxation under domestic legislation 
distinguishing between criteria based on e.g. territorial and personal characteristics. 
Whether the listed terms indeed require such ramification depend on their meaning, their 
function within the definition and the purpose of the definition as a whole. In my view, 
the answer to this question is negative. Domicile, residence and place of management are 
examples of the criteria used to establish taxation on worldwide income and do not entail 

427 Widrig (2009), p. 280. For Germany see, for instance, Englisch (2009), p. 502, and the references in footnotes 180 and 
182. For Italy: Tenore (2009), p. 545. 
428 Martinez Giner (2009), p. 782 and 783. 
429 De Moynes (2009), p. 434 and 435; Sepúlveda (2016), p. 57. However, as incorporation under common law determines 
domicile, the question whether incorporation is (also) of a similar nature seems irrelevant. 
430 For France: De Boynes (2009), p. 455. For the Netherlands: e.g. Nooteboom (1980), p. 599, Brood (1989), p. 255, Kostense 
(2002), p. 113 and Peters (2007), p. 147. Dissenting: Van Raad & De Hosson (1980a), p. 767. 
431 Ismer & Riemer (2015), paragraph 57, also referred to two options: a (broader) functional interpretation and a (narrower) 
territorial one. They preferred the territorial interpretation because all connecting factors in Article 4(1) contain a territorial link 
between the taxpayer and the state. In the following section I will explain why I would prefer the broader functional reading. 
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conditions as to the level of attachment to a certain country. Pursuant to the wording “any 
other criterion of a similar nature”, criteria that are not covered by the terms domicile, 
residence or place of management, but nevertheless establish a sufficient personal 
connection to a certain tax jurisdiction, may establish residence for purpose of the treaty. 
Such personal attachment to a country not necessarily requires a territorial nexus.432 The 
following subsections assess context and object and purpose of the expression ‘of a similar 
nature’ to establish whether this conclusion can be upheld. 

5.5.2.5 Context: The OECD Commentary

Given the (perceived) ambiguity of the wording, it may not come as a surprise that the 
OECD Commentary is heavily relied on in the substantiation of the various approaches 
in literature – even though the commentary in my view omits any explicit and concrete 
guidance in this respect. Shannon dealt with this topic extensively and defended the 
position that the criteria require a further ramification for treaty purposes. As he provided 
a comprehensive overview of the arguments in favour of this position, I find it helpful to 
discuss his line of reasoning in detail. Firstly, the following passage of paragraph 3 of the 
Commentary on Article 4(1) is referred to by Shannon: “Generally the domestic laws of the 
various States impose a comprehensive liability to tax - “full tax liability” - based on the 
taxpayers’ personal attachment to the State concerned (the “State of residence”).” Shannon 
put much weight on the reference to ‘the taxpayers’ personal attachment to the State’ and 
to the word ‘residence’. According to Shannon, the taxpayer’s personal attachment should 
be of a physical nature. The criteria listed “all refer to the place where the taxpayer in some 
sense ‘is’”, as Shannon stated.433 Also the word ‘residence’ in “State of residence”, would 
suggest such a physical relationship. The criteria mentioned in Article 4(1) should establish 
treaty residence and residence – in its ordinary meaning – refers “to the place where the 
taxpayer in some sense ‘is’”. The place of incorporation however is of a legal nature and, 
according to Shannon, does not establish such personal attachment.434 

In my view however, it is questionable whether the expression “state of residence” indeed 
should play such an important role. The expression may well be viewed as a kind of summary, 
referring to the state that assumes jurisdiction to tax a person’s worldwide income regardless 
of the conditions for the establishment of such jurisdictional claim. Under such a reading 
the criteria listed in Article 4(1) do not intend to establish (treaty) residency. Under domestic 
law they (generally) result in a comprehensive liability to tax in a given state. That state is 

432 See De Moyens (2009), p. 455, for France. According to Widrig (2009, p. 280), in case the local domestic law does not 
use the term “domicile” for companies but rather “seat” as a criterion leading to full tax liability, as it is the case with 
Germany or Switzerland, the term “seat” qualifies as such criterion of similar nature.” However, following Vogel, the place 
of incorporation is not such a similar criterion given the absence of a territorial attachment. 
433 Shannon (1988), p. 206. In my view, the statement that the criteria listed have some short of physical nature is incorrect. 
As will be discussed in 5.5.2.1, for example the concept of domicile under common law systems is used to the determine the 
nationality of companies, a rather formal criterion, by its very nature absent from much physical characteristics. 
434 Shannon (1988), p. 206-208.
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referred to as the state of residence and taxation on worldwide income is referred to as 
residence taxation. Therefore, the acknowledgment of Shannon that “(e)ven under United 
States domestic law, citizenship and place of incorporation do not establish residence for tax 
purposes but are independent criteria for establishing tax liability”, in my view is based on 
an incorrect replacement of ‘the establishment of tax liability’ by that of ‘the establishment of 
residency’. For example, the criteria used by the US (see section 5.1.5) establish tax liability on 
worldwide income, referred to as residence taxation.

Paragraph 4 of the Commentary on Article 4 points towards the conclusion that the criteria 
listed are not of a specific (physical) nature. It is stated that “[conventions] do not lay down 
standards which the provisions of the domestic laws on “residence” have to fulfil in order that 
claims for full tax liability can be accepted between the Contracting States. In this respect the 
States take their stand entirely on the domestic laws.” Requiring the criteria to establish tax 
liability in the meaning of Article 4(1) to have of a physical nature, would be contrary to this 
statement. In that case the conventions would effectively lay down such standards. 

I consider Paragraph 8 of the commentary ambiguous in this respect. The paragraph refers 
first to the “concept of residence adopted in the domestic laws (…)” which also seems to 
refer to domestic concepts of residence unconditionally. However, the following part of 
section 8 could serve as an argument for both approaches. It is stated that “[the definition] 
also covers cases where a person deemed, according to the taxation laws of a State, to be a 
resident of that State and on account thereof is fully liable to tax therein (e.g. diplomats or 
other persons in government service).” Apparently, such a diplomat is not liable to tax by 
reason of a criterion that refers to the place where the diplomat “in some sense is” (using 
the expression of Shannon). The full tax liability of diplomats is based on a pure legal 
attachment, c.q. the legal relationship with the sending state. If one would read this part of 
section 8 as referring solely to individuals (and especially diplomats and the like), it could be 
derived that the law of incorporation cannot be regarded a criterion of a similar nature. In 
that case the statement must be viewed as an extension of the provision itself and – as the 
phrase would only cover individuals in a certain position – that extension would not apply 
to legal persons.435 However, the quoted part of the section could refer to both individuals 
and legal persons and there is nothing in section 8 to exclude legal persons. The example 
in brackets could be viewed as to be – only – of an exemplifying nature. Under such an 
interpretation, this part of section 8 actually provides an argument in favor of the law of 
incorporation as a criterion of a similar nature.

Paragraph 21 of the Commentary to Article 4(3) provides another argument contrary to the 
opinion that the criteria listed include a territoriality requirement. It is stated that “(i)t may 
be rare in practice for a company, etc. to be subject to tax as a resident in more than one 
State, but it is, of course, possible if, for instance, one State attaches importance to the 

435 Van Raad & De Hosson (1980a), p. 3.1.4.
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registration and the other State to the place of effective management. So, in the case of 
companies, etc., also, special rules as to the preference must be established.” It is obvious 
that this passage would be unnecessary if the registration or, likewise, incorporation, would 
not be a similar criterion as mentioned in paragraph 1.436 

Other parts of the Commentary do not contribute to the assessment of the nature of the 
criteria upon which liability to tax as meant in Article 4(1) must be based. The paras. 8.11 and 
8.12 elaborate on the meaning of ‘liable to tax’, but do not touch upon the issue dealt with in 
the present section. The following conclusion can be derived from the Commentary on Article 
4(1) and (3) as to the nature of the various criteria. The various parts of the Commentary are not 
fully conclusive. However, the paras. 3 and 4, both referring to full tax liability based on the 
entities personal attachment to a state, at least indicate that any criterion that under domestic 
law is used to assume jurisdiction to tax the worldwide income, is to be regarded a ‘criterion 
of a similar nature’. Hence, the place of incorporation is such a criterion of a similar nature. 

5.5.2.6 Context: The OECD treaty as a whole

Taking into account the treaty as whole, it should be further analyzed whether – considering 
the distributive provisions – the law of incorporation cannot be viewed as a criterion of a 
similar nature. From the wording of the various provisions in Chapter 3 and 4 of the OECD 
MC, such a statement cannot be deduced. The treaty as a whole does not provide evidence 
to substantiate the statement that the law of incorporation cannot be regarded a criterion 
of a similar nature. Schlager pointed out that from the second sentence of Article 4(1), the 
opposite conclusion can be drawn.437 The second sentence establishes that diplomats and 
the like are not regarded residents in the receiving state (see also 5.6). For treaty purposes, 
they are residents in their sending state, which must be based on some kind of fiction as 
they have no territorial link with that sending state. Thus, such fiction should be regarded 
a criterion of a similar nature. 

Also Article 4(3) contributes to the conclusion that the law of incorporation can be regarded 
a criterion of a similar nature. If an entity is a resident of both contracting states under 
Article 4(1), the parties to the treaty shall seek to establish by mutual agreement the place 
of residence for purposes of the treaty. Pursuant to Article 4(3) the place where an entity 
is incorporated is to be taken into account to determine the state of which that entity is 
deemed to be a resident. This is at least an indication that under Article 4(1) incorporation is 
a criterion of a similar nature. 

For purposes of the non-discrimination provision (article 24 OECD MC), the OECD MC 
defines ‘national’ to mean citizens and legal persons, partnerships and associations deriving 
their status as such from the laws in force in the contracting states. The law of incorporation 
criterion is used in this definition whereas it is not expressly included in Article 4(1). 
436 See also Faber (1985), p. 494. 
437 Schlager (2008), p. 98. 
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Based on this, Shannon concluded that the OECD MC (as a whole) segregates the place of 
incorporation from the criteria establishing residence.438 However, in my opinion, such 
a conclusion cannot be drawn with any certainty. The definitions serve another purpose 
(application of the non-discrimination provision) and nothing in the wording of the treaty 
or in the commentary indicates that the OECD MC (intentionally) segregates the law of 
incorporation requirement from the criteria listed in Article 4(1). 

5.5.2.7 Object and purpose

Section 4.5 has shown that the definition in Article 4(1) serves, inter alia, the application 
of the distributive rules of the treaty. The criteria listed in Article 4(1), aim to distinguish 
between liability to what is generally described as residence and source taxation. Denying 
a company the residential status for treaty purposes although that company is fully liable 
to tax based on the law of incorporation, would not be in line with the treaties’ object and 
purpose as it could result in double taxation. 

However, the possibly very loose connection (from a physical perspective) with a certain 
location through the law of incorporation criterion, can also be used to substantiate the 
claim that the provision does not contribute to the achievement of the object and purpose 
of a tax treaty. Taking into account the prevention of tax avoidance as one of the purposes 
of a tax treaty, the possibly very limited connection to a certain state – in terms of locality 
or territoriality – could provide a strong argument in favor of the more limited reading 
of ‘a similar nature’, excluding the law of incorporation as a connecting factor. If only 
persons with sufficient economic nexus in relation to the activities attributed to them for 
tax purposes should qualify as resident, the law of incorporation as a connecting factor is 
unsuitable or maybe even counter-productive. It is obviously not to be said that all cases in 
which a company is liable to tax in a state as a result of its incorporation under the laws of 
that state, automatically entail abuse of a tax treaty once such company should apply the 
treaty. The argument only refers to the fact that law of incorporation does not guarantee a 
sufficiently strong economic nexus to justify treaty application in itself. Thus, it would be 
against the object and purpose of the treaty to unconditionally apply the provisions in such 
a case. However, substantive requirements as to the minimum level of economic nexus 
that is necessary to qualify as a treaty resident, cannot be derived from the wording of the 
provision. Also in the Commentary on the provision no reference is made to any substance 
that should be available to meet the residence criteria. Therefore, the line of reasoning 
that the incorporation criterion is not a criterion of a similar nature because of the lack of 
physical nexus with a state should be rejected. The object and purpose argument in my view 
does not outweigh the wording of the provision and the Commentary thereon. 

438 Shannon (1988), p. 208.
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5.5.2.8 Preliminary conclusion

On the basis of the above considerations, in my view it is to be concluded that the phrase ‘a 
similar nature’ refers to the capacity of the listed criteria (domicile, residence and place of 
management) to establish under domestic tax laws a liability to tax that is based on a personal 
attachment to a state (generally referred to as ‘residence taxation’), irrespective of the fact that 
such personal attachment not necessarily implies a territorial nexus. This conclusion is primarily 
based on the context of the term (especially various parts of the Commentary on Article 4), and 
is in agreement with the wording of the provision and the treaty’s object and purpose. 

5.5.2.9 Case law

This subsection assesses whether this preliminary conclusion is supported by case law (the 
‘litmus test’, explained in section 3.4.3). Four decisions were available in which the issue is 
dealt with. The Indian Income Tax Appellate Tribunal (“ITAT”) and the Portuguese Supreme 
Administrative Court arrived at a conclusion contrary to the preliminary conclusion, 
whereas the preliminary conclusion concurs with court decisions in the Netherlands and 
Canada. The reasoning behind these four decisions will be briefly evaluated. 

The ITAT decided on the applicability of Article 13 of the India-Netherlands DTC. General 
Electric Company plc, a company resident in the UK for purposes of UK domestic tax law 
(hereinafter GEC plc) realised capital gains from the alienation of shares in some Indian 
companies. GEC plc stated to be resident in the Netherlands for purposes of the India-
Netherlands DTC as it has been carrying on business in the Netherlands through a number 
of subsidiaries and was subject to tax in Netherlands on dividends received from these 
subsidiaries. The ITAT assessed whether GEC plc was resident pursuant to Article 4(1) of 
the India-Netherlands DTC. With regard to the sentence ‘any other criterion of a similar 
nature’, the Indian ITAT stated the following. 

“It may be useful to first refer to the principle of ‘ejusdem generis’ in interpretation of statutes. 
Simply stated the principal of ejusdem generis is that where there are general words following 
particular and specific words, the general words will have restricted meaning which will be 
confined to the things of the same kind as specified. In other words, the general expression 
is to be read as ‘comprehending only things of the same kind as that designated by preceding 
particular expressions, unless there is something to show that wider sense was intended’. In the 
case before us, the principle of edjusdem generis have been incorporated in the text of the treaty 
provision itself, ‘any other criterion’ referred to in the treaty has to be restricted to the genus of 
three earlier expressions i.e., domicile, residence and place of effective management.” 439 

In this respect, the tribunal held, in agreement with the observations of Vogel,440 that ‘any 
other criterion of a similar nature’ “should be understood to mean any locality related 

439 Deputy Commissioner of Income-Tax vs. General Electric Co. Plc. UK, ITAT Calcutta 21 March 2001, IT Appeal Nos. 2361 to 2363 
(Cal.) of 1996. 
440 The court referred to Vogel (1997), p. 233. 
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attachment that attracts residence type taxation (…) (‘locality related’ being the genus to which 
expressions ‘domicile’, ‘residence’ and ‘place of effective management’ belong).”441 The ITAT 
decided that GEC plc was not a resident of the Netherlands under the India-Netherlands 
DTC. Given this reliance on the approach advocated by Vogel, the tribunal most likely would 
not have regarded the law of incorporation to be of a similar nature because according to 
Vogel incorporation does not establish a sufficient link with a certain location.442 

The Portuguese Supremo Tribunal Administrativo (Supreme Administrative Court) in several 
cases also used a rather restrictive approach on the interpretation of the expression.443 The 
judgments concerned the residential status for purposes of tax treaties of individuals that 
were married to a resident in Portugal but lived abroad. Under Art. 16(2) of the Portuguese 
Income Tax Code (Código do Imposto sobre as Pessoas Singulares) such individual was deemed 
to be a resident in Portugal, and as such fully liable to tax. The tax authorities stated that 
this domestic residential status also applied for purposes of a tax treaty. According to the 
Supreme Administrative Court, however, this line of reasoning does not hold under Article 
4(1) as the article solely deals with persons individually regardless of their marital status. 
Apparently, the court did not view the expression ‘any other criterion of a similar nature’ as 
referring to any criterion leading to residence taxation.

The preliminary conclusion concurs with court decisions in the Netherlands and Canada. 
The Court of Appeal (Gerechtshof) Den Bosch, Arnhem and Amsterdam ruled that the 
residential status in the Netherlands as a result of the place of incorporation is to be regarded 
a criterion of a similar nature (‘soortgelijke omstandigheid’).444 Gerechtshof Den Bosch based 
its decision inter alia on the Netherlands Hoge Raad judgment of 8 January 1986445 and the 
sections 17 and 18 of the Commentary on Article 4(1) of the 1963 Draft OECD MC.446 From the 
decision of the Hoge Raad of 8 January 1986 the Gerechtshof inferred that the residency under 
Dutch domestic law is sufficient for ‘residence’ under the treaty. The Hoge Raad decided on 

441 In earlier decisions, the Indian Authority for Advanced Rulings held liability to source taxation sufficient to qualify as 
‘liable to tax under Article 4(1). See Couzin (2002), paragraph 3.1.3.5. 
442 However, it may very well be that the ITAT would qualify a company incorporated under the Netherlands company law 
to be resident under the treaty based on the expression ‘domicile’. In this respect the ITAT stated: “Coming to specific tests 
laid down in the DTAA, as far as ‘domicile test’ is concerned, in common law, ‘domicile’ has a somewhat restricted meaning, 
denoting a fixed and lasting attachment to a country or state with its own separate legal system one only in each case 
which initially is acquired by birth (‘domicile by origin’) and capable of being altered later by a personal decision (‘domicile 
by choice’). In the case before us, the assessee-companies were incorporated in United Kingdom and there is nothing on 
record to even remotely suggest that the assessee-company was domiciled in the Netherlands. Since there can only be 
one country of domicile and since the assessee-companies are already domiciled in United Kingdom by the virtue of its 
incorporation in that country, the assessee-companies cannot be said to be domiciled in the Netherlands.” 
443 Supreme Administrative Court (Supremo Tribunal Administrativo), decisions of 27 October 2010, no. 0462/10, 8 July 2009, 
no. 0382/09, 25 March 2009, no. 068/09, 15 March 2006, no. 01211/05 and 22 February 2006, no. 1.021/05. 
444 Gerechtshof Den Bosch, 16 juli 1999, No. 94/03109, in Hoge Raad 28 februari 2001, No. 35 557, BNB 2001/295.; Gerechtshof 
Arnhem, 18 oktober 2011, No. 10/00308, 10/00309 and 10/00310 in Hoge Raad 30 November 2012, nr. 11/05198, BNB 2013/54; 
Gerechtshof Amsterdam, 15 December 2011, No. P10/00556, P10/00557 en P10/00558, V-N 2012/13.2.3.
445 Hoge Raad 8 January 1986, No. 23 031, BNB 1986/127.
446 Currently numbered 21 and 22 respectively. 
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the residency for purposes of the Tax Arrangement of the Kingdom (‘Belastingregeling voor 
het Koninkrijk’, BRK) of a company, incorporated under the law of the Netherlands Antilles 
and – as a consequence – regarded resident for purposes of corporate income tax there. 
The relevant provision deviated from Article 4(1) OECD MC in the sense that it omitted the 
reference to ‘another criterion of a similar nature’. It defined the term resident (‘inwoner’) 
as: “a person that based on the relevant tax regulations of one of the states has its residence 
(‘woonplaats’) or its place of establishment (‘plaats van vestiging’) in that state”. Even without 
the additional reference to other criteria, the Hoge Raad held the place of incorporation to 
be decisive in determining the place of residence. Therefore, Pötgens stated (in my opinion 
rightfully) that the Hoge Raad’s decision implies that the place of incorporation should be 
regarded the place of residence as meant in Article 4(1) OECD MC and not a criterion of a 
similar nature (see also section 5.5.2.2).447

Like Gerechtshof Den Bosch, Gerechtshof Arnhem and Gerechtshof Amsterdam, the Supreme 
Court of Canada in Crown Forest held that all criteria that result in tax liability on worldwide 
income are of a similar nature.448 At issue was the residency for purposes of the 1980 Canada-
US DTC of Norsk Pacific Steamship Company (“Norsk”), a company incorporated according 
to the law of the Bahamas, having its sole office – and business activities – located in the 
US. As a consequence, for US tax purposes Norsk conducted a trade or business which 
was effectively connected with the US. Income arising from these US activities would have 
been taxable in the US if Norsk would not have been exempted based on a domestic (US) 
exemption for international shipping activities. If Norsk would qualify as resident under the 
1980 Canada-US DTC, the withholding tax due by Crown Forest Industries Ltd – a Canadian 
resident company – on its rental payments to Norsk would be reduced from 25% to 10%. 

The relevant part of Article IV(1) of the applicable treaty read: “1. For the purposes of this 
Convention, the term “resident of a Contracting State” means any person who, under 
the laws of that State, is liable to tax therein by reason of his domicile, residence, place 
of management, place of incorporation or any other criterion of a similar nature (…).” An 
equivalent of the second sentence of Article 4(1) OECD MC was not included. Based on the 
‘plain language’ of the treaty, the Supreme Court held that the liability to taxation resulting 
in residency under the treaty, “operates by reason of one of the listed grounds.”449 The US 
criterion “engaged in a business in the US” established an US tax liability only on income 
that is effectively connected with that business, hence it did not lead to a tax liability on 
Norsk’s worldwide income. As such, Nork was not liable to tax in the sense of article IV(1).450

447 Pötgens (2018), paragraph 3.2.4.B.b. 
448 Crown Forest Industries Limited v Canada [1995] 2 SCR 802 (SCC) .
449 Crown Forest, paragraph [23].
450 Crown Forest, paragraph [28].
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 The court: 

“The nuance is of major significance: liability to tax derives from Norsk’s trade or business, not 
from Norsk’s place of management which, in itself, does not make Norsk liable to tax in the 
United States.”451 

According to the court, Norks’ (limited) tax liability was not based on its place of management 
in the US.452 The decision in Crown Forest is heavily debated and criticized in literature,453 but 
not with regard to the courts’ approach towards the listed criteria.454

5.5.2.10 Conclusion

It can be concluded that the phrase ‘of a similar nature’ refers to the capacity of the listed 
criteria (domicile, residence and place of management) to establish a liability to tax that 
is based on a personal attachment to a state (generally referred to as ‘residence taxation’) 
irrespective of the fact that such personal attachment not necessarily implies a territorial 
nexus. Thus, also criteria such as the law of incorporation and the place of registration 
are criteria of a similar nature as referred to in Article 4(1). The case law from Canada and 
the Netherlands concurs with this conclusion. The decision of the Indian ITAT is based on 
Vogel’s reasoning that the criteria used in Article 4(1) refer to any locality related attachment. 
The problems with this reasoning has been described in the preceding subsection (especially 
5.5.2.5) and I have rejected such a locality-driven approach. Hence, in my view the case law 
assessed does not provide convincing arguments to revise the conclusion reached. 

5.5.3  ‘Liable to tax’: unlimited tax liability? 

Obligations arising from international law (e.g. tax treaties) may effectively limit a state’s 
ability to tax a resident although the state of residence assumed full tax jurisdiction 
and, based on the domestic tax legislation, the resident (formally) is liable to tax without 
limitation. From a plain reading of the first sentence of Article 4(1) it follows that such 
formally unlimited liability to tax under the domestic tax laws, is sufficient to meet the 
liable to tax requirement. 

This reading is confirmed if the second sentence of Article 4(1) – part of the context of the 
first sentence for purposes of interpretation (section 3.2.3) – is also taken into account. 
According to this second sentence, the term resident “does not include any person 
who is liable to tax in that State in respect only of income from sources in that State or 
capital situated therein.” The second sentence is either exemplifying the first sentence or 
supplementary to it. Section 2.2.3 has shown that the second sentence is introduced to 

451 Crown Forest, paragraph [34].
452 Crown Forest, paragraph [34].
453 E.g. Ward et al. (1996); Couzin (2002), paragraph 3.1.3.5; Ward (2010). 
454 Couzin (2002), paragraph 3.1.3.5.
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solve possible issues with regard to the residency of diplomatic and consular officials and 
employees of certain international organizations. Though paragraph 10 of the Commentary 
to Article 4(1) of the 1963 draft-MC already excluded from the personal scope of the treaty 
individuals liable to a limited taxation in the state of residence, apparently an additional 
measure was deemed necessary. In the 1977 version of the OECD MC the second sentence 
was introduced. The Commentary to this new part of Article 4(1) read: 

“8.1 In accordance with the provisions of the second sentence of paragraph 1, however, a person 
is not to be considered a “resident of a Contracting State” in the sense of the Convention if, 
although not domiciled in that State, he is considered to be a resident according to the domestic 
laws but is subject only to a taxation limited to the income from sources in that State or to 
capital situated in that State. That situation exists in some States in relation to individuals, e.g. 
in the case of foreign diplomatic and consular staff serving in their territory.

(…)

8.3 The application of the second sentence, however, has inherent difficulties and limitations. 
It has to be interpreted in the light of its object and purpose, which is to exclude persons who 
are not subjected to comprehensive taxation (full liability to tax) in a State, because it might 
otherwise exclude from the scope of the Convention all residents of countries adopting a 
territorial principle in their taxation, a result which is clearly not intended.” 

Most of paragraph 8.1 was previously part of the Commentary on Article 4 of the 1963 draft 
OECD MC. From this it could be derived that the second sentence is of an explanatory 
nature. However, it is questionable whether from the wording of the 1963 draft-version 
of Article 4 is to be concluded that diplomatic officials, partly exempted in their residence 
state due to obligations arising from international law, are not within the personal scope 
of the treaty.455 If one would take into account the fact that the English version of the 1963 
draft model referred to the ´law of that state´ instead of the ´laws of the state´, one could 
argue that without the second sentence, Article 4(1) would have the same result because 
international law is covered. After the 1977 changes, I consider this argument will no longer 
hold (section 2.2.3.2).456 Taking into account the mere existence of the second sentence and 
the Commentary on the provisions, I am of the opinion that the second sentence is not to be 
viewed as a mere elucidation of the first but an addition to it.457 As a consequence, a person 
that is denied treaty access as a result of the second sentence, passes the first sentence’s 
test. The term ‘liable to tax’ in the first sentence covers all cases of liability to tax resulting 
from the criteria listed or similar criteria, regardless any international law limitations on a 
states’ jurisdictional claim. In my view a person can be liable to tax in a state in the sense of 

455 According to Avery Jones the statement in the Commentary was ineffective as it contradicted the wording of the model 
or the actual treaty. Avery Jones (2013A), footnote 21. 
456 Pijl (2012), paragraph 2.1. 
457 See, e.g., Ellis (1985), p. 33; Van der Donk & Van Gent (1989), p. 1524; Schlager (2008), p. 103; Brosens (2018), p. 522. 
Dissenting, e.g., Van Gennep (1991), p. 143. 
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the first sentence of Article 4(1) even if its liability is limited to tax on income from sources 
or capital in that state, based on international law.458 However, in the much debated and 
(heavily) criticized decision of the Netherlands Hoge Raad in BNB 2001/295, the Hoge Raad 
held that a limitation on a state’s power to tax, affected the position of a person as resident 
under a tax treaty, even under a resident definition currently included in the first sentence 
of Article 4(1).459 This judgment will be assessed in 5.5.3.1. 

5.5.3.1 Hoge Raad, 28 februari 2001, BNB 2001/295 

According to Article 4 of the 1970 Netherlands-Belgium DTC, “the term “resident of one of the 
States” (f)or the purposes of this Convention, means any person who, under the laws of that 
State, is liable to taxation therein by reason of his domicile, residence, place of management 
or any other criterion of a similar nature (…).”460 Paragraph II of the protocol to the treaty 
stated that “the expression “under the laws of that State” used in Article 4, paragraph 1, 
means the laws of that State as amended or supplemented by international agreements.”

As the Hoge Raad’s decision was solely based on an equivalent of the first sentence of Article 
4(1) of the OECD MC (the applicable treaty did not contain an equivalent of the second 
sentence), it is interesting for purposes of this subsection to review the courts’ reasoning. 
This obviously leaves the question of the added value of the second sentence Article 4(1) open. 

In the case at hand, the taxpayer, a bv established under the law of the Netherlands and 
effectively managed from the former Netherlands Antilles, repurchased shares from 
its shareholder who was resident in Belgium. The repurchase of shares was treated as a 
distribution of dividends, subject to dividend withholding tax under Dutch domestic law. 
The bv was regarded resident of the Netherlands pursuant to Article 1(3) of the the Dividend 
Withholding Tax Act as a result of its incorporation under Netherlands company law. Under 
Article 10(2) of the 1970 Netherlands-Belgium DTC, the Netherlands was allowed to levy 
dividend withholding tax if the dividends were distributed by a resident of the Netherlands. 
The question was whether the bv was a resident of the Netherlands as mentioned in Article 
4(1) of the 1970 Netherlands-Belgium DTC notwithstanding the fact that the liability to tax 
of the bv was limited as a result of the Tax Arrangement of the Kingdom of the Netherlands 
(Belastingregeling voor het Koninkrijk, BRK) and its place of effective management in the 
former Netherlands Antilles. According to the Hoge Raad, the bv was not a resident of 
the Netherlands for purposes of the 1970 Netherlands-Belgium treaty. The Hoge Raad 
substantiated its decision as follows: 

“-3.6. Article 10, paragraph 1, allocates the right to levy tax on dividends to the residence state. 
According to paragraph 2 of the Article, the source state is likewise entitled to levy tax, but 

458 Concurring Prats (1994), p. 483, with reference to Van Raad (1990), p. 29.
459 See De Boer (2009), p. 597-599 and footnote 146 for further references.
460 It should be noted that the Dutch text of the treaty refers to ‘laws of that state’. In the IBFD Tax Treaty Database in the 
unofficial version the singular ‘law’ is used. 
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limited to the percentages mentioned in that paragraph. However, this levy is only allowed if the 
dividend paying company for purposes of the treaty can be regarded a resident of the source state. 

-3.7. Under Article 4, paragraph 1, of the Netherlands-Belgium Treaty, in connection with Article 
II of the Protocol to the treaty, the bv is resident of the Netherlands if it is, under the laws of 
the Netherlands as amended or supplemented by international agreements, liable to tax in the 
Netherlands by reason of its domicile, residence, place of management or any other criterion 
of a similar nature. As can be deduced from the paragraphs 3 and 10 to the Commentary on 
Article 4 (general and on paragraph 1) of the 1963 OECD MC, upon which Article 4, paragraph 1, 
of the Netherlands/Belgium Treaty is based, such residency requires the bv to be fully liable to 
tax (‘full tax liability’). 

-3.8. Due to the fact that at the moment of the repurchase of shares the bv was effectively 
managed from the Netherlands Antilles, the bv was liable to tax in the Netherlands only with 
respect to that part of its world income that under the BRK was attributed to the Netherlands, 
which does not entail full tax liability as required under Article 4, paragraph 1, of the 
Netherlands-Belgium Treaty. Therefore, taking into account paragraph II of the Protocol, bv 
was not a resident as meant in the Netherlands-Belgium Treaty and thus the Netherlands is 
not allowed to levy dividend withholding tax under Article 10, paragraph 2, of the Netherlands-
Belgium Treaty from bv.” 

-3.9. It follows that the question whether the BRK applies to dividend distributions to residents 
of country outside the Kingdom of the Netherlands, is irrelevant for the outcome of this lawsuit.”

I consider the overall result of the Hoge Raad’s reasoning satisfactory: in conformity with the 
treaty’s purpose, from the Netherlands’ perspective (potential) double taxation is avoided, 
leaving it to the countries of residence of the recipient and the payer of the dividend to settle 
the taxation rights with regard to the dividends.461 Yet, the Hoge Raad’s reasoning and the 
result thereof are questionable if assessed against the wording of Article 4(1) and, especially, 
Article 10(1). Ultimately, regardless of the wording of the various articles, the basic 
structure of the distributive section in the treaty was decisive for the Hoge Raad’s decision. 
Refraining from a specific reference to the actual wording of the Article 10, the Hoge Raad 
only mentioned the general allocation method, applying this method to dividends: the 
right to tax dividend income is attributed to the residence state (Article 10(1)), leaving the 
source state the possibility to tax this income but against a reduced rate and subject to the 
condition that the company paying the dividends is treated as a resident of the source state 
for purposes of the treaty (Article 10(2)). To determine whether for purposes of Article 10(2), 
the bv as the dividend paying company can be regarded resident of the Netherlands, the 
court in section 3.7 of its decision turns to Article 4 of the treaty. 

In legal consideration 3.7 the Hoge Raad explicated the rules to be applied. In the first 
sentence of section 3.7 the court referred to the relevant wording of Article 4 and Article II of 
the Protocol to the treaty. Pursuant to these provisions “the bv is resident of the Netherlands 

461 Brosens (2018), p. 527. 
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if it is, under the laws of the Netherlands as amended or supplemented by international 
agreements, liable to tax in the Netherlands by reason of its domicile, residence, place of 
management or any other criterion of a similar nature.” Through the second sentence of 
section 3.7, the Hoge Raad provided insight in the way in which the expression ‘liable to tax’ 
was interpreted. The Hoge Raad derived from the Commentary on Article 4 OECD MC, that 
what counts is whether the bv is fully liable to tax in the Netherlands. 

In section 3.8 the Hoge Raad applied the rule explicated in 3.7. The Hoge Raad held that, due 
to the BRK, the bv was liable to tax in the Netherlands only with respect of income from 
sources in the Netherlands and that this does not entail such a full liability to tax as required 
by Article 4(1) to establish residency for purposes of the treaty. This led the Hoge Raad to 
conclude that, “taking into account paragraph II of the Protocol”, the bv was not a resident 
and thus under Article 10(2), the Netherlands was not allowed to levy any withholding tax 
on dividends paid by the bv. 

The Hoge Raad’s decision gave rise to much debate in Dutch and international tax literature 
and to criticism expressed by several scholars.462 Before assessing the topics relevant for 
purposes of this study, it should be acknowledged that some of the comments in literature 
were published before August 2004, when Van Brunschot, one of the justices in the Hoge 
Raad who decided on the case, gave a lecture in which he elaborated on several elements of 
the Hoge Raad’s decision.463 Although the statements of Van Brunschot cannot be regarded 
to be expressions of the Hoge Raad’s view, they still provide helpful insight in the courts’ 
reasoning and are quoted wherever usefull below.

An important question for the present study is whether the decision of the Hoge Raad is also 
relevant for the interpretation of the resident definition in treaties that follow the OECD 
MC or only of relevance in the specific case and in relation to the (former) treaty between 
the Netherlands and Belgium and the BRK. Concerning the interpretation of the expression 
liable to tax, in my view the decision has a broad scope. The Hoge Raad’s interpretation 
of that expression is based on the Commentary on Article 4(1) 1963 OECD MC.464 This 
commentary, which the Hoge Raad in a previous case considered “of great importance” for 
the interpretation of tax treaties,465 does not contain any (implicit or explicit) reference to 
the influence of international agreements on the nature of the liability to tax requirement. 
Therefore, the reference to “such residency” in section 3.7, in my opinion, could be read 
exclusively in conjunction with Article 4(1), with or without an equivalent like Article II of 
the protocol. 

462 Inter alia Van Raad, Bender & Douma (2001), p. 536; Bellingwout (2001), p. 542-543; Lukkien (2010); Sanghavi (2014), p. 
609; Brosens (2018), p. 525. 
463 Van Brunschot (2005), p. 5-11. See also Peters (2007), p. 162. 
464 See also Peters (2007), p. 164; Van Weeghel (2001), section 3 of his note to BNB 2001/295; Kostense (2002), p. 197-199. 
Dissenting: Van Raad, Bender & Douma (2001), p. 536; Bellingwout (2001), p. 542-543. 
465 Hoge Raad 2 September 1992, no. 26.059, BNB 1992/379. Also Hoge Raad 14 July 2017, no. 16/03578, BNB 2017/188.
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Is the decision also relevant for the application of the liable to tax requirement in other 
treaties? It could be stated that section 3.8 points to a broad scope of the decision also in that 
respect, despite the reference to Article II of the Protocol in the second sentence of section 
3.8. The final conclusion of the second sentence with regard to the applicability of Article 
10, paragraph 2, inevitably follows from findings in the first sentence, which only contains 
an explicit reference to Article 4(1) without paying any attention to the additional article 
in the protocol. The court referred to the fact that under the BRK, income was ‘attributed 
to the Netherlands’, an effect of a distributive rule that is similar to those laid down in tax 
treaties. This may suggest that the same conclusion should be reached under a tax treaty 
instead the BRK. Based on that first sentence of 3.8 it could be concluded that according to 
the Hoge Raad a person is liable to tax under the domestic laws of a state if and to the extent 
that these domestic laws effectively can be applied (depending on applicable tax treaties and 
the BRK).466 This was affirmed by Van Brunschot who stated: 

“The dividing line is the line between full and limited tax liability. The use in Art. 4(1) of a 
number of criteria rather than just full tax liability can be explained historically. This time, the 
Commentary was really helpful, even if it is unlikely that the drafters of the 1963 OECD Model 
had this triangular situation on their mental screens. Consequently, if a taxpayer is no longer 
fully liable in the Netherlands, for whatever reason, not excluding the influence of the relevant 
treaty, he does not qualify as a fully liable taxpayer of the Netherlands for whatever treaty. It is 
just a matter of fact.”

Under this reasoning, it is not relevant whether a person is actually subject (or liable) to 
tax in the sense that the residence state actually taxes all or part of a person’s income.467 
The question is whether a state, that under its domestic tax legislation assumed full tax 
jurisdiction over a person, can freely effectuate this jurisdiction to such an extent that that 
person is regarded fully liable to tax. A state that has, wholly or partly, given up its taxing 
power (or, to put it differently, voluntarily agreed to refrain from executing its right to tax 
to the benefit of another state) might not have maintained sufficient jurisdictional claims 
on a person to regard this person fully liable to tax in that state (the person is no longer fully 
subject to the states taxing jurisdiction). This reading of the Hoge Raad’s decision is in line 
with the object and purpose of Article 4(1).468 

However, this reading does not concur with the wording of Article 4(1). In my view it is not in 
accordance with the ordinary meaning of the expression ‘laws’, to include treaties and other 
obligations based on international law (see also 5.4). Furthermore, this reading does not 
sufficiently take into account the references to Article II of the Protocol in the introducing 
and concluding parts of sections 3.7 and 3.8. The question is whether that referral limits 
the scope of the decision. I derive from these references to Article II of the Protocol that 
466 Peters (2007), p. 166. 
467 Peters (2007), p. 170, footnote 91. 
468 Peters (2007), p. 167. 

LIABLE TO TAX 5.5



146

according to the Hoge Raad, that provision has such a limiting effect indeed. Article II of 
the Protocol does not influence the interpretation of the expression ‘liable to tax’. For the 
interpretation of that expression, the Hoge Raad exclusively relied on the Commentary on 
Article 4(1). But the provision in the Protocol played a role in the application of the ‘liable 
to tax’ requirement. The Hoge Raad assessed whether the applicable laws ‘as amended or 
supplemented by international agreements’ (first sentence 3.7) resulted in a full tax liability 
and took into account paragraph II of the Protocol (second sentence 3.8). Hence, it cannot 
be concluded from the judgment that it indeed has a broad scope. Given the reference to 
the Protocol, it is questionable whether the Hoge Raad would have come to the same result 
even without the provision in the Protocol, in the case that the person must be liable to tax 
‘under the laws of that State’.469 The Dutch version of Article 4(1) of the 1970 Netherlands-
Belgium DTC referred to the “wetten van Nederland” (“laws of the Netherlands”) whereas its 
French equivalent contained “legislation”. If the BRK should be considered part of Dutch tax 
legislation in this sense, the decision of the Hoge Raad with regard to Article 4(1) would be in 
line with the wording of the provision. Obviously, such reading would limit the decision’s 
relevance significantly as tax treaties are not part of the Dutch domestic tax legislation.

Apart from discussions on the scope of the decision, the court’s reasoning led to debate 
on the question whether or not the expression ‘liable to tax’ refers to an effective liability 
to tax. Ellis derived from the decision a “limited, material interpretation of the resident 
concept” which led him to acknowledge several questions, all dealing with the general and 
underlying problem of the boundaries of such a material approach: e.g. the effect of treaty 
without a tie-breaker provision equivalent to Article 4(3) OECD MC, the absence of an ‘other 
income provision’ or an ‘other income provision’ containing a subject-to-tax clause, the 
treaty position of residents of a country applying a territorial tax system, the position of 
tax exempt entities (pension funds and Fiscal Investment Institutions470), etc.471 However, 
whether the form of (limited) liability to tax applied by the Hoge Raad requires an effective 
tax liability or not, cannot, in my opinion, be derived from the judgment. The Hoge Raad 
did not necessarily refer to an effective liability to tax by stating that “bv was liable to tax in 
the Netherlands only with respect to that part of its world income that under the BRK was 
attributed to the Netherlands”. It follows that the bv’s liability to tax under the domestic 
tax laws (the Netherlands assumed full tax jurisdiction based on the fact that the bv is 
incorporated under Dutch company law), is limited by reason of the BRK. The statement 

469 Concurring Van Raad, Bender & Douma (2001), p. 535. Dissenting Brosens (2018, p. 524) who pointed to the fact that 
Belgium in several other tax treaties included comparable provisions. From unilateral comments on these measures it 
follows that it is solely intended to deal with the position of diplomats. According to Brosens, the provision in the Protocol 
to the Netherlands-Belgium DTC was not relevant for the case at hand. However, such unilateral statements are not 
relevant for purposes of the interpretation of the provisions by the Hoge Raad as these statements do not express the mutual 
understanding of both Belgium and the Netherlands.   
470 Pursuant to Article 28 CIT Act, a 0% tax rate applies to a Fiscal Investment Institution provided certain requirements are 
met (e.g. the distribution of all annual profits within eight months after the book year lapsed). 
471 Ellis (2002).
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however, does not shed any light on the question whether measures in domestic legislation 
affect the liability to tax meant in Article 4(1). Hence, I consider the decision not to be 
conclusive with respect to the question whether for example exempt entities are considered 
to be liable to tax.472 This is a distinct issue that the Hoge Raad dealt with in its decision of 9 
December 2010 which is discussed in section 5.5.4.12.

In summary, I consider BNB 2001/295 to be of little relevance for the interpretation of Article 
4(1), first sentence of the 2017 OECD MC as it is not conclusive as regards the meaning of the 
first sentence without a provision as included in the Protocol. The Hoge Raad confirmed that 
liable to tax refers to a full liability to tax, in accordance with the Commentary on Article 
4(1) OECD MC. However, given the reference by the Hoge Raad to Article II of the Protocol 
to the 1970 Netherlands-Belgium DTC, based on which the Hoge Raad assessed whether the 
applicable laws ‘as amended or supplemented by international agreements’ resulted in a 
full tax liability, I hold the decision inconclusive as to the question of whether without that 
provision the same result is to be reached.473 

5.5.3.2 Conclusion

It is to be concluded that the term ‘liable to’ in the first sentence of Article 4(1), covers all 
cases of liability to tax resulting from the criteria listed or similar criteria, regardless of any 
limiting influence on a states’ jurisdictional claim arising from international law (thus an 
unlimited tax liability). 

5.5.4 ‘Liable to tax’: formal or effective tax liability? 

Section 5.5.1 has shown that a linguistic interpretation of the expression ‘liable to tax’ does 
not lead to conclusive results as regards its meaning. Though the term certainly refers to 
a formal tax liability, it cannot be excluded that the expression refers to an effective tax 
liability. This subsection assesses the meaning of the expression taking into account the 
context of the term, the object and purpose of the tax treaty and the role of Article 4(1) 
specifically and the principle of good faith. Throughout this subsection, a distinction will be 
made between a formal and an effective tax liability. 

5.5.4.1 Context: treaty as whole

The term ‘liable to’ is not used in other provisions of the OECD MC. The expression ‘subject 
to’ is. It is acknowledged that in the OECD MC the expression liable to tax is used in 
conjunction with persons only, whereas the term subject to tax seems to be relevant for 

472 Concurring Pijl (2012), paragraph 2.2. 
473 Concurring Van Raad et al. (2001), dissenting Van Weeghel (2001); Brosens (2018), p. 525. Both the IRS (in Rev. Rul. 2004-
76) and the Netherlands State Secretary apply the decision (in the explanatory notes to the 2001 Netherlands-Belgium DTC) 
also without a provision comparable to Article II of the Protocol. 
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the specific income.474 Therefore, from the treaty as a whole it cannot be derived that ‘liable 
to tax’ refers to an effective liability to tax (akin to a subject to tax requirement). On the 
contrary, the use of two distinct expressions contributes to the conclusion that no subject 
to tax requirement or effective tax liability should be read into the expression liable to tax. 

5.5.4.2 Context: Commentary on Article 4(1) OECD MC

According to paragraph 3 of the OECD Commentary on Article 4(1), the wording liable to 
tax refers to a comprehensive liability to tax (“full tax liability”). However, the Commentary 
offers no further context as to the scope of this full tax liability. On the contrary, paras. 8.11 
and 8.12 of the Commentary on Article 4(1) recognize that there is no common understanding 
among the OECD members with regard to the exact scope of this term. 

“8.11 Paragraph 1 refers to persons who are “liable to tax” in a Contracting State under its laws 
by reason of various criteria. In many States, a person is considered liable to comprehensive 
taxation even if the Contracting State does not in fact impose tax. For example, charities and 
other organisations may be exempted from tax, but they are exempt only if they meet all of 
the requirements for exemption specified in the tax laws. They are, thus, subject to the tax 
laws of a Contracting State. Furthermore, if they do not meet the standards specified, they are 
also required to pay tax. Most States would view such entities as residents for purposes of the 
Convention (see, for example, paragraph 1 of Article 10 and paragraph 5 of Article 11).

8.12 In some States, however, these entities are not considered liable to tax if they are exempt 
from tax under domestic tax laws. These States may not regard such entities as residents 
for purposes of a convention unless these entities are expressly covered by the convention. 
Contracting States taking this view are free to address the issue in their bilateral negotiations.” 

It seems that only a minority of OECD member states adheres to the view that exempt 
entities are not liable to tax in the sense of Article 4(1). The majority statement refers to 
the practice in many states, to consider entities that are exempted from tax, subject to 
certain conditions, liable to tax. This is a strong indication in favor of the formal approach. 
However, given the minority standpoint, the paragraphs do not provide conclusive answers 
as to the interpretative issue with respect to the expression liable to tax.475 

Grilli stated that other parts of the Commentary provide evidence to construe the meaning 
of ‘liable to tax’ as referring to formal (or potential) tax liability rather than on effective 

474 Avery Jones (2013), p. 10. For example, pursuant to Article 10(5), under circumstances a state may not “subject the 
company’s undistributed profits to a tax on the company’s undistributed Profits”. Sometimes however, ‘subject to tax’ 
seems to relate to a person whereas in substance reference is made to income. An example of such use of the expression 
subject to tax can be found in the non-discrimination provision in Article 24(1): “Nationals of a Contracting State shall 
not be subjected in the other Contracting State to any taxation or any requirement connected therewith, which is other 
or more burdensome than the taxation and connected requirements to which nationals of that other State in the same 
circumstances, in particular with respect to residence, are or may be subjected.” The expression ‘nationals subjected to any 
taxation’ grammatically refers to the nationals, however, in substance relates to income. Also Sepúlveda (2016, p. 39), who 
referred to ‘liable to tax’ as an attribute of persons. 
475 See 3.3. 
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(or actual, material) tax liability.476 This conclusion is based on an a contrario reasoning. 
The Commentary in various passages suggests to introduce subject-to-tax clauses.477 The 
introduction of such clauses would not be necessary if treaty entitlement under Article 4(1) 
would be subject to effective taxation. In my view, the conclusion based on a a contrario 
reasoning that from the Commentary follows a formal tax liability, cannot outweigh the 
explicit statement that such interpretation is rejected by OECD member states, though a 
minority of them. It follows that the Commentary on Article 4(1) provides no conclusive 
guidance as to the meaning of the term ‘liable to tax’. 

5.5.4.3 Object and purpose

Income of entities that under the domestic tax laws of a state are regarded taxable persons 
but are exempted from tax, is not taxed twice. Thus, it may be stated that granting treaty 
benefits to such entities is not necessary to achieve the object and purpose of the OECD 
MC.478 However, when interpreting Article 4(1), the provision should not be separated from 
the operation of the allocation rules in the Chapters III and IV of the OECD MC, combined 
with the provisions of Article 23 A or 23 B OECD MC. The provision attaches a person to the 
tax jurisdiction of a contracting state for purposes of these allocation rules. It is in line with 
this ‘primary idea behind the term ‘resident of a contracting state’479 to treat a person as a 
resident for purposes of a tax treaty if a state in its domestic tax legislation assumes full 
taxing jurisdiction.480 This regardless of its actual treatment under the domestic tax laws 
(even when fully exempted). Tax scholarship generally concurs with this position.481 

It should furthermore be considered whether the prevention of tax avoidance – as another 
purpose of tax treaties – brings up that the ordinary meaning of ‘liable to’ should be 
construed as ‘actually liable to’. This seems tempting: denying treaty benefits to persons that 
are involved in what is perceived to be a tax avoidance scheme through an object and purpose 
reasoning. However, as discussed in section 4.6, the question whether treaty access should 
be denied is a question of application and not of interpretation of the treaty. In conclusion, 
in my view it follows from the OECD MC’s object and purpose and Article 4(1)’s role in it, that 
‘liable to tax’ should be understood as referring to a formal liability to tax. 

5.5.4.4 Reciprocity and an arbitrary outcome

It is defended that the principle of reciprocity would provide an argument in favor of the 
interpretation resulting in an effective liable to tax requirement. Couzin pointed to the 

476 Grilli (2004), p. 891.
477 Paras. 20 to 21.2 of the 2010 Commentary. The same observation is to be derived from paragraph 32.6 of the Commentary 
on Article 23 and paragraph 35 of the Commentary on Article 1.
478 Galea (2012), paragraph 3.1. See also Wheeler (2012), paragraph 4.5.2. 
479 De Graaf & Pötgens (2011), p. 173.
480 Frkal (2005), p. 49-72. 
481 See, inter alia, Ismer & Riemer (2015), par. 26; Simader (2009), p. 359; Bammens (2009), pp. 393–394; Hattingh (2009), pp. 
715–716, Martinez Giner (2009), p. 778–780, Maraia (2009), p. 810; Ward a.o. (1996), p. 422; Brosens (2018), p. 415. In Dutch 
literature, inter alia, already Sinninghe Damsté (1940), p. 75; Peters (2007), p. 149. 
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possibility that the formal approach results in an unpleasant surprise for contracting states: 
through the recognition in its domestic legislation of an exempted entity as resident for 
tax purposes, the counterparty may in fact create opportunities for treaty shopping. The 
granting of treaty benefits should be based on an explicit weighing of the interests of both 
countries, according to Couzin.482 Nevertheless, I feel that these considerations do not lead 
to a preference for interpretative purposes of the effective liability to tax approach over the 
formal. The principle of reciprocity and considerations from a tax policy perspective are 
difficult to apply when interpreting Article 4(1). Firstly, the tax policies of states differ to a 
great extent and furthermore they are generally not very clear – especially concerning the 
policy decisions made in respect of a specific treaty. Secondly, it cannot be excluded that 
the contracting parties have accepted the consequences of the formal approach (according 
to the majority view advocated in paragraph 8.11 of the Commentary most states have), 
granting treaty benefits to both existing and newly developed exempted entities. Therefore, 
in my opinion, no conclusive argument is to be derived to either decide in favor or against 
the formal approach from the principle of reciprocity. 

The validity of the interpretation of liable to tax as a formal liability to tax requirement is 
also disputed because of its perceived arbitrary outcome. Certain states in their domestic 
legislation recognize e.g. investment funds as an entity for corporate income tax purposes 
and – later on – exempt such entities whereas other states do not recognize such entities 
from the start.483 Couzin stated that the formal liability approach puts too much weight 
on the domestic treatment of entities and the domestic recognition of taxpayers which 
may result in a rather arbitrary outcome.484 However, it should be acknowledged that 
both a formal liable to tax and an effective liable to tax requirement give rise to borderline 
cases. The treatment of investments institutions under the Netherlands CITA may serve 
as an example. The exempt investment institution (“vrijgestelde beleggingsinstelling”) is 
subjectively exempt whereas a 0% rate may apply to the fiscal investment institution (“fiscale 
beleggingsinstelling”). If established under Dutch company law, both entities are recognized 
as resident taxpayers. If an effective liability to tax requirement would be applied, the 
exempt investment company would be denied treaty access, whereas the treatment under 
the treaty of the fiscal investment company would probably give rise to a fierce debate.485 

Another example concerns the treatment of an association in the Netherlands’ 
corporate income tax system. Under Article 2(1)(e) of the Netherlands CITA (Wet op de 
vennootschapsbelasting 1969) associations are liable to corporate income tax if and to the 
extent that the association carries on a business enterprise. Associations that do not carry 
on a business enterprise and thus are not liable to corporate income tax, are nevertheless 

482 Couzin (2002), p. 114. 
483 E.g. Van Weeghel in his note to BNB 2010/177. 
484 Couzin (2002), paragraph 3.1.1.4.
485 E.g. De Graaf & Pötgens (2010), p. 266; Vleggeert (2012), p. 476. 

LIABLE TO TAX5.5



151 

regarded as entities (‘lichamen’) for purposes of Dutch domestic tax law.486 Such associations 
can be resident in the Netherlands, depending on facts and circumstances.487 Associations 
that do carry on a business enterprise and are liable to corporate income tax under Article 
2, can still be fully exempt from corporate income tax. For example, subject to certain 
conditions, Article 5 of the CITA provides a full exemption from CIT for pension funds. 
The question is whether a foundation that does not carry on a business enterprise, is liable 
to tax within the meaning of Article 4(1) OECD MC, starting from a formal approach to the 
concept of liable to tax. In my view three approaches are possible. Firstly, it could be argued 
that the mere fact that the foundation is classified in the General Tax Act as an entity is 
already sufficient to conclude that there is liability to tax. After all, the Netherlands has 
identified the foundation as a potential taxpayer. Nevertheless, this line of thought should, 
in my opinion, be rejected because Article 4(1) OECD MC requires liability to a tax to which 
the treaty applies (see for the interpretation of the term ‘tax’ section 5.5.5). The General Tax 
Act is not relevant for that assessment. If this approach were to be accepted, a partnership 
established under Dutch private law (vennootschap onder firma) would also be liable to tax 
within the meaning of Article 4(1) because under the General Tax Act the partnership is also 
regarded as an entity. However, the partnership is not regarded as an entity for purposes 
of the Dutch corporate tax, which in my view should be decisive. Secondly, it can be argued 
that a foundation that does not carry on a business enterprise (and is therefore not liable 
to corporation tax) can not be considered to be liable to tax within the meaning of Article 
4 (1). This argument, however, in my view is not convincing. It leads to an unjustifiable 
difference with an entity that is initially regarded as a taxable person, but which is wholly 
or partially exempted by virtue of another provision. Therefore, in my opinion, the third 
approach is preferable: the foundation is liable to tax because Article 2 CITA determines 
the foundation to be entity, although for the actual tax liability a further condition is set.488 

Thus, in my view, a (perceived) arbitrary outcome cannot be a decisive argument in favor of 
either the formal or material approach. Interestingly, the Swedish court in the Luxembourg-
case489 (discussed in 5.5.4.13) explicitly considered the (practical) consequences of a choice for 
either the formal or the material approach. The court recognized that both approaches can 
lead to an arbitrary outcome: the availability of treaty benefits under both approaches depends 
on the domestic legislation and the condition subject to which an entity is exempted from tax. 

Furthermore, the deliberate choice of both contracting states to follow the OECD MC’s 
distributive structure and the reliance on the expression ‘laws of that state’ for purposes 
of defining an entity’s residence create an indisputable and strong link with the domestic 
tax system. Given this link, choices made with regard to the domestic system affect treaty 

486 E.g. Article 2, paragraph 1, sub b, of the General Tax Act (Algemene wet inzake rijksbelastingen, GTA). 
487 Article 4, paragraph 1, GTA. 
488 See sections 5.5.4.10 and 5.5.4.12 for case law of German and the Netherlands respectively dealing with this issue. 
489 Regeringsrätten, 2 October 1996, RÄ 1996 ref. 84 (6301-1994).
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application. This may result in arbitrary situations but the principle of good faith does not 
preclude the freedom of states to change their laws – as long as this change is not in breach 
with that principle.490 Therefore, the manifestation of what can be perceived as arbitrary 
cases under a formal liable to tax requirement, in my view does not lead to an interpretation 
of liable to tax meaning effective liable to tax. Both approaches will lead to borderline cases. 

5.5.4.5 Preliminary conclusion

Based on the arguments discussed in the previous subsections, it is to be concluded that the 
term ‘liable to’ refers to a formal liability to tax. The text of Article 4(1) itself does not provide 
conclusive guidance on the meaning of ‘liable to’ and on a choice between ‘formal liable to tax’ 
and ‘effective liable to tax’. The subsequent wording (“based on residence, domicile, place 
of management or any other criterion of a similar nature”) implicitly only refers to a formal 
liability because the criteria mentioned establish a relationship with a certain state, without 
any subsequent requirement relating to any form of an effective liability. By absence of any 
qualifying criterion substantiating the nature of the liable to tax requirement, in my view 
the conclusion is to be that the formal approach is preferable over an approach focusing on 
an effective liability to tax. 

The OECD MC uses the expression ‘subject to’ in relation to certain income, whereas ‘liable 
to’ is only used regarding a person. This difference contributes to the conclusion that no 
subject to tax requirement or effective tax liability should be read into the expression liable to 
tax. The Commentary on the OECD MC does not provide any conclusive arguments against 
the position that ‘liable to tax’ refers to a formal tax liability. Moreover, the majority view 
on the liable to tax requirement expressed in paragraph 8.11 points to a formal approach 
towards liable to tax. 

In my view, the meaning of the expression ‘liable to tax’ is to be derived from the function 
of Article 4(1) within the OECD MC. The provision serves the application of the distributive 
part of the treaty by attaching a person to the tax jurisdiction of a contracting state. Such 
a person is resident if, as a result of the domestic tax legislation, that state has assumed 
full taxing jurisdiction. Article 4(1) sets no additional requirements as to the way that state 
uses its tax jurisdiction. Such a reading concurs with the plain wording of the provision 
and with the context of the term. Section 5.5.4.6 assesses whether this position is in 
accordance with case law. 

5.5.4.6 Case law

5.5.4.6.1 Canada

The decision of the Supreme Court of Canada in Crown Forest Industries491 (already briefly 
mentioned in section 5.5.2.9) is one of the landmark cases on treaty residence. Unfortunately, 

490 E.g. Hoge Raad 5 September 2003, no. 37.657, BNB 2003/380. 
491 Crown Forest Industries Limited v Canada [1995] 2 SCR 802 (SCC). 
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the decision is not conclusive as to the scope of the liable to tax criterion. In fact, it caused 
major uncertainty as to the treatment of entities that are exempted from taxation under 
the domestic tax law. The decision has been heavily criticized in literature, not so much the 
outcome of the case which is perceived to be right, but with regard to the blurred use of the 
terms liable to tax and subject to tax.492 Although the Supreme Court’s decision given this 
uncertainty is of limited use, it still is worthwhile to be discussed in detail because of the 
various angles the court used to approach the topic. 

The court had to decide whether Norsk Pacific Steamship Company (“Norsk”), a company 
incorporated under the laws of the Bahamas with its sole office in the US, was a resident 
under the 1980 Canada-US DTC. Norsk conducted a trade or business which was effectively 
connected with the US and income arising from these US activities would have been 
taxable in the US if Norsk would not have been exempted based on a domestic exemption 
for international shipping activities. Norsk received a rental payment from Crown Forest 
Industries Ltd, a Canadian resident company. If Norsk would qualify as resident under the 
US-Canada treaty, the withholding tax due by on this rental payment would be reduced 
from 25% to 10%. 

The relevant part of Article IV(1) of the applicable treaty reads: “1. For the purposes of this 
Convention, the term “resident of a Contracting State” means any person who, under 
the laws of that State, is liable to tax therein by reason of his domicile, residence, place 
of management, place of incorporation or any other criterion of a similar nature (…).” An 
equivalent of the second sentence of Article 4(1) OECD-MC was not included. To establish the 
meaning of these words the Supreme Court used a two track approach, without referring to 
a provision on treaty interpretation (e.g. Article 3(2) US-Canada DTC or Article 31 VCLT): first 
through the “plain language reading of Article IV” and second through an “interpretation of 
the goals and purposes” of the treaty.493 Based on the plain language of the treaty, the court 
held that the liability to taxation resulting in residency under the treaty, “operates by reason 
of one of the listed grounds.”494 The US criterion engaged in a business in the US establishes 
an US tax liability only for income that is effectively connected with that business, hence it 
does not lead to a tax liability on Norsk’s worldwide income. As such, Norsk was not liable to 
tax in the sense of article IV(1).495 The court: “The nuance is of major significance: liability to 
tax derives from Norsk’s trade or business, not from Norsk’s place of management which, 
in itself, does not make Norsk liable to tax in the United States.”496 According to the court, 
Norks’ (limited) tax liability was not based on its place of management in the US.497

492 See, inter alia, Ward a.o. (1996), Couzin (2002) p. 3.1.2; Brooks (2009), p. 428; Scott Wilkie (2007), pp. 23-24 and 51.
493 Crown Forest, paragraph [22]. 
494 Crown Forest, paragraph [23].
495 Crown Forest, paragraph [28].
496 Crown Forest, paragraph [34].
497 Crown Forest, paragraph [34].
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So far, the reasoning of the court did not cause any problems. However, the court proceeded 
with the following consideration: 

“Nevertheless, the analysis does not end here. (…) In this respect, the criteria for determining 
residence in Article IV, paragraph 1 involve more than simply being liable to taxation on some 
portion of income (source liability); they entail being subject to as comprehensive a tax liability 
as is imposed by a state. In the United States and Canada, such comprehensive taxation is 
taxation on world-wide income. However, tax liability for the income effectively connected to a 
business engaged in the U.S., pursuant to s. 882 of the Internal Revenue Code, amounts simply to 
source liability. Consequently, the “engaged in a business in the U.S.” criterion is not of a similar 
nature to the enumerated grounds since it is but a basis for source taxation. (…).”498 

The court distinguished between taxation on world income and taxation on source income 
and as such the interpretation is in line with the meaning of the term ‘liable to’ as described 
in the preliminary conclusion. However, through the reference in the obiter dicta to 
‘being subject to as comprehensive a tax liability as imposed is by a state’ the judgment 
is not conclusive.499 It is not clear why the court used the wording ‘subject to’ and, more 
importantly, what was meant by ‘as comprehensive a tax liability as is imposed by a state’. 
The Commentary on Article 4(1) OECD MC speaks of ‘a comprehensive liability to tax’ as 
an equivalent of full tax liability.500 If the court meant to refer to an effective tax liability 
in contrast to a formal notion of liability to tax indeed, the court would likely have heeded 
to the issue whether an exempt status would have prevented Norsk from benefiting of 
the treaty. The answer to this question and the underlying justification would have been 
very interesting. The judgment as it is, is blurred by the unexplained use of the expression 
‘subject to as comprehensive a tax liability as imposed is by a state’ and still solely referring 
to the distinction between source and residence taxation. 

In the second part of the judgment, the court focused on the intention of the drafters of the 
convention and the purpose of double tax treaties, rather to confirm the court’s conclusion 
that Norsk is not a resident under the plain language of the treaty. To establish the aim of 
tax treaties and the intentions of the contracting parties, the court referred to “extrinsic 
materials which form part of the legal context (these include accepted model conventions 
and official commentaries thereon).” The Supreme Court held the purpose of the treaty to 
be the promotion of international trade between the US and Canada through the avoidance 
of double taxation on “Canadians working in the United States (or vice versa) and Canadian 
companies operating in the United States (again, or vice versa).” According to the court “(t)
here is no reason to assume that, in the context of this case, Canada entered into a treaty 
with the United States with a view to ceding its taxing authority to a jurisdiction that is 

498 Crown Forest, paragraph [39]. 
499 Ward (2010), p. 17. See also Ward et al., (1996), p. 419. 
500 Ward (2010), p. 3-17. 
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a stranger to the Convention, namely the Bahamas.”501 Support for its approach, the 
court found in the OECD MC and the Commentary thereon. The findings of the court are 
expressed perfectly in the following passage from the American Law Institute’s 1992 Federal 
Income Tax Project quoted by the court: 

“57 (…)”Residence”, in turn, is defined in terms of taxing jurisdiction. A person or entity is 
considered resident in a country if that country asserts an unlimited right to tax his or its 
income -- that is, a right based upon the taxpayer’s personal connection with the country (as 
opposed to the source of the income or other income- or asset-related factors). The test of 
residence requires that the person or entity claiming treaty benefits be “fully taxable” in the 
residence country, in the sense of being fully subject to its plenary taxing jurisdiction.”502 

These considerations concerning the treaty’s object and purpose however, do not shed 
any light on the question of how the court’s referral to ‘subject to …’ is to be understood. 
Therefore, can be concluded that the decision does not provide a clear definition of the 
scope of the ‘liable to tax’ requirement. Hence, in my opinion it neither affirms nor rejects 
the preliminary conclusion reached in section 5.5.4.5. 

5.5.4.6.2 Finland

The Finnish Supreme Administrative Court adhered to the formal approach as regards the 
liable to tax criterion. In its decision dated 22 December 2004, the court decided on the 
residential status of a Luxembourg investment fund with the legal form of a SICAV. Under 
Luxembourg tax law, a SICAV is treated as a separate legal entity, though fully exempted 
from tax for purposes of the Luxembourg corporate tax law. Following the reasoning of 
the Administrative Court of Helsinki, the court decided that the SICAV was a resident of 
Luxembourg for purposes of the Luxembourg-Finland DTC, despite its exempted status.503 

5.5.4.6.3 France

Until two decisions of the French Conseil d’État of 9 November 2015,504 it was to be concluded 
from French case law that an actual tax liability was not required to qualify as treaty 
resident.505 For example the Montreuil Administrative Court in its decision 14 January 
2010506 decided on the residency under the 1959 France-German DTC of a German based tax-
exempt pension fund (Sti Apothekerversorgung Niedersachsen). The fund received dividends on 
its portfolio investments in shares in some French companies. Under French domestic law 
at that time, such French sourced dividends were subject to withholding tax of 35% if paid 
501 Crown Forest, paragraph [48].
502 Crown Forest, paragraph [57], quoted from: Federal Income Tax Project --International Aspects of United States Income 
Taxation II -- Proposals on United States Income Tax Treaties (1992), at pp. 127-28.
503 Korkein Hallinto-oikeus (Supreme Administrative Court), 22 December 2004, 2004:111.
504 Conseil d’État 9 November 2015, no. 371132 and Conseil d’État 9 November 2015, no. 370054. 
505 Paris Administrative Court of Appeals, 6 December 2007, no. 07-01717; no. 06-03370; no. 06-03371; Lyon Adminstrative 
Court of Appeals, 10 July 1992, no. 90-183; Paris Administrative Court of Appeals, 8 October 1991, no. 90-296, 90-511, RJF 
5/92, No. 587. See Gutman, Austry & Le Roux (2009), p. 22. 
506 Decision of Tribunal Administratif Montreuil 14 January 2010, no. 08-11669. 
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to foreign non-profit and tax-exempt organizations (i.e. pension funds). Hence, the issue 
was whether the tax-exempt German fund was ‘liable to tax’. According to the court, the 
German fund was liable to tax as it was within the scope of the German tax law. The court 
explicitly rejected the position that a person must actually be subject to tax to be entitled to 
treaty benefits. 

However, the Conseil d'État rejected the approach of the lower courts when dealing with 
the position under the 1959 France-German DTC of another German pension fund, 
Landesärztekammer Hessen Versorgungswerk  (LHV).507 LHV was also tax exempt under the 
German corporate income tax act. The Conseil d'État stated that the definition of residence 
in the 1959 France-German DTC508 must be interpreted in accordance with the ordinary 
meaning to be given to their terms, in their context and in the light of their object and 
purpose, thus referring to Article 31 VCLT. According to Conseil d'État “(i)t follows from the 
wording of these provisions, which define the scope of the convention in accordance with 
its main object, which is the avoidance of double taxation, that persons not submitted to 
taxation in the contracting state by reason of their status or activity cannot be considered 
to be liable to taxation therein.”509 Furthermore, the Conseil d'État referred to Article 25b(4) 
of the treaty that explicitly provided that certain collective investment funds are entitled to 
specific treaty benefits even though they may not be submitted to taxation.510 Based on a a 
contrario reasoning, the Conseil d'État held that “a person that is exempt from taxation in a 
contracting state by reason of its status or activity, cannot be considered to be a resident 
of that contracting state.” This decision does not concur with the preliminary conclusion 
reached in section 5.5.4.5. Where the preliminary conclusion is based on the role Article 4(1) 
plays within the OECD MC, the Conseil d'État attached decisive importance to the object and 
purpose of the OECD MC, which, according to the court is the avoidance of double taxation.

5.5.4.6.4 Germany

The first German case on treaty residence and the ‘liable to tax’ requirement has been 
decided by the Finanzgericht München511 and it involved a Jesuit order with the legal status 
of a statutory body under public law (Körperschaft des öffentlichen Rechts), having its 
actual place of management in Germany. The relevant provision of the German CITA 
(Körperschaftsteuergesetz), Article 1(1)(6), read: 

507 Conseil d’État 9 November 2015, no. 371132.
508 The definition is covered by Article 2(1)(4)(a) and – to the extent relevant for purposes of this subsection – equal to the 
Article 4(1) OECD MC.
509 Conseil d’État 9 November 2015, no. 371132.
510 Article 25b(4) of the treaty reads as follows: ”An establishment for collective investment in securities (OPCVM) which is 
situated in one of the Contracting States in which it is not subject to taxes as referred to in subparagraphs 1(c) or 2(b) of 
paragraph 2 of Article 1 and which derives dividends or interest from sources within the other Contracting State, may apply 
in general for tax reductions, exemptions or other reliefs provided by the Convention for the part of the income which 
corresponds to the rights in the establishment (OPCVM) held by residents of the first-mentioned State.”
511 Finanzgericht München, 13 June 2006, 7 K 3871/00. See also Schuch (2008), p. 109; Englisch (2009), p. 497 and the references 
in footnote 154. 
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“The following corporate bodies, associations of persons and estates, which have their 
management or their seat in Germany are subject to unlimited corporation tax:
(...)
6. Enterprises of a commercial nature of statutory bodies under public law.” 

From a plain reading of the wording it already follows that a condition had to be fulfilled 
before the order was considered to be subject to unlimited corporation tax: the order had to 
be engaged in entrepreneurial activities. Interestingly, the Finanzgericht seemed not to pay 
head to this additional requirement. For the court it was decisive whether locality based 
conditions could lead to unlimited tax liability in Germany – which reflects the approach of 
Vogel (section 5.5.2). The court stated: 

“The residence-supporting characteristics under domestic law are those that, for purposes of 
the tax treaty, lead to residence based taxation in the sense of unlimited tax liability in Germany, 
hence the resident must have the location-based features that justify the taxation of residents 
according to the domestic laws of that State, limited tax liability not suffices.”

The court proceeded to turn to the function of Article 4, which is referred to as a distribution 
norm (Verteilungsnorm). According to the court, Article 4 of the tax treaty does not require 
an actual (unlimited) tax liability “(s)ince the residence rule [only] serves the interpretation 
of the agreement”. The provision only requires that “the person at least has a relationship 
with one of the Contracting States – State of residence – that could lead to its unlimited 
tax liability. The distribution norm also serves as a barrier, if the State of residence does 
not tax the person.” As the required connection with Germany has been made through 
the actual place of management of the order, the court held the order to be ‘liable to tax’ 
in the sense of Article 4 of the tax treaty. The court held it irrelevant “that the applicant 
is not actually (unlimited) liable to tax under domestic law due to its status as a statutory 
body under public law and the basic exemption from taxation applicable to such bodies, 
as far as they are active in the public sector. Decisive is whether the applicant has such a 
relationship with Germany that, were the German authorities to subjugate such entities to 
actual taxation, the applicant would be unlimitedly liable to tax as a result of these location-
based features.” The approach of the Finanzgericht concurs with the preliminary conclusion 
reached. Although the order was not regarded as a taxpayer for purposes of the German 
CITA (not liable to German Corporation Tax) as it was not engaged in entrepreneurial 
activities, it was regarded liable to tax for purposes of the treaty. This concurs with the 
conclusion reached in section 5.5.4.5. 

Other cases in German case law dealing with the issue of tax-exempt entities under Article 
4(1), concern the residency of a SICAV, an investment fund (“société d’investissement á 
capital variable”) with the legal form of a SA, established under French corporate law. Under 
French domestic law, a SICAV is exempt from corporation tax – provided certain conditions 
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are met.512 Given this exemption, the Finanzgericht Niedersachsen held the SICAV was not 
liable to tax (“ansässig“) in the sense of Article 2(1)(4) of the 1959 France-Germany DTC: “As a 
corporation freed from corporation tax, [the SICAV] itself is not submitted to the corporation 
tax and therefore no independent taxable person for purposes residence taxation.”513 To reach 
this conclusion, the Finanzgericht Niedersachsen referred to the treatment of the SICAV 
under French tax law. The fact that under German law, the SICAV would have been treated 
as a taxable person, the court held as irrelevant.514 This judgment clearly contradicts that of 
the Finanzgericht München regarding the treaty access of the Jesuit order. 

The Finanzgericht Rheinland-Pfalz reached the opposite conclusion – the SICAV is liable 
to tax. Referring to the decision of the Finanzgericht München515 (as discussed), the court 
acknowledged that to be a resident for treaty purposes, the person must meet the location-
based requirements that justify the taxation of residents according to the domestic laws of 
that State. The court added that “(f)or purposes of the tax liability, it is irrelevant whether 
and how that person is taxed. Whether the residence state actually uses its jurisdiction 
to tax, changing the abstract tax liability into an actual one, is for the application of the 
distributive rules of little importance just like the manner in which that state uses it tax 
jurisdiction is. A person can therefore be liable to tax in a State if certain income is exempt 
from taxation, if there is no taxable income or if the tax payable is not actually collected. 
A subjective tax exemption does not preclude residency and application of the tax treaty.”

As the exemption of the SICAV is subject to several conditions, according to the court, the 
SICAV is not ‘immune’ for the possibility that the ‘virtual tax liability can change into an 
actual one’. Decisive is that –according to the court – the SICAV had such a relationship 
with France that, in case the French authorities subject such entities to actual taxation, the 
SICAV would be unlimitedly liable to tax as a result of these location-based features. Again, 
the court referred to the decision of the Finanzgericht München. 

In its final argument, the Finanzgericht Rheinland-Pfalz referred to the paras. 8.11 and 8.12 of 
the Commentary on Article 4(1). The court used the majority statement in paragraph 8.11 to 
substantiate its conclusion, whereas the minority statement in paragraph 8.12 is deemed 
irrelevant as there is no evidence that this view is addressed during the bilateral negotiations. In 
appeal before the Bundesfinanzhof516 the issue of tax liability was not dealt with (again) as the tax 
authorities did not challenge the decision of the Finanzgericht Rheinland-Pfalz on that matter.517 

512 Article 208(1)(1) and (1)(A) of the French Tax Code (Code Général des Impôts).
513 Finanzgericht Niedersachsen 29 March 2007, 6 K 514/03. 
514 Finanzgericht Niedersachsen 29 March 2007, 6 K 514/03, paragraph 28. 
515 Finanzgericht München 13 June 2003, 7 K 3871/00.
516 Bundesfinanzhof 6 June 2012, I R 52/11.
517 Under discussion was the characterization of the SICAV for purposes of the treaty: the tax authorities stated that the 
SICAV should be considered transparent for tax purposes. If the SICAV would indeed be (wholly or partly) transparent, the 
assessment of the tax liability would have to be made at the level of the participants in the SICAV. The Bundesfinanzhof held 
that the Finanzgericht insufficiently dealt with a possible transparence of the SICAV. 
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5.5.4.6.5 India

Azadi Bachao Andolan

In the Azadi Bachao Andolan case518 the Indian Supreme Court dealt with the question 
whether a company, managed from Mauritius, was a resident under the 1983 Mauritius-
Indian DTC (which for the relevant parts was drafted in accordance with the 1977 OECD 
MC). The company was registered in Mauritius as a so called “tax incentive company”519: “a 
corporation certified to be engaged in international business activity (…)”. Such a company 
was exempt from corporate income tax on certain items of income, including certain 
capital gains. The question was whether the company, though exempt from tax on capital 
gains derived from a sale of shares in Indian companies, could still be regarded liable to 
tax in Mauritius and, thus be regarded as a resident for purposes of the treaty. It is to be 
noted that the company under the Mauritian law was not fully exempted from tax, but only 
regarding certain types of income. 

The tax authorities argued that the company was not liable to tax as, because of the legal 
regime applicable to such tax incentive companies (offshore companies), “the possibility of 
such a company earning income within Mauritius is almost nil, there is hardly any possibility 
of its paying tax in Mauritius, whatever be the provisions of the Mauritian Income-Tax Act”. 
However, according to the Supreme Court tax incentive companies are liable to taxation, 
even though they have been granted exemption.

In reaching this conclusion, the court first referred to the language of the treaty and 
decided that, under the plain reading, offshore companies incorporated and registered 
(in Mauritius) are ‘liable to taxation’ under the Mauritius Income Tax Act. Furthermore, 
the Supreme Court used the OECD Commentary on Article 4 of the 1977 OECD MC and 
the commentary of Baker to that article to support its conclusion.520 Then the Supreme 
Court turned to foreign case law. Especially the court’s reference to the Canadian Federal 
Court’s judgment in John N. Gladden v. Her Majesty the Queen521 is of importance, given 
the cross-references to that decision made by lower courts in subsequent cases. In Gladden, 
a US-resident owned shares in two privately controlled Canadian companies. According to 
Canadian law, the shares in the companies were deemed to be disposed of upon his death. 
The capital gain that resulted from this deemed disposal was taxable in Canada. The question 
was whether Canada would be prohibited to effectuate its claim under the capital gains 
article of the US-Canada DTC. According to the Canadian Federal Court the non-resident 
was eligible to treaty benefits regardless of whether or not the non-resident was taxable on 
that capital gain in the US. The Indian court applied this approach in the present case. 

518 Union of India and another v. Azadi Bachao Andolan and another, (2003) 6 ITLR 223. 
519 Part II of the First Schedule of the Mauritian Income Tax Act (1995). 
520 Baker (1994, p. 91) stated that “(i)t seems clear that a person does not have to be actually paying tax to be “liable to tax.”
521 The Estate of the late John N. Gladden v. Her Majesty the Queen, Federal Court - Trial Division, 28 January 1985, 85 DTC 
5188.
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ADIT vs Green Emirate Shipping and Travels

In ADIT vs Green Emirate Shipping and Travels522 the ITAT in Mumbai dealt with a company 
exploiting a shipping enterprise, based in one of the states of the United Arab Emirates 
(UAE). According to Article 8 of the India-UAE DTC, the taxation rights with regard to 
income from shipping operations was attributed to the country of residence, i.e., UAE. 
However, the tax authorities stated that the treaty did not apply as the company ‘is not 
paying taxes in UAE’. They referred to the prior decision of the Authority for Advanced 
Ruling in the case of Cyril Eugene Pereria, In re [1999] 239 ITR 650. In that case the AAR held 
that the provisions in a tax treaty do not apply if the ‘same income is not liable to be taxed 
twice by the existing laws of both the Contracting States’. 

The tribunal, however, held that the actual payment of tax is not a requirement to obtain the 
benefits of a tax treaty, as it prevents (also) potential double taxation. Whether the state of 
the UAE in fact exercises the right to tax certain income or gain is irrelevant. The tribunal 
further derived from Gladden that ‘liable to tax’ covers cases “where the other Contracting 
State has the right to tax such persons irrespective of whether or not such a right is exercised 
by the Contracting State.” The ITAT held sufficient to qualify as ‘liable to tax’ the fact that 
an entity is subject to a state’s taxing jurisdiction. According to the ITAT, the DTC not only 
prevents actual but also potential double taxation. The ITAT’s decision concurs with the 
preliminary conclusion reached. 

5.5.4.6.6 Netherlands

In its decision of 4 December 2009, BNB 2010/177, the Netherlands Hoge Raad dealt with the 
residence of an association, established under the laws of the Netherlands and effectively 
managed therefrom, for purposes of the 1992 US-Netherlands DTC. If the association was 
to be regarded resident in the Netherlands, Article 17 of the treaty would apply and the 
Netherlands could tax part of the remuneration paid by the association to its US resident 
board member (“bestuurder”).523 

Article 4(1) of the 1992 US-Netherlands DTC, deviates from the OECD MC as it explicitly 
includes as a resident: “an exempt pension trust, as dealt with in Article 35 (Exempt Pension 
Trust) and that is a resident of that State according to the laws of that State, or an exempt 
organization, as dealt with in Article 36 (Exempt Organizations) and that is a resident of 
that State according to the laws of that State”. According to Article 35 an Exempt Pension 
Trust is “a trust, company or other organization constituted and operated exclusively to 

522 ADIT v. Green Emirate Shipping & Travels [2005] 100 ITD 203 (Mum) (2006-TIOL-74-ITAT-MUM), 30 November 2005.
523 Article 17 reads: “Directors’ fees or other remuneration derived by a resident of one of the States in his capacity as a 
member of the board of directors, a “bestuurder” or a “commissaris” of a company which is a resident of the other State 
may be taxed in that other State. However such remuneration shall be taxable only in the first-mentioned State to the 
extent to which such remuneration is derived from services rendered in that State.” According to Article 3(1)(e) “the term 
“company” means any body corporate or any entity which is treated as a body corporate for tax purposes (…).” Whether an 
association should be regarded a company was not discussed.
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administer or provide benefits under one or more funds or plans established to provide 
pension, retirement or other employee benefits”. In Article 36 an Exempt Organization 
is defined as a trust, company or other organization (…) that is operated exclusively for 
religious, charitable, scientific, educational, or public purposes”. As will be clear from the 
analysis below, despite the differences with Article 4 OECD MC, the decision is of relevance 
for purposes of this study. 

Before assessing the decision of the Hoge Raad, I will first briefly describe the treatment of 
associations under Dutch domestic tax law.524 Under Article 2(1)(e) of the Netherlands CITA 
(Wet op de vennootschapsbelasting 1969) associations are, in principle, not liable to corporate 
income tax. An exception to this rule applies if and to the extent that the association 
carries on a business enterprise. Associations that do not carry on a business enterprise 
and thus are not liable to corporate income tax, are nevertheless regarded as entities 
(‘lichamen’) for purposes of Dutch domestic tax law.525 Such associations can be resident in 
the Netherlands, depending on facts and circumstances.526 Associations that do carry on a 
business enterprise and are liable to corporate income tax under Article 2, can still be fully 
exempted from corporate income tax. For example, subject to certain conditions, Article 5 
of the CITA provides a full exemption from CIT for pension funds.

In conclusion, under Dutch domestic tax law, an association being effectively managed in 
the Netherlands is a ‘resident’ entity that can be: 

a) a non-exempted taxpayer for corporate income tax purposes (hereinafter category A 
associations);

b) an exempted taxpayer for corporate income tax purposes (category B); or, 
c) not a taxpayer for corporate income tax purpose, but still an entity under Dutch tax 

law in general (category C). 

The association in the case at hand did not carry on a business enterprise and thus qualified 
as a category C entity.

Is such a category C entity a resident under Article 4(1) of the 1992 US-Netherlands DTC? 
Pursuant to Article 4(1), the entities mentioned in the Articles 35 and 36 are regarded resident 
of a State for purposes of the treaty under the condition that they are resident of that State under 
the domestic laws of that State. The Hoge Raad did not deal with the question whether the 
category C entity in the case at hand was a resident under the Netherlands domestic laws, but 
nevertheless held that the entity did not qualify as a resident under the 1992 US-Netherlands 
DTC. The decisive part of the Hoge Raad’s reasoning is included in consideration 3.2.2.:

524 The same applies to foundations. 
525 E.g. Article 2, paragraph 1, sub b, of the General Tax Act (Algemene wet inzake rijksbelastingen, GTA). 
526 Article 4, paragraph 1, GTA. 
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“(…) According to [Article 4, paragraph 1 of the Treaty], next to persons that are liable to tax, 
exempt pension funds and exempt organizations, as meant in the Articles 35 and 36, are regarded 
resident of one of the Contracting States, if they are resident of that State under the domestic 
laws of that State. This addition indicates that the funds and organizations as mentioned in 
Article 35 and 36, without separate inclusion in Article 4, paragraph 1, cannot, at least not in all 
cases, be regarded resident on the basis of the liable to tax criterion. From that must be inferred 
that an association which does not meet the requirements of Article 35 or Article 36 of the Treaty, 
and neither does meet the conditions for liability to tax of Article 2 of the law, cannot be regarded 
liable to Netherlands tax in the sense of Article 4, paragraph 1, of the Treaty.”

In the concluding sentence of legal consideration 3.2.2., the Hoge Raad in my view provided 
a two-step approach to determine whether an association is resident for purposes of the US-
Netherlands DTC. Firstly, it should be assessed whether the requirements of Article 35 or 36 
are met. Secondly, if the answer is negative, the question is raised whether the association 
is liable to tax under Article 2 CITA. In my view, it follows that without the reference to 
Article 35 and 36, the assessment under Article 2 is decisive. Hence, only if an association 
carries on a business enterprise and thus qualifies as taxpayer under Article 2, it could be 
regarded resident for treaty purposes.527 Under that reading, the fact that an association is 
regarded an entity for Dutch tax purposes (category C association) in itself is insufficient to 
qualify as resident for treaty purposes as such an entity does not pass the assessment under 
Article 2 CITA.528 

The question is what can be derived from the Hoge Raad’s decision as regards the position of 
category B entities (exempted entities). The sentence preceding the concluding one in legal 
considertion 3.2.2 refers to this topic, but is found to be blurred and raise doubt as to the 
position such an entity under treaties without provisions equivalent to the Articles 35 and 
36.529 Referring to Article 35 and 36, the Hoge Raad stated that: 

“(t)his addition indicates that the funds and organizations as mentioned in Article 35 and 36, 
without separate inclusion in Article 4, paragraph 1, cannot, at least not in all cases, be regarded 
resident on the basis of the liable to tax criterion.” 

Apparently, according to the Hoge Raad, Article 35 and Article 36 form an extension of the 
regular definition of Article 4(1). The scope of this addition then is determined by the scope 
of the parenthesis ‘at least not in all cases’ (‘althans niet in alle gevallen’). The question arises, in 
which cases will such funds and organizations not be regarded resident for purposes of the 
treaty without these additional provisions? I suggest to read this statement in conformity 
527 Pijl (2010), paragraph 6.4. 
528 As a result of Articles 35 and 36, the situation is obviously different under the US-Netherlands DTC. Then a category 
C association may for example be qualified as an exempt organization as meant in Article 36, operated exclusively for 
religious, charitable, scientific, educational, or public purposes. It may be that under the court’s reasoning such a category 
C association is to be regarded liable to tax in the sense of Article 4 of the US-Netherlands DTC. However, this conclusion 
will not hold if Article 4 would have been equal to Article 4 OECD MC.
529 De Graaf & Pötgens (2011), p. 172; Lukkien (2010), p. 15. 
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with the two steps approach presented in the concluding sentence. Without an explicit 
reference in Article 4(1) to exempt pension funds and exempt organizations as mentioned 
in Article 35 and 36, such funds would not be automatically regarded resident since an 
additional requirement should be met: liability to tax. It could be argued that Dutch based 
exempt pension funds and other organizations meet this requirement if they are regarded 
as taxpayers under Article 2(1) of the CITA. The two-steps approach which I derive from the 
substantiation provided by the Hoge Raad, points to the conclusion that an exemption does 
not prohibit treaty residency. This will usually not be the case for the exempt organizations 
mentioned Article 36 as these organization are generally not engaged in business activities 
(and, if they are not engaged in business activities, qualify under category C). However, the 
influence of a possible exemption (e.g. Article 5 CITA) has not been dealt with by the court. 
This may be because the Hoge Raad focused on the position of an association that was not 
regarded liable to tax under Article 2 CITA in the first place. Be that as it may, the judgment 
is not conclusive on this issue.530 

The decision also does not shed light on the scope of BNB 2001/295 (see section 5.5.3.1). The 
Hoge Raad did not refer to that decision. As explained in the section referred to, in my view, 
in BNB 2001/295 the Hoge Raad dealt with dual resident entities (though fully in the scope of 
the CITA) and the effect of treaty obligations on the liability to tax, whereas in BNB 2010/177 
the focus is on entities that are not at all in the scope of the CITA. 

As a final point it should be acknowledged that the outcome of the decision may be deemed 
arbitrary, as treaty residence would be depending on legislative technique. If the treatment 
of foundations and associations under Dutch corporate tax would have been different, the 
judgment would (probably) have had a different outcome. Suppose that foundations and 
associations would have been categorized as liable to tax under Article 2 (no limitation to 
the taxpayer insofar as foundations and associations are not engaged in entrepreneurial 
activities), and profits from non-entrepreneurial activities would be exempt on the basis 
of other provisions. Foundations and associations would then pass the Article 2 test and 
– based on the two-step approach that I derive from the judgment – would qualify as a 
treaty resident. Therefore, in my view the Hoge Raad should have applied the Article 2-test 
differently. It should not be decisive whether an entity passes Article 2 and is regarded a 
taxpayer under the CITA but it should be sufficient that an entity is mentioned in Article 2, 
notwithstanding any subsequent requirements (see also section 5.5.4.4). 

In conclusion, the two-steps approach referred to by the Hoge Raad, points to the conclusion 
that an exemption does not prohibit treaty residency if the entity passses the Article 2-gate. 
In my view it can be argued that the Hoge Raad adhered to the formal approach: meeting the 
requirements of Article 2 CITA is sufficient to qualify as a resident for treaty purposes. To 
that extent, the decision concurs with the preliminary conclusion. However, the decision is 

530 Pijl (2010), paragraph 6.2; (2011), paragraph 2.2. 
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not conclusive regarding the influence of possible exemptions.531 

5.5.4.6.7 Sweden 

In 1996, the Supreme Administrative Court in Sweden decided in the so-called Luxembourg-
case on the scope of Article 4(1) of the 1983 Sweden-Luxembourg DTC, a provision identical 
to Article 4, paragraph 1, of the 1977 OECD MC.532 A Swedish bank held all the shares in 
a Luxembourg SA, resident for tax purposes in Luxembourg. Luxembourg SA was the 
administrator of a number of investment funds, established under Luxembourg law. 
The SA was formally liable to tax, but subjectively exempted from Luxembourg corporate 
income tax, an exemption resulting from its activities (collective investments). The 
question was whether the SA could be regarded resident under the Sweden-Luxembourg 
DTC notwithstanding the (subjective) exemption. If the SA would be considered resident 
of Luxembourg, the Swedish domestic controlled foreign company regulations would not 
apply to the Luxembourg SA. 

The court explicitly referred to Article 31 VCLT and the methods of interpretation 
mentioned in that article. In its well-reasoned decision, the courts subsequently assessed 
the possible meanings of the term resulting from the available legal sources. Dealing with the 
interpretation of the term ‘liable to tax’, the court distinguished between a formal approach 
(‘subject to the taxation laws’) and a material approach (‘subject to actual taxation’). According 
to the court, the ordinary meaning of the term refers to the material approach. However, the 
court acknowledged that the wording of the term does not exclude the formal approach. 

Subsequently, the court assessed whether the scope of Article 4 could be derived from 
the treaty as a whole. In the view of the court, this was not the case. Under Article 28 of 
the tax treaty, tax-exempt Luxembourg 1929-holding companies were excluded from 
treaty benefits. This could bring up the presumption that without this explicit exception, 
1929-holding companies would be regarded treaty residents. The court considered the 
background of Article 28 not to be clear. The provision could be either a restriction or an 
explanation of Article 4. As such, from the existence of Article 28 no decisive argument 
could be derived.

Referring to the object and purpose of the treaty (the avoidance of double taxation), the 
court subsequently acknowledged that the material approach would be preferable over the 
formal one, seeing as the material approach assures that treaty benefits are available only in 
cases of actual double taxation. If an entity is fully exempt from tax, double taxation cannot 
occur. However, the court added that the aim of tax treaties is not limited to the avoidance 
of double taxation. Through tax treaties, the contracting parties also aim to establish a fair 

531 The Netherlands State Secretary also concluded that from the decision cannot be derived with certainty how the Hoge 
Raad would deal with exempted entities under Article 4(1) OECD MC (‘Notitie Fiscaal Verdragsbeleid 2011’, 11 februari 2011, 
p. 31).
532 Regeringsrätten, 2 October 1996, RÄ 1996 ref. 84 (6301-1994).
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allocation of taxation rights. The fact that one contracting state does not use the allocated 
rights, does not justify an infringement of these rights by the other party. According to 
the court, the same applies to the distributive rules of the treaty in which a subject to tax 
requirement is not included. If this was not the case, the court questioned whether such a 
requirement must be read into the residence definition. 

Taking into account the considerations above, the court held that the term liable to tax is 
based on the formal approach. Based on the context of the term, the object and purpose 
of the treaty and the opinions of tax scholarship533 the court decided in favor of the formal 
approach. Interestingly, the court also assessed the practical consequences of both 
approaches. The formal approach results in a rather arbitrary distinction between persons 
that are not considered subject for purposes of domestic tax legislation and persons that are 
subjectively exempt. However, as the court acknowledged, a comparison between persons 
subjectively exempt and persons that benefit from a 0% rate or (substantive) exemptions on 
certain income, results in a comparable arbitrary outcome. Thus, the decision confirms the 
preliminary conclusion. 

5.5.4.6.8 Switzerland

In the so-called Madeira case, the Swiss Bundesverwaltungsgericht (Federal Administrative 
Court) decided on the applicability of the Switzerland-Portugal DTC on dividends paid by 
a Swiss resident company to its shareholder, a company (Company X) domiciled in the free 
trade zone of Madeira, Portugal.534 Company X was subject to a lump-sum taxation and 
not to an income tax. The Swiss tax authorities stated that the company was not liable to 
tax in the sense of Article 4(1) of the treaty, which was identical to the OECD MC provision. 
However, the Bundesverwaltungsgericht held Company X to be liable to tax: actual taxation is 
not a prerequisite. The court first considered the function of the residence criterion: it is not 
only a condition for application of the treaty, it also serves the functioning of the distributive 
part of the treaty and the provisions for the avoidance of double taxation [4.2]. The criteria 
mentioned in Article 4(1) aim at a personal link (persönliche Zugehörigkeit) with a certain state. 
Domestic tax legislation sets criteria that lead to residence taxation (unlimited tax liability); 
if these criteria are fulfilled, the person is liable to tax in the sense of the treaty provision 
[4.3]. A full subjective exemption would not be detrimental to the conclusion that the liable 
to tax requirement is met. 

5.5.4.7 Conclusion

Section 5.5.4.5 presented the preliminary conclusion that the expression liable to tax refers 
to a formal tax liability: being potentially liable to tax, or, in other words, fully subject to a 
taxing jurisdiction. The term does not include any subsequent requirement relating to an 

533 Reference is made to Debarre (1992) and Wheeler (1994). 
534 Thiel v. Federal Commissioner of Taxation, (1990) 90 A.TC 4717 (HC of Autralia). The decision is discussed by De Vries 
Reilingh (2012), p. 45 et seq.
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actual tax liability (e.g. subject to tax). In the previous subsection, court decisions have been 
used as a litmus test to critically evaluate the preliminary conclusion reached. 

The outcome of the test confirms both the interpretative approach used in this study 
(section 3.5) and the preliminary conclusion. The review of the case law shows that courts for 
purposes of interpretation of Article 4, rely on the elements mentioned in Article 31 VCLT. 
It cannot be deduced from these cases why the courts did not refer to the interpretation 
provision in Article 3(2) OECD MC. 

The previous subsection shows that the majority of cases concur with the preliminary 
conclusion. The judgment in Crown Forest Industries is inconclusive and only the decisions 
of the French Conseil d'État lead to the opposite conclusion. The Conseil d'État based that 
decision primarily on the main object of the tax convention, which according to the court is 
the avoidance of double taxation. 

The object and purpose of the treaty and the role of Article 4 in it is referred to in almost 
all decisions that are in concurrence with the preliminary conclusion. In general terms it 
is stated that the tax treaty does not only prevent actual, but also potential double taxation 
(e.g. the Indian Supreme Court). Reference is made more specifically to the role of Article 
4 in the distributive part of the treaty (e.g. the German Finanzgericht München, the Swedish 
Supreme Administrative Court, and the Swiss Bundesverwaltungsgericht). The decision of the 
Netherlands Hoge Raad is not conclusive as to the influence of exemptions on the liable to 
tax requirement.

5.5.5 The term ‘tax’

To qualify as resident under the OECD MC, a person must be liable to tax. The term ‘tax’ is 
not defined in the OECD MC and therefore, pursuant to Article 3(2), the term shall be given 
the meaning it has under the domestic (tax) law of the state applying the treaty unless the 
context otherwise requires. Part of this context is Article 2 OECD MC, which deals with 
the ‘taxes covered’ by the convention. This provision should be taken into account when 
interpreting the term tax in Article 4(1).535 

5.5.5.1 Domestic meaning of ‘tax’

Domestic tax laws usually do not define the term tax and thus Article 3(2) fails to produce 
a meaning.536 Nevertheless, there are exceptions to that conclusion. For example, Article 
3 of the German General Tax Code (“Abgabenordnung”) provides the following definition 
of ‘taxes’ (“Steuern”): “Taxes shall mean payments of money, other than payments made in 
consideration of the performance of a particular activity, which are collected by a public 
body for the purpose of raising revenue and imposed by the body on all persons to whom 
535 Lang (2005), p. 266; Ismer & Riemer (2015), par. 21. Dissenting Sepúlveda (2016, p. 65) who stated that the expression 
liable to tax does not refer to (a) specific tax(es). 
536 Van Raad (2005), p. 259; Helminen (2016), p. 28. 
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the characteristics on which the law bases liability for payment apply; the raising of revenue 
may be a secondary objective.”537 This definition however, is of a very general nature and I 
find that the context requires us to (also) consider Article 2 OECD MC for purpose of the 
interpretation of Article 4 because that provision regulates the treaty applies to. 

5.5.5.2 Article 2 OECD MC

Articles 2(1) and (2) describe, in general terms, the taxes to which the treaty applies. Article 
2(1) OECD MC provides that the convention: 

“shall apply to taxes on income and on capital imposed on behalf of a Contracting State or of its 
political subdivisions or local authorities, irrespective of the manner in which they are levied.” 

What is to be regarded as a tax on income and on capital is described in Article 2(2) OECD MC: 

“all taxes imposed on total income, on total capital, or on elements of income or of capital, 
including taxes on gains from the alienation of movable or immovable property, taxes on the 
total amounts of wages or salaries paid by enterprises, as well as taxes on capital appreciation.” 

The third paragraph of Article 2 is structured differently. It lists the specific (income) 
taxes levied in the two contracting states at the time of conclusion of the treaty. From the 
wording (“The existing taxes to which the Convention shall apply are in particular”) it can 
be inferred that the list mentioned in Article 2(3) is not exhaustive: apparently there may be 
taxes that are covered by the treaty as well, though not mentioned explicitly in the treaty 
itself. Pursuant to Article 2(4), this certainly applies to taxes that are introduced after the 
signing of the treaty and are “identical or substantially similar”. However, there may also 
be taxes that have not been included in the list of Article 2(3) and exist already at the time 
of signing. Pursuant to the general definition of Article 2(2), the treaty also covers these 
taxes.538 Such a flexible approach is in accordance with the Commentary on Article 2, stating 
that the provision is intended to, inter alia, 

“(…) widen as much as possible the field of application of the Convention by including, as far as 
possible, and in harmony with the domestic laws of the Contracting States, the taxes imposed 
by their political subdivisions or local authorities, to avoid the necessity of concluding a new 
convention whenever the Contracting States’ domestic laws are modified, and to ensure for 
each Contracting State notification of significant changes in the taxation laws of the other 
State.”539

The relationship between Article 2(2) and (3) seems strained. Assuming that the definition of 
2(2) is of a general nature indeed, 2(3) could be viewed as an illustration and would have little 

537 Translation provided by the Language Service of the Federal Ministry of Finance, text available at https://www.gesetze-
im-internet.de/englisch_ao/englisch_ao.html#p0036. 
538 Lang (2005), p. 271. 
539 Paragraph 1 of the Commentary on Article 2 OECD MC. 
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meaning in itself. If, on the other hand, 2(3) would be comprehensive (providing a complete 
list), the added value of the general definition can be questioned. However, in my view this 
apparent problematic relationship can be solved. Both paragraphs determine which taxes are 
covered by the treaty; 2(2), in conjunction with 2(1), provides a general description whereas 
2(3) functions as a safe harbor rule, listing the taxes the treaty covers in any event, regardless 
of their qualification under the general definition. Under this reading, the list of Article 
2(3) is not exhaustive but also not (only) illustrative. It may well be that taxes mentioned in 
2(3) under 2(2) would not qualify as a tax.540 Article 2(3) assures that this tax is nevertheless 
covered by the treaty. To that extent, 2(3) overrides 2(2), but this overriding does not make 
that provision an empty shell. Therefore, for purposes this study, it is assumed that all taxes 
covered by Article 2(2), (3) and (4) qualify as ‘tax’ mentioned in Article 4(1). 

This assumption raises several additional questions. The fact that the treaty covers multiple 
taxes whereas the resident definition very generally refers to ‘tax’, raises the question 
whether the same person must be liable to all – or at least the same sort of – taxes covered 
by the treaty.541 What if, for example, a person is liable to an income tax but exempt from 
capital gains tax?542 Or if a person is liable to trade tax but transparent for purposes of income 
tax?543 Although the wording of the relevant provisions do not provide a conclusive answer 
to this question, I consider there is no room for a partial treaty entitlement. Furthermore, 
to qualify under Article 4(1), it is not required to be liable to the particular tax that is levied 
on the item of income under consideration.544 

In its decision dated 8 January 2013, the Indian Supreme Court dealt with the question 
regarding the interpretation of the word “tax” in Article 4 of the India-Germany DTC. The 
decision is of particular interest for the present study as it is an excellent example of the 
questions to be dealt with when interpreting the term ‘tax’ in Article 4(1). Chiron Behring 
Gmbh & Co KG (hereinafter Chiron or KG), a limited partnership under German law and 
effectively managed from Germany, received royalties from Indian based companies and 
applied the reduced withholding rate of Article 12(2) of the treaty. Such limited partnership 
in Germany is considered the tax debtor (“Steuerschuldner”) for purposes of the German 
trade tax (“Gewerbesteuer”) whereas for corporate tax purposes (“Körperschaftsteuer”), the 
partnership is regarded transparent. Given this transparency it was questioned by the 
Indian tax authorities whether the partnership was to be regarded liable to tax under Article 
4(1) of the treaty. 

540 Lang (2005), p. 273. 
541 Avery Jones (2013a), p. 14. 
542 In Smallwood Trust v HMRC [2008] STC (SCD) 629, rev’d [2009] EWHC 777, [2009] STC 1222 (Ch), rev’d [2010] EWCA 
Civ 778, [2010] STC 2045 (CA) the trustees in Mauritius were liable to income tax but there was no capital gains tax.
543 Chiron Behring GMBH & Co KG v. ADIT, 30 September 2010: A German partnership liable to German trade tax, whereas 
the partners were liable to German Corporation tax.
544 According to Ismer & Riemer (2015), par. 21, there is no basis for a ‘partial’ treaty entitlement based on the liability to one 
particular tax. See also Kostense (2002), p. 111; Peters (2002), p. 384.
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The ITAT held the KG to be liable to tax, thus, the KG could benefit from the treaty.545 The 
ITAT based its decision on the fact that the KG actually paid trade tax, which the court held 
to be a tax on business profits. Reference is made to Article 2 of the treaty in which the 
Gewerbesteuer is mentioned as one of the taxes to which the treaty applies. Furthermore, the 
court relied on the Tax Resident Certificate issued by the German tax authorities, stating that 
the KG was liable to German trade tax. In the Indian Supreme Court’s opinion, the OECD 
Partnership Report to which the tax authorities referred to – in which the German limited 
partnership was referred to as transparent for tax purposes – was regarded irrelevant. The 
court denied the appeal of the tax authorities, based on the findings of the ITAT that Chiron 
“is filing Trade Tax Return in Germany and therefore is paying tax to which the DTAA 
applies” and “the Tax Resident Certificate dated 18.03.2005 issued by German Authorities 
evidences the fact that the respondent-assesse is considered as a taxable unit under the 
taxation laws of Germany.” 

It should be noted that the importance of the actual decision can be questioned as the 
ITAT held that the Indian tax authorities provided insufficient evidence to substantiate 
their claim. Whereas Chiron provided a translation of part of the trade tax act – inter alia 
stating that “the basis of taxation for Trade Tax is the income from the business” – the tax 
authorities only disputed the authenticity of this translation without providing the ‘correct’ 
translated version. According to the ITAT: “A mere submission made in the air, without 
any basis, cannot be accepted. (…) In the absence of anything to show that the translated 
version relied upon by [Chiron] is incorrect we are not convinced to bring it in the realm of 
doubt.” Would the tax authorities have provided this evidence, the decision may have been 
different. Notwithstanding this reservation, the issue at hand is relevant for purposes of 
this study. It needed to be assessed whether the German trade tax is a tax covered by the 
treaty. This can either be based on the general definition given in Article 2(2) of the treaty, 
or on the list of taxes mentioned in Article 2(3). If the answer on this question is affirmative, 
it should be considered whether Chiron, liable to income tax in Germany, is liable to tax by 
reason of its residence, domicile, place of management or any other criterion of a similar 
nature. This question refers to the basis and nature of the German trade tax liability. I will 
assess this first. 

Pursuant to §2 of the Gewerbesteuergesetz, the taxable object of the trade tax is every business 
enterprise (“Gewerbebetrieb”) located in Germany. The tax is due by the person for the account 
of whom the enterprise is exploited (“Gewerbe betrieben wird”) (§ 5). The tax due is calculated 
on the basis of the rules in the Income Tax Act or Corporation Tax Act for profits from an 
enterprise, although several adjustments are made (§ 7). Hence, the royalties received by 

545 Income Tax Appellate Tribunal (ITAT), Mumbai, decision of 4 July 2008, ITA No. 4633/Mum/2006.
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Chiron are, in principle, subject to trade tax.546 According to § 9, the amount attributable to a 
foreign establishment ('Betriebsstätte’) is excluded from the taxable base. Given the reference 
to the Income Tax Act and the Corporation Tax Act for purposes of determining the taxable 
base, it has been stated that the Gewerbesteuer is to be regarded as income tax. However, 
given its very nature, the Gewerbesteuer is not a regular personal income tax. Pursuant to 
Article 3 of the German General Tax Code (Abgadeordnung), the Gewerbesteuer is a ‘Realsteuer’, 
in German also referred to as an ‘Objektsteuer’, an object tax. The German Bundesfinanzhof 
explicitly holds on to this character of the Gewerbesteuer, as a result of which e.g. profits 
and losses of various enterprises exploited by the same person cannot be balanced for the 
purpose of determining the taxable base. Although there are some indications which lead 
scholars to conclude that the object tax character of the Gewerbesteuer has to be nuanced, at 
least from a formal point of view the Gewerbesteuer is not a personal (income) tax.547 

The question is whether this formal qualification of the Gewerbesteuer as an object tax 
(impersonal tax), forms an obstacle to qualify the Gewerbesteuer as a tax covered by the treaty. 
In my view, it does not. Article 2(3) explicitly mentions the Gewerbesteuer as a tax covered by 
the treaty. Furthermore, given the taxable base the Gewerbesteuer can be regarded a tax on 
income as meant in Article 2(2). Even if the taxable base is limited to the profits of one single 
business enterprise and profits and losses from different enterprises (exploited by the same 
person) cannot be balanced, it is still a tax on ‘elements of income’. Therefore, in my view, 
the Gewerbesteuer is covered by the treaty through both Article 2(2) and (3). 

Next, it should be assessed whether Chorin is liable to tax as mentioned in Article 4(1). It can 
be argued that Chorin is not, because of the nature of the Gewerbesteuer. The Gewerbesteuer, 
at least in it formal appearance, seems to be source-based or impersonal tax (impôts réels), 
originally levied by various mainland European countries. Such impersonal taxes were 
dealt with under the League of Nations 1927 draft Convention for the Prevention of Double 
Taxation and the 1928 draft 1a separately from personal income taxes. In these treaties 
only for purposes of the provisions relating to income taxes, a definition of resident was 
included.548 However, as Avery Jones also pointed out, the 1928 draft 1c did not make such 
distinction, applying the whole treaty to both impersonal and personal taxes. That draft was 
in practice used as a model for tax treaties that in turn resulted in the OECD MC. It follows 
that, although these impersonal taxes are dealt with in tax treaties on income and capital, 
the residence definition by its very nature only concerns the liability to personal income 

546 Dissenting: Wheeler (2012), p. 9, who stated that “it does not seem likely that the treaty negotiators had intended to give 
the benefit of the lower rate of withholding tax on royalties in the source state to a person that was not liable to income tax 
in the residence state. This decision makes one wonder about other mismatch possibilities of this sort.”
547 Oepen & Münch (2009), p. 55. 
548 The following definition was included: “The present Convention is designed to avoid double taxation in the sphere 
of direct impersonal or personal taxes, in the case of the taxpayers of the Contracting Parties, whether nationals or 
otherwise.” See also 2.1.3. 
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taxes.549 The entity that is regarded as the ‘person’ for purposes of the tax treaty (Chorin) is 
not itself liable to tax by reason of his place of management. Chorin had business operations 
in Germany and, as a consequence, would have had a place of management there. That 
constituted liability to Gewerbesteuer for the business operation, not for Chorin itself. Hence, 
under a plain reading of Article 4(1), Chiron cannot held to be liable to tax by reason of its 
place of management.550 

Can this reading be upheld from an object and purpose point of view? It is clear that, would 
Chiron have been non-transparent for purposes of the German corporation tax, Chiron 
would have been liable to tax in the sense of Article 4 for treaty purposes and could have 
applied the treaty also with regard to the Gewerbesteuer. Given the transparent nature of the 
entity, the partners in Chiron that are liable to tax for purposes of the German corporation 
tax will be entitled to treaty benefits. In this case, double taxation is avoided and as such the 
treatment is in accordance with the object and purpose of the treaty. 

Does the conclusion that the nature of the Gewerbesteuer results in Chiron not being 
regarded as liable to tax within the meaning of Article 4(1) OECD MC, affect the treatment 
of companies subject to tax under the French territorial corporation tax? Strictly speaking, 
a company is not liable to tax in France because of the location of its establishment, but 
because of the presence of French sources (see section 5.1.1). However, in France, the 
administrative practice effectively results in a system of residence taxation, superseding 
the territorial principle.551 Although the difference is only gradual, I think there is room for 
a different treatment. In France, the way in which the law is interpreted and implemented 
leads to a difference in domestic and foreign taxpayers. This practice deprives the French 
corporate tax of the nature of a impersonal or ‘source’ tax. This is not the case with the 
German Gewerbesteuer.

It is to be concluded that the term ‘tax’ should be explained in accordance with Article 2 
OECD MC. If an entity is liable to only one of the taxes mentioned in Article 2, the entity is 
‘liable to tax’ in the sense of Article 4(1). In my view, there is no solid ground to conclude to 
a partial treaty entitlement. Nonetheless, liability to tax, necessary to qualify as resident, 
must be caused by (“by reason of”) factors that result in residence taxation. Taxes that 
can be considered impersonal or source taxes – and thus are not caused by on the criteria 
mentioned – are not taxes referred to in the expression ‘liable to tax’.552 

549 Avery Jones (2013a), pp. 11-12.
550 Oepen & Münch (2009), p. 55; Ismer & Riemer (2015), par. 21. 
551 De Boynes (2009), p. 449 and footnote 29. 
552 See also Crown Forest Industries Limited v Canada [1995] 2 SCR 802 (SCC).
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5.5.6 Conclusion

This section provides an analysis of the term ‘liable to tax’ in Article 4(1). It has been concluded 
that the linguistic meaning of the expression does not lead to a conclusive result. The 
context of the expression is determinative, especially the wording ‘by reason of residence, 
domicile, place of management and any other criterion of a similar nature’. The phrase ‘a 
similar nature’ refers to the capacity of the listed criteria (domicile, residence and place 
of management) to establish a liability to tax that is based on a personal attachment to a 
state (generally referred to as ‘residence taxation’) irrespective of the fact that such personal 
attachment does not necessarily imply a territorial nexus. 

Furthermore, it has been concluded that the term ‘liable to tax’ covers all cases of liability to 
tax resulting from the criteria listed or similar criteria, regardless any limiting influence on 
a state’s jurisdictional claim arising from international law (thus an unlimited tax liability). 
All it requires is a country to have assumed full tax jurisdiction to the effect that the entity 
is, based on the domestic tax legislation, liable to tax without limitation. However, such 
an unlimited tax liability does not necessarily have to result in an actual tax liability for the 
entity to qualify as resident. The expression ‘liable to tax’ refers to a formal tax liability: 
being fully under a taxing jurisdiction but not necessarily effectively subject to tax. The 
term does not include any subsequent requirement. This is especially relevant for the treaty 
position of wholly or partly tax exempt entities such as pension funds and entities treated 
under a preferential regime. Thus, in my view, the majority statement in paragraph 8.11 of 
the Commentary on Article 4 OECD MC, should be adhered to. 

The final question dealt with, is the meaning of the term ‘tax’. Pursuant to the context of 
the term in Article 4, the term should be explained in accordance with Article 2, which 
defines the taxes to which the treaty applies. The fact that the treaty covers multiple taxes 
whereas the resident definition very generally refers to ‘tax’, raises the question whether the 
same person must be liable to all – or at least the same sort of – taxes covered by the treaty. 
Although the wording of the relevant provisions does not provide a conclusive answer to this 
question, there is no solid ground to conclude to a partial treaty entitlement. Nonetheless, 
the liability to tax, necessary to qualify as resident, must be caused by (“by reason of”) 
criteria that result in residence taxation. Taxes that can be considered impersonal or source 
taxes – and thus are not caused by on the criteria mentioned – are not taxes referred to in 
Article 4(1) OECD MC. 
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5.6 Article 4(1), second sentence

The second sentence of Article 4(1) limits the scope of the first sentence. It states that the 
term ‘resident of a Contracting State’ “does not include any person who is liable to tax in 
that State in respect only of income from sources in that State or capital situated therein”. 
Section 5.6.1 assesses what type of liability to tax is insufficient for qualifying as a resident 
under Article 4(1), first sentence. Section 5.6.2 deals with the meaning of the expression 
’sources in that State or capital situated therein’. The applicability of the second sentence 
to conduit companies and dual resident entities will be discussed in section 5.6.3. Section 
5.6.4 provides conclusions. 

5.6.1 Liability to tax in the sense of Article 4(1), second sentence

This section assesses the meaning of the expression ‘liable to tax’ in Article 4(1), second 
sentence, OECD MC. Section 5.6.1.1 discusses whether the second sentence supplements 
the first or is merely an clarification of it. Section 5.6.1.2 explores whether the second 
sentence refers to a formal tax liability instead of an effective one. 

5.6.1.1 Supplementary to the first sentence of Article 4(1)

Whereas under the first sentence the relevant liability to tax must be based on ‘the laws of 
that State’ and has to be derived from ‘domicile, residence, place of management or any 
other criterion of a similar nature’, comparable references are absent in the second part 
of Article 4(1). At least under a linguistic interpretation any liability to tax is covered by the 
second sentence, whether or not under the laws of a state and whether or not by reason 
of residence, domicile or place of management.553 For example, a reading under which 
the expression ‘liable to tax’ in the second sentence is limited to liability to tax based on 
domestic tax legislation without taking into account the effect of treaties does not follow 
from the wording of the expression.554 

Furthermore, such a reading in my view causes problems as regards the treaty position 
of diplomats – the reason for introducing the second sentence in the first place (section 
2.2.3.1). Foreign diplomatic and consular staff is, based on international agreements 
and custom, liable to tax in the receiving state only on income from sources in that state. 
However, under the domestic tax laws of some states, foreign diplomats nevertheless were 
regarded resident for domestic purposes. As a consequence, under the wording of the first 
sentence, such persons would be regarded resident for purposes of the tax treaty of the 

553 The nature of effect of the tax liability referred to in this second sentence is limited by reason of the subsequent parts of 
the sentence (‘in respect only of income from sources in that State or capital situated therein’). On the contrary, the effect 
of the tax liability referred to in the first sentence, can only be ‘read into’ the definition: from the Commentary on the 
provision and its object and purpose follows that it refers to a liability to tax on worldwide income.
554 Concurring Van der Donk & Van Gent (1989), p. 1524; Pijl (2012), p. 4.2.1. Dissenting Vann (2009), p. 253; Brood (1989), p. 
301-302; Groen (1991), p. 923; Sepúlveda (2016), p. 95. 
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receiving state, though that state only taxes income from sources therein. This is the reason 
why the second sentence denies diplomats the residence status for treaty purposes and 
access to treaty benefits. Thus, in my view, the second sentence is supplementary to the 
first sentence of Article 4(1) (see also section 5.5.2).555 

Two extracts in the Commentary on Article 4(1) confirm this reading of the provision. In 
paragraph 8, diplomats are referred to as an example of persons that are, under the laws of 
a state, deemed to be resident and – as a consequence – are liable to tax on their worldwide 
income (fully liable to tax). In paragraph 8.1, again reference is made to diplomats, this time 
with regard to the application of the second sentence: 

“In accordance with the provisions of the second sentence of paragraph 1, however, a person 
is not to be considered a “resident of a Contracting State” in the sense of the Convention if, 
although not domiciled in that State, he is considered to be a resident according to the domestic 
laws but is subject only to a taxation limited to the income from sources in that State or to 
capital situated in that State. That situation exists in some States in relation to individuals, e.g. 
in the case of foreign diplomatic and consular staff serving in their territory.”

It follows that under the second sentence, diplomatic personnel was considered to be 
resident for treaty purposes. Therefore, based on the wording of the expression, its context 
and its purpose, it is to be concluded that the second sentence excludes diplomats as 
residents for treaty purposes in the receiving state as they have (only) a limited liability to 
tax (as opposed to an unlimited liability to tax based on domestic laws as referred to in the 
first sentence of Article 4(1)). Paragraph 8.3 of the Commentary on Article 4(1) also supports 
this reading of the Article 4(1). It refers to the object and purpose of the second sentence, 
“which is to exclude persons who are not subjected to comprehensive taxation (full liability 
to tax) in a State.” Again, the second sentence supplements the first sentence of Article 4(1) 
OECD MC. 

5.6.1.2 Formal liability to tax under the second sentence

Section 5.5.4 has shown that the expression ‘liable to tax’ in the first sentence refers to 
a formal tax liability. A person is liable to tax in a state in the sense of Article 4(1), first 
sentence, if that state has assumed full taxing jurisdiction. Article 4(1), first sentence, sets 
no additional requirements as to the way that state uses its tax jurisdiction. Under the same 
line of reasoning, this also applies to the expression ‘liable to tax’ in the second sentence. 
Under the wording of Article 4(1), second sentence, there is no reason to exclude a person 
as resident, if a state’s taxing jurisdiction is unlimited although that person is effectively 
wholly or partly exempt from tax as a result of a domestic measure.556 In my view the 
opposite conclusion cannot be inferred from the wording or the context of the expression.557 

555 Pijl (2012), paragraph 4.2.1. 
556 Schlager (2008), p. 105.
557 Concurring Ismer & Riemer (2015), par. 27. 
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The term liable to tax in the second sentence of Article 4(1) refers to a formal tax liability. 

5.6.2 “Sources in that State or capital situated therein”

This subsection assesses to what extent the liability to tax must be limited for the second 
sentence to apply. This comes down to the meaning of the expression ‘income from sources 
in that State or capital situated therein’, as a person is not regarded resident if the liability 
to tax regards only such income. 

In the domestic tax laws of France, Germany and the Netherlands no definition of sources 
is given. UK and US statutes refer to ‘source’.558 In the UK the concept is dealt with in case 
law. Already in 1889, Colquhoun v Brooks559 established source rules based on the source 
principle. It follows that from the domestic law of some state, a meaning of source may 
be derived. Pursuant to Article 3(2) that domestic meaning should be used to establish the 
meaning of undefined treaty terms. However, in my opinion the context of the term source 
requires to establish a contextual meaning because divergent domestic meanings may lead 
to differences in determining who is resident for treaty purposes (see also section 5.2). To 
establish the meaning of the term sources in accordance with Article 31 VCLT, the following 
will be considered: the term within Article 4(1) and the OECD MC as a whole (section 5.6.2.1 
and section 5.6.2.2), the introduction to the OECD MC (section 5.6.2.3) and the (numerous) 
references to ‘source’ in the Commentary on the OECD MC (section 5.6.2.4). For purposes 
of this section the introduction of the OECD MC and the relevant parts of the Commentary 
on the OECD MC are considered ‘context’ in the sense of Article 31 VCLT. 

5.6.2.1 The meaning of ‘source’ within Article 4(1)

To establish the meaning of the term ‘source’, I consider the context of the term to be 
pivotal. The provision must be interpreted in a coherent way. Therefore, it is recalled that 
the liability to tax referred to in the first sentence, means a liability to tax that is based on 
such a personal attachment to a state which entitles that state to assume full tax jurisdiction 
over a person’s worldwide income, generally referred to as ‘residence taxation’. Residence 
taxation is generally used as a distinction with source taxation. The cautious conclusion 
would seem to be that the term ‘source’ in the second sentence refers to situations of source 
taxation when the first sentence of Article 4 (1) refers to persons who are subject to residence 
taxation. However, this obviously leads to the question what exactly constitutes source 
taxation. To answer that, the term source must be considered within its broader context: 
the OECD MC as a whole.560 

558 For example, section 368 of the UK Income Tax (Trading and Other Income) Act and section 861 of title 26 of the US 
Internal Revenue Code. 
559 Colquhoun v Brooks [1889], 2 TC 490 HL. For a recent example, reference is made to Ardmore Construction Ltd v RCC [2018] 
BTC 27. 
560 Brosens (2018), p. 519. 
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5.6.2.2  ‘Source’ within the OECD MC as a whole

The term source is used only twice in the OECD MC: apart from Article 4 also in Article 20. The 
latter provision refers to ‘payments that arise from sources outside that State’. Historically, 
the term ‘sources’ in Article 4 is derived from Article 34(d) of the 1961 Vienna Convention on 
Diplomatic Relations which grants diplomats an exemption for taxes on income except, 
inter alia, for “taxes on private income having its source in the receiving State.”561 The Vienna 
Convention on Diplomatic Relations does not provide a definition of the expressions used 
in Article 34. In his commentary on the Vienna Convention on Diplomatic Relations, Denza 
stated that in applying the (necessarily) broad terms of the provision “it is often helpful to 
look to the purpose of the national tax and the reasons for which an exception might be 
justified”.562 The exception for taxes on income from sources in the receiving state is thought 
to be based on the premise that it contributes to the functioning of diplomatic missions.563 
The general exemption should not apply to “taxes on private profit-making activities in the 
receiving state”.564 In the domestic tax systems of many states, foreign diplomats and the 
like are treated as non-resident taxpayers, liable to tax only on income from what generally 
are considered ´domestic sources´ which are generally referred to as ´source taxation´.565 
Therefore, in my view, it is very likely that the concept of source referred to in Article 4(1), 
is derived from the distinction between source and residence taxation generally made in 
the domestic tax system of the parties to the Vienna Convention on Diplomatic Relations. 

The same distinction between residence and source taxation underlies the distributive rules 
of tax treaties. I recall the references to taxation in the state of residence and of source in 
paragraph 1 of the Commentary on Article 4 (5.5.2.5). Therefore, though there is no explicit 
and clear guidance as to what the expression means, within the context of the treaty it 
seems reasonable to conclude that ‘income from sources in that state’ refers to the income 
that pursuant to the distributive rules of the tax treaty can be taxed by the non-resident 
state.566 In disagreement with this view, it has be stated that the distributive rules of the 
treaty, although solving the residence-source conflict, do not explicitly link certain income 
to a specific source.567 Reference is made to the distributive provisions with a global scope, 
e.g. Articles 7 and 21. However, can it really be upheld that the provisions with a global reach 
do not provide specific source rules? Article 21 certainly does not, seeing as that provision 

561 See on the development Van Raad (2009), p. 188, and Pijl (2012), p. 5. 
562 Denza (2008, p. 357) distinguished three grounds for the exemption from dues and taxes: (i) “one sovereign does not tax 
another”, (ii) a diplomat should be able to carry out his work independently from the receiving state, (iii) administrative 
considerations. 
563 Denza (2008), p. 358. 
564 Denza (2008), p. 358. 
565 E.g. the guidance manual issued by the UK tax authorities HRMC states that private income from diplomats from 
sources within the UK is not exempted (HRMC Reflief Instructions Manual RE2253 – Foreign and Commonwealth 
diplomatic missions: exemptions from IT). 
566 Van Raad (2009), p. 190. 
567 With regard to the distributive provisions with a bilateral scope (e.g. Articles 6, 10, 11 and 12), Sanghavi (2014, p. 611) 
stated that it “may be argued that specific source rules have been provided”.
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deals with income not dealt with in the other provisions, including income any source not 
expressly mentioned in the treaty.568

Pursuant to Article 7, “(t)he 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 therein.” The provision is generally thought to be a 
‘closed system’,569 which, for example, can be derived from Article 7 and Article 21(2) OECD 
MC. As a consequence, in my opinion, under the W-L treaty, the permanent establishment 
itself should be regarded the source of the income, absorbing other, underlying, sources. 
I consider the fact that certain classes of income, arising in a third state, are attributed to 
the permanent establishment does not mean that the permanent establishment cannot be 
regarded the source of that income under the W-L treaty.570 

5.6.2.3 ‘Source’ in the introduction to the OECD MC

The introduction to the OECD MC provides valuable input as regards the meaning of the 
expression used in the second sentence. Under the heading ‘Taxation of income and capital’ 
the distributive rules of the OECD MC are introduced in paragraph 19. It is stated that with 
regard to different classes of income, the Articles 6 to 21 determine the rights to tax of the 
state of source and the state of residence respectively whereas with regard to capital Article 
22 covers the rights of the source and residence state. The distinction between the state of 
source and the state of residence as regards the various classes of income and capital is made 
throughout the introduction. Especially the paras. 24 and 25 are helpful when assessing the 
meaning of the expression of the second sentence of Article 4(1). Both paragraphs deal with 
the necessity for the residence state to provide double taxation relief: 

“24. Where a resident of a Contracting State receives income from sources in the other 
Contracting State, or owns capital situated therein, that in accordance with the Convention is 
taxable only in the State of residence, no problem of double taxation arises, since the State of 
source or situs must refrain from taxing that income or capital.

25. Where, on the contrary, income or capital may, in accordance with the Convention, be taxed 
with or without limitation in the State of source or situs, the State of residence has the obligation 
to eliminate double taxation. This can be accomplished by one of the following two methods (…)”

In my view the expression ‘income from sources in the other Contracting State’ means the 
same as the expression ‘income from the State of source’ or ‘income from the source state’. 
The same applies to the expression ‘capital situated therein’. The expressions used in the 
introduction connote the expression of the second sentence of Article 4(1) and there seems 
no reason to interpret this latter expression differently. 

568 Paragraph 1 of the Commentary on Article 21 OECD MC. 
569 For example, Van der Heeden (1989), p. 243. Based on the other income provision, Van der Heeden concluded that the 
dual resident company can no longer be regarded resident for treaty purposes of the loser state.
570 Dissenting Vann (2009), p. 253. According to Vann, the Commentary on the OECD MC insufficiently substantiates that 
income from third states is sourced in the PE-state. 
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5.6.2.4 References to ‘source’ in the Commentary

Van Raad argued that from the 2008 amendments onwards, it can be derived from the 
Commentary that the ‘treaty meaning’ of source is meant, the treaty meaning being “the 
items of income that may be taxed by the “other” state are considered to have their source 
in that state”.571 I agree with Van Raad’s conclusion as to the treaty meaning of ‘source’, but 
I doubt whether this only applies as from 2008 onward. The references in the Commentary 
to ‘state of source’, ‘source taxation’, ‘source country’, ‘tax at source’, all seemingly 
referring to the same concept, are numerous, from the 1977 version onwards. Not only in 
the Commentary on Article 4,572 but also in the commentary on the distributive rules of 
the treaty573 the term is used as the general term to distinguish from residence taxation. 
Although literally different from the wording used in the second sentence, in my view, it can 
reasonably be assumed that these references all point to the items of income that under the 
working of the treaty can wholly or partly be taxed by the non-resident state (thus the other 
contracting state).574 

5.6.3 The second sentence and entities

Based on the wording of the second sentence, it also applies to entities.575 In my opinion, 
the Commentary on Article 4(1), second sentence, does not provide conclusive arguments 
against that conclusion. The relevant parts of section 8 of the Commentary may be thought 
to be restricted to individuals:576 

“As far as individuals are concerned, the definition aims at covering the various forms of 
personal attachment to a State which, in the domestic taxation laws, form the basis of a 
comprehensive taxation (full liability to tax). It also covers cases where a person is deemed, 
according to the taxation laws of a State, to be a resident of that State and on account thereof is 
fully liable to tax therein (e.g. diplomats or other persons in government service).”

However, though the first sentence refers to ‘individuals’, the second one speaks of ‘a 
person’. According to the wording, diplomats are presented as an example which does not 
exclude other (but in essence similar) cases. Paragraph 8.1 also uses both individuals and 
571 Van Raad (2009), p. 190.  
571 See also Frakl (2005), p. 65 and 68. Though Frakl referred to an actual tax liability, the line of reasoning also holds if one 
would adhere to a potential liability to tax.
572 E.g. para.paragraph 1 and 2. 
573 E.g. the Articles 6, 7, 10, 11, 12 and 15 OECD MC. 
574 According to Frakl (2005, p. 68) the meaning of the expression ‘income from sources’ cannot be derived from the 
Commentary on Article 4 and should be given the meaning the expression has under the domestic law of the contracting 
state applying the DTC. See also Avery Jones a.o. (1998), p. 78; Vogel (1988), p. 223 et seq. Dissenting Sanghavi (2014, p. 
611) who stated that “(t)hese distributive rules generally seek to avoid juridical double taxation by resolving the residence-
source conflict; they do not fully indicate what income may reasonably be viewed as having its sources in a particular state.” 
I my view this presupposes another, more strict, reading of the expression ‘sources’ which cannot be derived from Article 
4(1) and the context thereof. 
575 Van Raad (1988b), p. 243. 
576 Brood (1989), p. 252. 
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persons, but in the opposite sequence: the first sentence, covering the general rule, refers 
to ‘persons’, whereas that second sentence states “(t)hat situation exists in some States in 
relation to individuals, e.g. in the case of foreign diplomatic and consular staff serving in 
their territory.” I consider this statement to be inconclusive. This second sentence could 
describe the only situation in which the exception applies,577 but similar situations, not 
explicitly described, could be covered by the first sentence as well. To me, there is no reason 
to exclude entities from the application of the second sentence. 

Two more passages of the commentary on Article 4(1) confirm this conclusion (paragraph 
8.2, first and second sentence). The two subsequent subsections elaborate on the position 
of the entities referred to in these paragraphs of the commentary under the second sentence 
of Article 4(1). 

5.6.3.1 Conduit companies 

Paragraph 8.2, first sentence, of the Commentary on Article 4(1), states that certain types of 
conduit companies are excluded from treaty benefits: 

“According to its wording and spirit the second sentence also excludes from the definition of 
a resident of a Contracting State foreign held companies exempted from tax on their foreign 
income by privileges tailored to attract conduit companies.” 

This part of paragraph 8.2 was introduced in 1992 and has its historic roots in a report 
of 1979 dealing with the question how to avoid improper use and abuse of tax treaties.578 
That report ultimately led to the 1987 OECD report on Double Tax Conventions and the use of 
Conduit Companies and in 1992, the Commentary on the second sentence of Article 4(1) was 
amended accordingly (see section 2.2.4). 

The sentence focuses on companies, owned by foreign shareholders, that in their country of 
residence are subject to a certain beneficial tax regime. Such companies are viewed as liable 
to tax only on income from sources in the residence state as meant in the second sentence of 
Article 4(1). Under this line of reasoning, conduit companies pass the test of the first sentence as 
they are fully under to the residence state’s taxing jurisdiction though fail the second sentence’s 
requirements as they are effectively subject to tax only on income from sources in the residence 
state. This reading would however imply that the expression ‘liable to tax’ in the second 
sentence entails the requirement to be effectively liable to tax. To me, this line of reasoning 
insufficiently takes into account Article 4(1) as a whole. It would, for example, affect the position 
of tax exempt entities under the treaty. Like conduit companies, tax exempt entities are fully 
under to a state’s taxing jurisdiction but, as a result of the exemption, not effectively liable to 
tax. Under such a reading, tax exempt entities would not be resident as meant in Article 4(1) 

577 Concurring De Lignie (1990), p. 441.
578 OECD (1979). The report is a follow-up of the 1976 report on the improper use of tax treaties to the Working Party (CFA/
WP1(76)5, not publicly available). The latter report was based upon discussions in 1963, 1965, 1967, and 1976. 
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pursuant to the second sentence. Reading into the second sentence such an effective liable to 
tax would alter the scope of the provision as a whole significantly. This is not in line with the 
provision’s object and purposes from which follows, in my view, that tax exempt entities are 
treaty residents (section 5.5.4.15). Furthermore, defining ‘liable to tax’ in the second sentence 
to be effectively liable to tax, causes difficulties in situations addressed in paragraph 8.3 of 
the Commentary. According to that paragraph it is not in line with this object and purpose 
“to exclude from the scope of the Convention all residents of countries adopting a territorial 
principle in their taxation.” According to the Commentary, this is “clearly not intended”. In my 
view, this latter conclusion is equally valid as regards the treaty position of conduits companies.

Conduit companies meet the requirements of the first sentence of Article 4(1). These types of 
companies are fully liable to tax (or, to put it differently, under an unlimited liability to tax), 
though are effectively only taxed on income from sources in the country of residence. Also if the 
liability to tax of these companies is assessed from a broader perspective (taking into account 
obligations arising from international law), these companies still are fully liable to tax or fully 
under to the residence states’ taxing jurisdiction. Thus, in my view these companies cannot be 
excluded from treaty benefits based on the second sentence.579 It follows that the comment in 
paragraph 8.2 is incorrect.580 

5.6.3.2 Dual resident entities

This section considers the position of dual resident entities under the OECD MC. The 
effect of Article 4(1), second sentence, on the position under tax treaties of dual resident 
companies in triangular cases is subject to an ongoing academic debate.581 Two situations 
should be distinguished. I follow the generally used expressions Winner- and Loser state to 
refer to the states that pursuant to Article 4(3) of their tax treaty, respectively ‘win’ and ‘lose’ 
the taxation rights with respect to income that is not sourced in the own country. 

579 Also Vann (2009), p. 254-259; Ismer & Riemer (2015), paragraph 47. 
580 Based on the anti-abuse nature of the comment in paragraph 8.2, Pijl (2011, paragraph 2.1) concluded that the, what 
Pijl called, ‘unintended use’ of the domestic legislation caused the denial of residency under the DTC. I disagree with Pijl’s 
reasoning. Certainly, the comment on conduits has an anti-abuse character and tries to combat treaty shopping arrangements. 
However, as already stated in section 2.2.4, in my view it is questionable whether this goal fits with the function of Article 
4(1). That provision deals with treaty eligibility of entities for which one of both of the contracting states have assumed tax 
jurisdiction on their worldwide income. If and how these states effectuate this jurisdiction is irrelevant. It is the conduit-state 
that has the right to determine how the conduit-company is taxed. The exemption of foreign income is very well intended and 
can, in my view therefore not be a reason to conclude that the conduit is not liable to tax in the conduit state. 
581 For a discussion on the position of dual resident companies under tax treaties see, inter alia, Van Raad (1988a), p. 241 
and (1988b), p. 8; Brood (1990), p. 22; Avery Jones & Bobbett (1999), p. 19 et seq; Schlager (2008), p. 103; Vann (2009), p. 
253; Ismer & Riemer (2015), paragraph 44; Sepúlveda (2016), pp. 20 and 191; Brosens (2018), p. 519. In the Netherlands, the 
debate particularly intensified after the announcement of the Dutch tax authorities that no residence certificate would be 
issued to dual-resident companies (incorporated under Dutch company law, effectively managed from another country 
with which the Netherlands closed a tax treaty) that received income from a third state (Infobulletin August 1989, no. 89/448, 
p. 23). This policy was seemingly (primarily) based on the second sentence of Article 4(1). For the discussion in Dutch 
literature see, inter alia, Romyn (1989) p. 536; Van der Donk & Van Gent (1989), p. 1522; De Lignie (1990), p. 441; Van der Donk 
& Van Gent (1990), p. 301-302; Groen (1991), p. 923. 
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Example 1. 
Company X, incorporated under the company laws of the Loser state (“L”), effectively 
managed from the Winner state (“W”), receives interest from the Source state (“S”). 

figure 1

For purposes of their corporation tax, X is liable to residence taxation in both L (e.g. based 
on the place of incorporation) and W (based on its place of effective management). For the 
purposes of the W-L DTC (Article 4(1) and (3)), X is regarded resident of W. As a result, X 
is liable to tax in L only on income that is attributed to that state under the W-L treaty. For 
purposes of the treaties S-L and S-W, it should be assessed whether X is resident in L, in 
W or in both countries. If X would be resident in both W and L, state S would be obliged to 
reduce its withholding tax on dividends to the lowest of the percentages mentioned in the 
Articles 11 of the S-L and S-W treaties.582 S might have to apply the S-L treaty even if L cannot 
tax the interest as a result of the W-L treaty. 

582 E.g. Ellis (1985), p. 16; Van den Berg & Van der Gulik (2009), p. 217. 
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Example 2. 
Company X, incorporated under the company laws of the Loser state (“L”), effectively 
managed from the Winner state (“W”), pays certain amounts (e.g. interest) to a resident in 
state Recipient (“R”). 

figure 2

As in example 1., X is regarded resident of W for purposes of the W-L treaty and, as a 
result, X is liable to tax in L only on income that is attributed to that state under that treaty. 
For purposes of the treaties R-L and R-W it should also be assessed of which state(s) X is 
resident. If both treaties would apply, both L and W may withhold tax on the payments to R 
and R might be obliged to credit the total amount withheld. 

Outcome
In example 1., S might have to apply the S-L treaty even if L cannot tax the interest whereas in 
example 2. even two treaties could apply to the same income. For purposes of the L-S treaty, 
S would not have intended to grant treaty benefits under the L-S treaty to an entity with 
regard to which L gave up its taxing rights. Granting X treaty benefits under the L-S treaty 
would effectively mean that the benefits of this treaty are granted to a resident of a third 
state. This is contrary to a treaties’ object and purpose.583 The outcome of both examples in 
my view is undesirable.584 It is contrary to the primary idea behind tax treaties (the division 
of taxation rights to avoid double taxation) and it opens possibilities for taxpayers to make 
use of more beneficial tax treaties through the creation of double residence (e.g. by means 
of incorporation in the other state). 

In some countries, this outcome is avoided through a statutory provision stating that 
for purposes of domestic tax law a person who is deemed to be a resident exclusively of 
another country, is not regarded a resident.585 The question is whether the same result can 

583 Frakl (2005), p. 65. 
584 See also Brood (1990), p. 31. 
585 E.g. Canada, South Africa and the United Kingdom. According to Avery Jones & Bobbett (1999, p. 20), Seminar E at 
the IFA Congress in London 1998 generally agreed “that the problems caused by two treaties applying to the receipts and 
payments of a dual resident taxpayer can best be solved by internal law”. 
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be obtained from Article 4(1), second sentence. Assuming for the moment that X’s income 
qualifies as ‘income from sources in that State’ as mentioned in the second sentence, it 
could be stated that the wording of the provision leads to the conclusion that X is not a 
resident of the Loser state for purposes of the L-S treaty.586 Though X, under the laws of L, 
is definitely liable to tax by reason of its place of incorporation (which in my view is one of 
the similar criteria, section 5.5.2.10), X in my view is not a resident because X is liable to tax 
only on income from sources in L.587 It is stated that this perspective is incorrect as pursuant 
to Article 4(3) W-L treaty, X is deemed to be a resident only in W and that Article 4(1) explicitly 
limits the effect of the residence definition to the treaty W-L (“for the purposes of this 
Convention”).588 Hence, the W-L treaty would not affect the resident status of X in L under 
its domestic law. It has been argued that this relative effect of Article 4(1) not only regards 
domestic legislation, but also other tax treaties.589 However, it is clear that the W-L treaty 
does affect the taxing jurisdiction of L as regards X’s income: L can only tax the income 
that is attributed to it under the distributive part of the W-L treaty. X is limitedly liable to 
tax.590 This effect on X’s position in my view affects the outcome of the application of the 
L-S treaty: X is not liable to tax in the sense of Article 4(1) as a result of the second sentence 
of Article 4(1) OECD MC.591 

Furthermore, it should be considered whether it would be contrary to the object and 
purpose of a tax treaty and the place of Article 4(1) within the treaty as a whole to exclude 
dual resident companies like X as a treaty resident of L. The provision’s object and purpose 
is to assure that only persons for which one or both of the contracting states have assumed 
(full) taxing jurisdiction, are entitled to the benefits of the treaty (section 5.1). The provision 
plays a decisive role in the application of the distributive rules of the OECD MC, through 
which taxing rights are allocated and tax jurisdiction is limited as far as a state qualifies 
as source state. In example 1., discussed above, L assumed taxing jurisdiction with regard 
to X under its domestic law. However, under the W-L treaty, L gave up its jurisdiction to 
the extent that under the distributive rules of that treaty, the taxing right on income is 
attributed to W. For purposes of the L-S treaty, I consider it to be a fair assumption that 

586 Brood (1990, p. 301) acknowledged that pursuant to the wording the second sentence can be applied to entities (analogous 
to individuals) but pointed to the fact that in the Commentary no indication is given that it is meant to apply the second 
sentence in these cases. Brood found the application of the second sentence to dual residents companies to be “uncertain”, 
and he added, that this was “carefully expressed”. 
587 Ismer & Riemer (2015), paragraph 44. 
588 Sepúlveda (2016, p. 22) pointed to the historical background of the expression ‘for purposes of the convention’ to 
highlight the restricting effect. 
589 Bammens (2009, p. 402) even called this the prevailing international view. Concurring: Vogel (1997), p. 224; Avery Jones 
& Bobbett (1999), p. 19; Englisch (2009), p. 505; Sepúlveda (2016), p. 20 and 21. Dissenting: Van der Donk & Van Gent (1989), 
p. 1522; Betten (1989), p. 371; Schlager (2008), p. 103.  
590 As the W/L treaty does not affect X’s position as resident under L’s domestic tax laws, the limitation regards X’s taxable 
object. Schlager (2008), p. 103. 
591 See also Van der Donk & Van Gent (1989), p. 1529; Van der Heeden (1989), p. 243; Prats (1994), p. 483; Van Raad (2009), p. 
187; Brosens (2018), p. 521.
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S would not have intended to grant treaty benefits under the L-S treaty to an entity with 
regard to which L gave up its taxing rights.592 If X would be regarded resident of L under the 
L-S treaty regardless of X being resident of W under the W-L treaty, the L-S treaty would 
apply, leading to a division of taxation rights between L and S while L effectively has no 
taxation rights as regards income from source that are not situated in L.593 The Source state 
should not be obliged to grant treaty benefits based on the L-S treaty.594 Therefore, object 
and purpose of the treaty contributes to the conclusion that pursuant to Article 4(1), second 
sentence, X does not qualify as a resident of L under the L-S treaty.595 

It is to be considered whether this conclusion can be upheld regardless of the sequence 
of the introduction of the various tax treaties. What if the treaties W-S and L-S would be 
in place before W and L agreed upon the treaty? Both the W-S and the L-S treaty would 
apply. After conclusion of the W-L treaty (assuming that X is, as a result of that treaty, 
only liable to tax on income from sources in L), under the proposed reading of Article 4(1), 
second sentence, X is not a resident of L anymore and as a consequence only the W-S treaty 
would apply from that moment onward. In my opinion this effect is in accordance with the 
purpose of the treaties involved. The distributive rules in all treaties establish a distinction 
between residence based and source based taxation, resulting in unlimited and limited tax 
jurisdiction. Only the tax jurisdiction of W is effectively unlimited. It therefore fully concurs 
with all treaties’ purpose to deny X the entitlement of the L-S treaty. 

It seems to me that the consequences are also not in breach with the principle that a 
treaty must be applied in good faith. The taxation rights of S are not (further) limited by 
the conclusion of the W-L treaty. To the extent that the W-S treaty assigns more taxing 
rights to S than the L-S treaty, the conclusion of the W-L treaty may even be beneficial to S. 
Clearly, the position of X may be affected. X may, for example, be subject to a higher level 
of withholding tax on the dividends received from S which may result in higher effective tax 
rate on the dividend income. However, as double taxation will be avoided, in my view this 
consequence should not affect the interpretation of Article 4(1), second sentence. 

As from 2008 the Commentary on Article 4(1), second sentence, provides arguments in 
favor of the reading that the a dual resident entity under the L-S treaty is not regarded 

592 Also Brood (1990), p. 31. Based on, inter alia, this argument Brood concluded that the place of incorporation “will no 
longer be considered as a criterion of a similar nature”.
593 Martinez Giner (2009), p. 791, pointed to the objection in Spanish doctrine that under this approach, the application of 
one treaty depends on another treaty. 
594 See also Frakl (2005), p. 65 and 68. Though Frakl referred to an actual tax liability, the line of reasoning also holds if one 
would adhere to a potential liability to tax. 
595 Dissenting Vann (2009, pp. 253 and 259) who considered such reading strained, given the history and purpose of Article 
4 OECD MC. I agree with Vann that from the history of the second sentence the opposite conclusion is to be derived but in 
my view, the object and purpose of the OECD MC as a whole supports my conclusion and it is also in line with the wording 
of the provision. Vogel (2005, p. 423) concluded that the concept of ‘state of source’ is “treaty relative”: under the same set of 
facts, two states are the state of source. 
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resident under Article 4(1).596 Paragraph 8.2, second sentence, states that Article 4(1), second 
sentence, 

“excludes companies and other persons who are not subject to comprehensive liability to tax 
in a Contracting State because these persons, whilst being residents of that State under that 
State’s tax law, are considered to be residents of another State pursuant to a treaty between 
these two States.”

Clearly, a reference to ‘the laws of that state’ instead of to ‘that State’s tax law’ as the legal basis 
for the comprehensive liability to tax would have been more consistent with the wording of 
Article 4(1) itself. Nevertheless, to me the quoted passage supports the conclusion that the 
dual resident company X is not a resident for purposes of the L-S treaty due to the W-L 
DTC.597 

5.6.3.3 “Only”

The second sentence speaks of a tax liability only in respect of income from sources in 
that State. It follows that if the loser state under the W-L treaty still has the right to tax 
income from sources outside its territorial boundaries, the requirement is not met. In legal 
scholarship it has been argued that this occurs with regard to certain types of income in 
three situations. 

(i) Income that is sourced in a third state and is attributable to a permanent 
establishment of the dual resident company in L (e.g. dividends and interest);598

(ii) Income from third countries that can be taxed in L state due to the absence of or any 
deviations from the other income provision (Article 21 OECD MC);

(iii) Foreign exchange results. 

596 The second sentence of paragraph 8.2 is heavily criticized in the body of literature. Vann, for example, stated that this 
amended commentary is a misreading to the second sentence and a departure from a historical perspective (Vann (2009), 
p. 253 and 254). See also Van Raad (2009), p. 187; Sepúlveda (2016), pp. 191 and 192. Sepúlveda rightfully pointed to the fact 
that the 2008 amendment as regards the interpretation of the second sentence had a anti-avoidance purpose. According 
to him, this anti-avoidance approach is not suitable and cannot be realised “because it is limited by the Model’s incapacity 
to modify, on its own merits, the provisions of domestic law dealing with residence.” However, I adhere to another reading 
under which the second sentence does not modify domestic law, but acknowledges the fact that domestic law cannot 
operate in full due to the limiting effect of obligations arising from international law. Pijl (2012, paragraph 2.1) stated 
that the comments on dual residents reflected the principle that limitations on the effective liability to tax not lead to the 
conclusion that there is no liability to tax under Article 4(1), unless such limitations are unintended by the state. However, 
in my view the limiting effect of DTC’s with third states on the possibility to effectuate a taxation right based on domestic 
law is not unintended. States not only are well aware of this fact, it is also intended. 
597 Bauner (2009), pp. 883 and 884. 
598 See, e.g., Van Raad & De Hosson (1980) paragraph 4; De Lignie (1990), p. 444; Prats (1994), p. 484; Schlager (2008), p. 104. 
Vann (2009), p. 253. Romyn (1989), p. 536, referred to (i) the fact that foreign exchange gains may be taxed in the loser state. 
This income is not subject to double taxation and, hence, not object of the distributive part of the treaty, (ii) the possibility 
of the taxation of interest arising in the loser state (pursuant to Article 11 OECD MC) and (iii) and any deviations from the 
other income provision. 
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Ad (i). It can indeed be argued that income arising in a third state that is allocated to a 
permanent establishment in L, is not in a sense sourced in L. However, under the W-L treaty 
the permanent establishment itself in my view should be regarded the source of the income, 
also if the income that is attributed to the PE is derived from a third country. Whether a 
non-resident company operating through a permanent establishment should be entitled to 
the benefits of the treaties of the PE-state will be dealt with in 8.3. 

Ad (ii). Under Article 21 of the OECD MC, “(i)tems of income of a resident of a Contracting 
State, wherever arising, not dealt with in the foregoing Articles of this Convention shall be 
taxable only in that State.” Under treaties that follow the OECD MC, the right to tax income 
from third countries is attributed to the residence state, i.e. W. When the W-L treaty would 
not contain an equivalent provision, resulting in taxation rights of L with regard to income 
from third countries, it is to be concluded that dual resident companies are not only liable 
to tax on income from source in L. Hence, the exception of the second sentence of Article 
4(1) would not apply. To me this does not contradict the object and purpose of the W-L 
treaty. By not introducing an Article 21 OECD MC equivalent, W and L did not divide their 
taxing jurisdiction with regard to all classes of income. Certain classes of income from third 
states can still be taxed in both contracting states. Insofar (potential) double taxation is not 
avoided. Application of both treaties should be accepted as being in line with the object and 
purpose of both states. 

Ad (iii). It has been argued that foreign exchange results by their very nature cannot be 
covered by the distributive rules of the treaty. Hence, such results would not qualify as 
income from sources in a state – using the ‘treaty meaning’ of sources. It would follow that 
a dual resident company is more comprehensive liable to tax than a non-resident company. 
However, the Netherlands Hoge Raad held that foreign exchange results on business profits 
that were attributed to Belgium under the Netherlands-Belgium DTC could not be taxed 
in the Netherlands.599 According to the court, the results are part of the object of the treaty 
– though by their very nature not double taxed, even not potentially. In my view, the same 
applies to foreign exchange results on all categories of income to which the treaty applies.600 

5.6.3.4 Some objections 

The reason behind the 2008 amendment to the Commentary on the second sentence is 
arguably the fear that the Source state would be entitled to apply the Loser-Source treaty 
(which may be more beneficial compared to the Winner-Source treaty) as a result of an 
artificially created dual residence status. Under that assumption, Van Raad questioned 

599 Hoge Raad 27 August 1997, 32 333, ECLI:NL:HR:1997:AA3278, BNB 1998/50. 
600 See for example Van der Donk & Van Gent (1989), p. 1525-1526 and (1990), p. 448. They argued that the expression ‘income 
from sources therein’ can only be interpreted under the limited working of the applicable bilateral treaty and according to 
the distributive rules included in that treaty. They put forward – previous to the Hoge Raad decision – that this conclusion 
also applies to foreign exchange results as these results are – under the fiction of Article 2(5) of the Dutch Corporate Income 
Tax Act – considered profits of an enterprise and as such treated under Article 7 as income from sources in the Loser state. 
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the effect of the measure601 and it is worthwhile for purposes of this subsection to consider 
his concerns. Firstly, Van Raad acknowledged serious overkill: the measure also denies 
treaty entitlement of companies with possibly substantial presence in the loser state. Not 
only companies are included that derive their dual resident status from the overlapping 
claims as a result of the place of management criterion and the place of incorporation 
approach. Dual residency resulting from conflicting principles like a place of management 
and the place of effective management would likewise result in application of the second 
sentence notwithstanding the fact that the company might have substantial economic ties 
with the loser state. To me, this is a valid concern. However, this issue is not a result of a 
misinterpretation of the second sentence but merely a consequence of the choice made to 
only grant treaty access to resident companies. The question is why companies operating 
through a permanent establishment in the loser state – thus having economic presence – 
are excluded from the benefits of treaties agreed upon by the loser state. 

Furthermore, according to Van Raad the measure is not effective as it can be easily 
circumvented: the second residence (e.g. based on incorporation) may be created in a 
country with which the state of the first residence (e.g. based on POEM) has no treaty or 
a treaty without an Article 4(1), second sentence equivalent. This, as stated by Van Raad, 
“leaves the effect of this application restricted to the uninitiated and to those without room to 
manoeuvre”.602 This objection indeed touches upon a problem that might occur and cannot 
be easily solved. Only if the tax treaties agreed upon by the country of second residence 
sufficiently provide for the possibility to reject treaty benefits in cases of abuse (e.g. treaty 
shopping), the circumvention of Article 4(1), second sentence, could be avoided. However, 
Article 4(1) second sentence, itself, interpreted along the lines of the 2008 amendments, 
apparently works rather well. That it (also) has effect on uninitiated situations is fully in 
line with the object and purposes of the treaties at hand. The example referred to by Van 
Raad gives room for the thought that the criterion place of incorporation should not lead 
to residence in the sense of Article 4(1) in the first place or that proper anti-treaty shopping 
arrangements should be in place. However, for my part it does not provide conclusive 
arguments against the proposed reading of Article 4(1), second sentence, OECD MC.

5.6.4 Conclusions

Section 2.2.3.1 has shown that the second sentence of Article 4(1) was introduced to solve 
the (perceived) indistinctness regarding the position of diplomats. Based on international 
law, diplomats are not fully under the sending states taxing jurisdiction and thus are not 
regarded residents of the sending state for purposes of the tax treaties based on the second 
sentence. It follows that the second sentence supplements the first sentence of Article 4(1). 
Thus, the expression ‘liable to tax’ in the second sentence has another meaning than that in 

601 Van Raad (2009), p. 189. 
602 Van Raad (2009), p. 189.
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the first sentence of Article 4(1). For purposes of the second sentence, not only the liability 
to tax based on domestic laws is relevant. Also international obligations (treaties) affect the 
liability to tax as referred to in the second sentence. 

Based on the wording of the second sentence, it not only applies to individuals but also 
to entities. With regard to conduit companies benefiting from domestic privileges, it 
can be concluded that the statement in the Commentary that such companies cannot be 
considered resident for treaty purposes based on the second sentence, is not correct. It is 
not in accordance with a coherent reading of Article 4(1), the OECD MC as a whole and the 
object and purpose of the OECD MC. 

The effect of Article 4(1), second sentence, on the position under tax treaties of dual resident 
entities is considered. Although until the 2008 amendment the Commentary did not 
provide any (explicit) arguments in favor of the inclusion of dual resident companies under 
the second sentence, this position should be followed based on the wording of the provision, 
Article 4(1) as a whole and the object and purpose of the OECD MC. The arguments for 
the opposite conclusion either rely on the historical development of the provision which 
focused on the position of diplomats and insufficiently recognize the effects of international 
obligations on the taxing jurisdiction of states or on the view that the second sentence is not 
supplementary to the first but merely an elucidation. 

The expression ‘income from sources in that State or capital situated therein’, within 
the context of the OECD MC refers to the income that is attributed to the non-resident 
state under the distributive part of the treaty. A person is not liable to tax in the sense of 
Article 4(1), if that person is liable to tax only with regard to that income. This conclusion is 
supported by Article 4(1) and the OECD MC as a whole, the introduction to the OECD MC, 
the (numerous) references to ‘source’ in the Commentary on the OECD MC, and the object 
and purpose of the OECD MC. This conclusion applies if and to the extent all income is 
covered by the treaty. If, due to the omission of a other income provision, part of the income 
is not included in the distributive part of the treaty, the dual resident company may very 
well still be liable to tax in the ‘source’ state in the sense of Article 4(1) and, thus, resident in 
both the Winner and the Loser state for purposes of DTCs of these states. 

5.7 Summary and conclusion

To be able to assess the effect of Article 4(1) OECD MC if applied to entities, this chapter 
establishes the meaning of the various terms of Article 4(1). This analysis contributes to 
the answer to the question whether the definition of resident, in its application to entities, 
effects conformity with the object and purpose of a DTC and, if not, how the definition 
should be adjusted.
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5.7.1 Article 4(1), first sentence

Domestic law meaning of undefined terms
In accordance with the approach on treaty interpretation set out in section 3.5, the domestic 
law meaning in France, Germany, the Netherlands, the UK and the US of the various 
expressions used in Article 4(1) is first established. All these states use a legal concept equal 
or similar to that of the place of management as meant in Article 4(1). The other undefined 
terms of Article 4(1) are not used in the domestic tax law of these states. The meaning of these 
terms should be established in accordance with the Articles 31 and 32 VCLT which provide 
a framework for treaty interpretation. These provisions are also applied to establish the 
meaning of place of management seeing as the context for Article 3(2) OECD MC requires a 
treaty autonomous meaning of the expression place of management. 

“Liable to tax”: under the laws of
The definition of resident in Article 4(1) circles around the requirement of liability to tax. 
Therefore, a substantive part of this chapter relates to the meaning of that requirement 
in the first sentence of Article 4(1). This expression is preceded by the wording ‘under the 
laws of’, which refers to domestic legislation. From the context of the term it is derived 
that legislation through which international treaty obligations are implemented into the 
domestic context, is not covered by the term ‘laws’ and thus are irrelevant when applying 
Article 4(1), first sentence.

“Liable to tax”: by reason of
A person is resident if it is liable to tax by reason of one of the criteria mentioned (‘residence, 
domicile, place of management’), or any other criterion of a similar nature. The phrase ‘a 
similar nature’ refers to the capacity of the listed criteria (domicile, residence and place of 
management) to establish a liability to tax that is based on a personal attachment to a state 
irrespective of the fact that such personal attachment not necessarily implies a territorial 
nexus. The criteria mentioned in Article 4(1) are intended to establish a link with the 
domestic tax systems of the parties to the convention. Given the object and purpose of the 
enumeration any criterion used in domestic law to establish taxation of the world income 
(residence taxation) passes the test of Article 4(1). 

“Liable to tax”: formal tax liability
Furthermore, it is concluded that the term ‘liable to tax’ covers all cases of liability to 
tax resulting from the criteria listed or similar criteria, regardless whether a state’s 
jurisdictional claim is limited as a result of international law obligations. (thus an unlimited 
tax liability). All it requires is a country to have assumed full tax jurisdiction to the effect that 
the entity, based on the domestic tax legislation, is unlimitedly liable to tax. However, such 
an unlimited liability to tax does not necessarily have to result in an actual tax liability for 
the entity to qualify as resident. The expression ‘liable to tax’ refers to a formal tax liability: 
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being fully under a taxing jurisdiction. The term does not include any further requirement. 
This is especially relevant for the treaty position of wholly or partly tax exempt entities such 
as pension funds and entities treated under a preferential regime (e.g. endowments) that in 
my opinion, are liable to tax regardless that exemption.

“Tax”
Another question dealt with, was the meaning of the term ‘tax’. Pursuant to the context 
of the term in Article 4, the term should be explained in accordance with Article 2, which 
defines the taxes to which the treaty applies. Liability to one of the taxes mentioned, is both 
sufficient and necessary to fully qualify as a treaty resident. It was concluded that there 
is no solid ground to conclude to a partial treaty entitlement. Nonetheless, the liability to 
tax must be established through factors that result in residence taxation (comprehensive, 
worldwide taxation). It followed that taxes that can be considered impersonal, source taxes 
(e.g. taxation of business profits, dividend withholding taxes, etc.) – and thus are not based 
on the criteria mentioned in Article 4(1) and other criteria that establish residence taxation 
– are not taxes referred to in the expression ‘liable to tax’. 

In conclusion, under Article 4(1), first sentence, an entity is resident in a contracting state if, 
in its legislation on taxes to which the convention applies, that state has assumed full taxing 
jurisdiction over that entity. Full taxing jurisdiction refers to the capacity of the residence 
state to tax the entity on its worldwide income, again, based on the states’ domestic tax 
legislation. This jurisdiction to tax an entity’s worldwide income – referred to as residence 
taxation in contrast with source taxation – can be deduced from the criteria mentioned in 
Article 4(1) (‘by reason of residence, domicile, place of management and any other criterion of 
a similar nature’). Whether or not the state actually uses its taxing jurisdiction is irrelevant. 

These criteria seek to link the conditions for treaty residence with the criteria used under 
domestic law to establish residence for tax purposes. Such a link can only be established if 
two conditions are met. Firstly, the criteria used domestically should be defined in such a 
way that they are sufficiently determinate. Secondly, terminology similar to that used in 
domestic tax law, must be used in the treaty. Any deviation will lead to interpretative issues 
and possibly dual residency for purposes of the treaty. In the absence of the same criteria 
in domestic law the contracting states may have to rely on the expression ‘any criterion of a 
similar nature’. 

From the assessment of the criteria used by France, Germany, the Netherlands, the UK 
and the US it follows that these countries use similar concepts: corporate taxation on 
worldwide income is based on an entity’s place of management, on a formal criterion such 
as its seat or place of incorporation, or on a combination of both. However, the criterion 
‘place of management’ is insufficiently determinative because is cannot be established 
conclusively what level of management is relevant. This results in different approaches as 
to the interpretation of the terms, resulting in a different outcome.

SUMMARY AND CONCLUSION5.7



191 

The domestic concepts resulting in residence-based taxation should preferably be referred 
to in the tax treaties to which these countries are parties to assure a proper application of 
these treaties. It is established that countries seem to just include in their treaty provisions 
a translation of the criteria mentioned in Article 4(1) OECD MC, thus in fact relying on either 
the indeterminate character of the terms domicile, residence or place of management or on 
the broad rest category. 

5.7.2 Article 4(1), second sentence

It is established that the sentence of Article 4(1) is introduced to solve the (perceived) 
indistinctness regarding the position of diplomats and the like. Based on international 
law, diplomats are not fully under the sending states taxing jurisdiction and thus based 
on the second sentence not regarded as residents of the sending state for purposes of the 
tax treaties. It has been assessed whether the second sentence has a similar effect on the 
position of entities under the treaty. With regard to conduit companies that benefit from 
domestic privileges is concluded that the statement in the commentary that such companies 
cannot be considered resident for treaty purposes based on the second sentence is not in 
accordance with a coherent reading of Article 4(1), the OECD MC as a whole and the object 
and purpose of the OECD MC. As far as I am concerned, it is to be concluded that the second 
sentence of Article 4(1) OECD MC does not deny the status of resident to a conduit company. 

The effect of Article 4(1), second sentence, on the position of dual resident entities under tax 
treaties has been considered. It has been argued that although until the 2008 amendment, 
the Commentary did not provide any (explicit) arguments in favor of the inclusion of dual 
resident companies under the second sentence, this position should be followed based on 
the wording of the provision, Article 4(1) as a whole and the object and purpose of the OECD 
MC. The arguments for the opposite conclusion mainly rely on the historical development 
of the provision which focused on the position of diplomats and tend to insufficiently 
recognize the effects of international obligations on the taxing jurisdiction of states. 

The expression ‘income from sources in that State or capital situated therein’, within 
the context of the OECD MC refers to the income that is attributed to the non-resident 
state under the distributive part of the treaty. A person is not liable to tax in the sense of 
Article 4(1), second sentence, if that person is liable to tax only with regard to income that is 
attributed to the non-resident state under the distributive part of the treaty. This conclusion 
is supported by Article 4(1) and the OECD MC as a whole, the introduction to the OECD MC, 
the (numerous) references to ‘source’ in the Commentary on the OECD MC, and the object 
and purpose of the OECD MC. This conclusion applies if all income is covered by the treaty. 
If, due to the omission of an other income provision, part of the income is not included in 
the distributive part of the treaty, the dual resident company may very well still be liable to 
tax in the ‘source’ state in the sense of Article 4(1).
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Chapter 6
Entities as residents for tax treaty purposes under the 

tie-breaker rule (Article 4(3))

This chapter focuses on the tie-breaker provision in Article 4(3) OECD MC in order to 
establish the effect of that provision. Two versions of Article 4(3) OECD MC will be discussed. 
The 2014 version used the POEM as tie-breaker: 

“Where by reason of the provisions of paragraph 1 a person other than an individual is a resident 
of both Contracting States, then it shall be deemed to be a resident only of the State in which its 
place of effective management is situated.” 

This 2014 tie-breaker was replaced in the 2017 edition of the OECD MC as a result of the 
OECD BEPS-project. Under the new provision (included in the Commentary on the OECD 
MC until 2017), the treaty partners should try to come to a mutual understanding concerning 
the residency for purposes of the DTC. The same approach is laid down in Article 4(1) of the 
MLC. Article 4(3) of the 2017 OECD MC reads: 

“3. Where by reason of the provisions of paragraph 1 a person other than an individual is a 
resident of both Contracting States, the competent authorities of the Contracting States shall 
endeavour to determine by mutual agreement the Contracting State of which such person shall 
be deemed to be a resident for the purposes of the Convention, having regard to its place of 
effective management, the place where it is incorporated or otherwise constituted and any 
other relevant factors. In the absence of such agreement, such person shall not be entitled to 
any relief or exemption from tax provided by this Convention except to the extent and in such 
manner as may be agreed upon by the competent authorities of the Contracting States.”

It is likely that both the 2014 and the 2017 version of the tie-breaker will be used in tax treaty 
practice.603 Therefore, this chapter deals with both provisions. Section 6.1 reviews Article 

603 As per 19 February 2019, 55 out of the 87 states have opted (provisionally) for a reservation under Article 4(3)(a) MLC. See 
http://www.oecd.org/tax/treaties/mli-database-matrix-options-and-reservations.htm.
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4(3) of the 2014 OECD MC. The tie-breaker rule introduced in the 2017 OECD MC and in the 
MLC will be dealt with in section 6.2. Section 6.3 provides conclusions. 

6.1 Tie breaker in the 2014 OECD MC: POEM

Under Article 4(3) of the 2014 OECD MC the meaning of the expression POEM is of vital 
importance and effectively determines its scope. Chapter 3 concluded that the interpretation 
of Article 4(3) is composed of three stages: 

i) establishing the domestic law meaning of the term; 
ii) if a domestic law meaning is established: determining whether the context requires 

another meaning; and 
iii) if no domestic law meaning is established or if the context requires another meaning: 

establishing the meaning of the term according to the Articles 31 and 32 VCLT. 

Following this approach, section 6.1.1 establishes the domestic (tax) law meaning of the 
expression POEM in the countries that were selected for purposes of this study (Germany, 
France, the Netherlands, the UK and the US). Subsequently the question whether the context 
requires another meaning (section 6.1.2) will discussed. In the following sections the focus 
will be on the ordinary meaning of POEM (section 6.1.3), on other references to POEM in the 
OECD MC (section 6.1.4) and on the guidance provided in the OECD Commentary (section 
6.1.5). Section 6.1.6 draws a preliminary conclusion. That conclusion will be tested against 
case law on the term POEM in section 6.1.7. Section 6.1.8 provides concluding remarks on 
the meaning of POEM and the functioning of POEM as a tie-breaker. 

Article 4(3) does not contain an additional test that can be relied upon if the POEM is not 
located in one of the Contracting States.604 If that is the case, the entity will qualify as a 
resident of both states for purposes of the treaty and (potential) double taxation will not 
be prevented. Maisto et al. have therefore proposed to supplement Article 4(3) with the 
following sentence: “If the place of effective management cannot be determined, the person 
shall be deemed to be a resident in which the business or such activity as it conducts is 
primarily carried on.”605 Section 8.6 discusses possible adjustments to the tie breaker 
provision in more detail.

604 Ismer & Riemer (2015, paragraph 128) stated that such situation cannot occur as the POEM has to be in either state. 
According to them, “the provision has to be interpreted in that bilateral context; the economic connnections (composed of 
all relevant facts and circumstances mentioned in no. 24 OECD MC Comm. On Article 4.) to the two Contracting States of 
a dual-resident entity must be taken into account. Among the two Contracting States, the State with which the person has 
de closer ties is the POEM State (…). In other words, the POEM test is a preference test, which by its very nature must result 
in a definitive answer – either this Contracting State or that Contracting State.” Although this is a very efficient approach 
with an undoubtedly desirable outcome (application of the treaty), the text of the treaty and the comments on it do not, in 
my opinion, offer sufficient grounds for such an interpretation.
605 Maisto et al.. (2018), p. 32. 
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6.1.1 Domestic meaning of POEM

From the domestic tax law of France, Germany, the Netherlands and the UK, a meaning 
of the expression POEM can be found (see section 5.1.6). The domestic concepts of place of 
management in France, Germany and the Netherlands are similar to the treaty concept of 
POEM (see sections 5.1.1, 5.1.2 and 5.1.3606). Also CMC as established in UK law (see section 
5.1.4.6) can be regarded as a domestic meaning of the expression POEM. 

6.1.2 Whether the context requires another meaning

This section assesses whether under the second stage of the interpretation process, the 
context requires another meaning. I am of the opinion that another meaning should be 
used indeed. This follows from the function of Article 4(3) 2014 OECD MC as a tie-breaker 
rule. Section 4.5 has shown that it is the purpose of Article 4(3) to establish the residency for 
tax treaty purposes of an entity in cases of double residence under Article 4(1). To that aim 
the term POEM must be interpreted autonomously from domestic law and must be given 
a contextual meaning.607 Suppose company X is resident of both contracting states A and 
B pursuant to a difference in the domestic meaning of the term ‘place of management’. 
The function of Article 4(3) is to solve the case of dual residency. Interpreting the POEM 
requirement according to the domestic tax laws of A and B could not solve the issue. In 
my view it has been rightfully acknowledged that the effectiveness of the rule depends 
on a common meaning by both contracting states.608 Therefore, in my view the renvoi to 
domestic law in Article 3(2) is not applicable when searching for the meaning of the terms 
in Article 4.609 Evidence for this approach is to be found in the UK HMRC policy as regards 
the meaning of POEM. Until 1992 the OECD Commentary on Article 4(3) stated that the 
UK concept of CMC was similar to the concept of POEM. Initially, the HMRC was of the 

606 See also Pötgens a.o. (2014a), paragraphs 3.5 and 3.6. 
607 According to paragraph 5 of the OECD Commentary on Article 4(3), in cases of double taxation as a consequence of 
double residence, “no solution of the conflict can be arrived at by reference to the concept of residence adopted in the 
domestic laws of the States concerned. In these cases special provisions must be established in the Convention to 
determine which of the two concepts of residence is to be given preference.” See also, inter alia, Avery Jones (1981), pp. 
20-22; Schwarzenhofer (2005), p. 22; Widrig (2009), p. 279; Sasseville (2009), p. 299, though Sasseville does “understand 
however, the position of those who favour recourse to domestic law: it is, after all, usual for countries to have their own 
rules to address international conflicts of law.” Also Ismer & Riemer (2015), paragraph 122; Sepúlveda (2016), p. 187; Maisto 
et al. (2018), p. 27. 
608 Oliver (2001), p. 290. The TAG 2001 report recognized that “in the absence of any specific definition of “place of effective 
management”, many commentators have been influenced by concepts used in domestic tax law residence rules, such 
as “central management and control” and “place of management”, when considering the meaning of the term “place of 
effective management” (see 2.2.7). As 6.1.7 will show, courts in various countries used domestic concepts to interpret the 
expression POEM. From this approach, however, cannot be derived that POEM is given a domestic meaning. In my view 
Oliver (2001, p. 292) is right in concluding that commentators by absence of a treaty definition compared the treaty concept 
with domestic concepts like place of management and central management and control “to see if there are any similarities 
rather than to maintain that their domestic definition governs the position. In doing so it is not surprising that they have 
found similarities and overlaps”. See also Avery Jones (2005), p. 20 et seq.; Burgstaller & Haslinger (2004), p. 376 et seq.; 
Hinnekens (2003), p. 314 et seq.; Owen (2003), p. 296 et seq. 
609 Concurring, inter alia, Maisto et al. (2018), p. 27. Dissenting Haslinger (2008), p. 194.
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same opinion, but already changed its position in 1983. From that year on, the HMRC states 
that the places of management and control and effective management do not automatically 
coincide.610 It is acknowledged that the domestic concept CMC and the treaty concept of 
POEM serve different purposes.611 Furthermore, the Netherlands Hoge Raad applied a 
contextual interpretation of the expression managed and controlled used in the tie breaker 
in the Netherlands-Singapore DTC, inter alia, based on the purpose of the provision.612

6.1.3 Ordinary meaning of POEM

The use of the general term management makes it difficult, if not impossible, to establish a 
clear and conclusive description of POEM, purely based on a literal reading of the provision. 
‘Management’ may refer to different kind of activities. Multiple types of management can be 
identified which could all be relevant for determining the POEM: supervisory management 
by the board of directors, the determination and execution of company policy by the 
management board, the control by the supervisory board, the day-to-day management by 
either the management board, the executive managers or any other level of management.613 

The adjective ‘effective’ colors the term management and points to a specific form of it. 
The Oxford English Dictionary defines effective, inter alia, as: “Concerned with, or having 
the function of, carrying into effect, executing, or accomplishing; (of a cause) that makes 
something to be what it is, efficient.” It is suggested that the meaning of the French equivalent 
may be of help.614 In French the term effective, inter alia, refers to ‘potent’ or ‘real’. Therefore, to 
perform effective management, it is necessary to be actually involved in the decision making 
process. Only formalizing decisions, ‘rubberstamping’, is not effective management. Though 
this sheds some light on the meaning of POEM, it is still very difficult to apply this concept in 
a particular case because in practice it is difficult to draw a clear line between formalizing and 
actually taking the decisions.615 Based on the wording of the provision, it is to be concluded that 
the POEM refers to the place where the management is actually performed. It is, however, not 
clear as to what form or level of management the provision refers.

From the wording of the provision it furthermore follows that it is the resident’s POEM 
that functions as the tiebreaker. It is not the POEM of a business operation of the resident 
that needs to be determined. It is not even necessary for the resident to be engaged in 
entrepreneurial activities to have a POEM in the sense of Article 4(3). In addition, from the 

610 Statement of Practice 1(1990) at [22], reproduced in HMRC International Manual INTM120200. 
611 I.e. the Special Commissioners in Smallwood [2008] STD (SCD) 209. 
612 Hoge Raad 19 January 2018, no. 16/03321, BNB 2018/68
613 Sasseville (2009), p. 299; Ismer & Riemer (2015), paragraph 125; Brosens (2018), p. 581; Adema, Burgers & De Wilde (2018), 
p. 115 et seq.
614 Smallwood [2008] STD (SCD) 209.
615 It is suggested to view “effective” as “predominant” (Maisto et al. (2018), p. 32). However, though this approach might be 
useful when relevant management decisions are taken at more than one location, it does not offer a solution for distuing-
ishing between formal management and actual management. 
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fact that the provisions refers to the POEM, it can be derived that the resident only has one 
POEM. This conclusion is supported by the pre-2017 Commentary that stated that there can 
be only one POEM.616 

6.1.4 Other references to POEM in the OECD MC

The concept of POEM has its historic roots in determining the residency of shipping 
enterprises.617 In the 2017 OECD MC the approach was changed, but until that version 
of the OECD MC, POEM functioned in Article 8 OECD MC as a criterion to allocate the 
taxation rights between the contracting states with regard to the profits from the operation 
of ships or aircrafts in international traffic and from the operation of boats engaged in 
inland waterways transport.618 These profits were taxable in the state in which the place 
of effective management of the enterprise is situated. Also under Article 15(3) of pre-2017 
model, the POEM-criterion was used for income from employment aboard a ship or aircraft 
operated in international traffic or aboard a boat engaged in inland waterways transport. 
The wording of these former provisions mentioning POEM did not provide any guidance as 
to its meaning. 

6.1.5 The OECD Commentary and the concept of POEM

In the 2014 Commentary MC, reference is made to the concept of POEM twice.619 Paragraph 
10 of the 2014 Commentary on Article 1 recognizes that treaty benefits may be refused to 
subsidiary companies “where careful consideration of the facts and circumstances of a case 
shows that the place of effective management of a subsidiary does not lie in its alleged state 
of residence but, rather, lies in the state of residence of the parent company (…)”. In absence 
616 However, as Maisto et al. established (2018, p. 30-31) case law is not conclusive on that issue. 
617 This is recognized in the 2014 Commentary on Article 4(3) 2014 OECD MC: “23. The formulation of the preference crite-
rion in the case of persons other than individuals was considered in particular in connection with the taxation of income 
from shipping, inland waterways transport and air transport. A number of conventions for the avoidance of double taxa-
tion on such income accord the taxing power to the State in which the “place of management” of the enterprise is situated; 
other conventions attach importance to its “place of effective management”, others again to the “fiscal domicile of the 
operator”. 
618 See Maisto (2003), p. 232. 
619 The 2017 version of the commentary provides the possibility for states to use POEM as a tie breaker provision: “24.5 Some 
States, however, consider that it is preferable to deal with cases of dual residence of entities through the rule based on the 
“place of effective management” that was included in the Convention before 2017. These States also consider that this rule 
can be interpreted in a way that prevents it from being abused. States who share that view and agree on how the concept 
of “place of effective management” should be interpreted are free to include in their bilateral treaty the following version 
of paragraph 3:
Where by reason of the provisions of paragraph 1 a person other than an individual is a resident of both Contracting States, 
then it shall be deemed to be a resident only of the State in which its place of effective management is situated.” Any further 
clarification on POEM has been deleted. However, there is no indication that the pre 2017 commentary is no longer relevant 
when interpreting POEM. See also Maisto et al. (2018, p. 75). Furthermore, the statement in the commentary that POEM 
“can be interpreted in a way that prevents it from being abused” in my view is questionable. As explained in section 4.6 
denying an entity the residential status under Article 4 based on an object and purpose reasoning in such a case would be 
contrary to the outcome of the interpretative process in accordance with the general principles of interpretation. Abuse 
should be prevented through the application of general or specific anti-abuse provisions like Article 29 OECD MC. 
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of any further clarification as to the meaning of the expression, this passage is not helpful 
in defining POEM.

The relevant part of the 2014 Commentary on Article 4(3) reads: 

“24. (…) The place of effective management is the place where key management and commercial 
decisions that are necessary for the conduct of the entity’s business as a whole are in substance 
made. All relevant facts and circumstances must be examined to determine the place of effective 
management. An entity may have more than one place of management, but it can have only one 
place of effective management at any one time.” 

The use of the words ‘in substance’ points to a substantive approach and it is clear from the 
above statement that the POEM regards the management of the activities of the entity as 
a whole. Therefore, the place of management of a part of the activities (e.g. one business 
unit) generally does not constitute POEM. However, it is not clear how to deal with different 
activities with other management. In my view, the focus the Netherlands’ Hoge Raad laid 
on the management of the key activities of the company (section 5.1.3.40), would be helpful 
in this respect because in order to determine the place with which an entity has the closest 
connection it seems reasonable to focus on the most important, key activities. 

Furthermore, the comments are inconclusive as regards the meaning of the term 
management although from the reference to the ‘key management’ in the OECD 
Commentary it is to be deduced that the focus should be on management activities that are 
decisive and essential for the operations.620 POEM may refer to the place where the board 
of directors meets, where the chief executive officer performs his executive functions and 
where senior-management usually works on the execution of the company’s strategy.621 
Hence, different concepts of POEM can be read into the current definition, except perhaps 
for concepts according to which the POEM is where (strategic) decisions are merely 
formalized instead of actually taken. Given the provision’s decades of history, this lack of 
certainty as regards the expression’s meaning may seem a rather surprising conclusion. 
However, such an open and fact-laden test can, in my view, not be defined conclusively in 
general. Detailed guidance, especially through examples of what constitutes the POEM in a 

620 The 2000 version of the Commentary provided more guidance in this respect. It stated that “(t)he place of effective 
management will ordinarily be the place where the most senior person or group of persons (for example a board of 
directors) makes its decisions, the place where the actions to be taken by the entity as a whole are determined; however, 
no definitive rule can be given”. This description has been described as the “preferred view on the international meaning 
of POEM.” (Hattingh (2009), p. 736). According to Avery Jones (2009, p. 186) the 2000 addition “appears to say (…) that 
effective management is the same as management and control, of which the second sentence of the quotation seems a 
good explanation.” However, also under this wording different approaches seemed possible. See Sullivan (2011, p. 23), who 
acknowledged that the reference to board of directors seemed to favour the common law test but “may also be read to mean 
the same as the internal law test of both common law and civil law countries.”
621 See, for example, Maraia (2009), p. 813 and 814; Sullivan (2011), p. 23. Avery Jones (2009, p. 186) stated that the 2008 
version of the commentary implies that the POEM-concept and the place of management and control are different. 

TIE BREAKER IN THE 2014 OECD MC: POEM6.1



199 

specific case, is necessary.622 Given the absence of such a guidance, it is not surprising that 
for purposes of interpretation is relied on concepts developed in domestic law, as the term 
itself might have been too akin to the domestic concepts used to determine residence in 
both common and civil law systems.623

6.1.6 Preliminary conclusion

From the preceding sections is to be concluded that POEM refers to the level of management 
that actually takes the decisions that are essential for the resident’s activities as a whole. 
However, it is remains unclear what level of management is referred to (e.g. day-to-
day management, strategic management etc.). Although from the reference to the ‘key 
management’ in the OECD Commentary it is to be derived that the focus should be on 
management activities that are decisive and essential for the operations. Furthermore, the 
wording of the provision nor the commentary thereon provides any guidance as to how to 
establish POEM if the entity is engaged in various (different) activities or if related activities 
are performed in different countries (e.g. De Beers with mining activities in South-Africa 
and financial control in the UK). The next section deals with case law from various countries 
to assess how courts establish the meaning of POEM. 

6.1.7 Case law

This section reviews case law as litmus test to critically evaluate the preliminary conclusions 
reached as regards the interpretation of the expression POEM. As such, the decisions 
function as a supplementary means of interpretation (Article 32 VCLT). Given the difficulties 
expressed in relation to the POEM test, it could be assumed that substantive case law on the 
POEM concept would be available. However, research in the IBFD-database on Article 4(3) 
2014 OECD MC results in only a limited number of cases that have been decided on this 
topic.624 

The judicial approaches in Germany and the Netherlands regarding the domestic concepts 
of respectively Geschäftsleitung and werkelijke leiding are relevant for purposes of the present 
section as well because the domestic concepts coincide. This case law will not be discussed 
again in the present section. Reference is made to the sections 5.1.2 and 5.1.3.625 

622 That is why Loomer (2011, p. 325) suggested to further clarify POEM in the Commentary on Article 4(3). Maisto et 
al. (2018), p. 32, proposed to include a definition of POEM in Article 4(4) OECD MC: “The expression “place of effective 
resident” as used in this Article means the place where key management and commercial decisions that are necessary for 
the conduct of the business as a whole are in substance made.” 
623 See, inter alia, Burgstaller & Haslinger (2004), p. 383; L. Hinnekens (2003), p. 314; Sasseville (2009), p. 287; Avery Jones 
(2009), p. 186. 
624 The decisions of the Swiss Federal Supreme Court of 16 May 2013, 2C-1086/2012, 2C-1087/2012, are not taken into 
consideration as they were decided upon the domestic law concept effective place of management. Furthermore, the 
decision of the Finnish Supreme Administrative Court (Korkein Hallinto-oikeus, 17 June 2003, KHO 2003:34) has not been 
discussed as the outcome does not contributed anything to the present discussion. 
625 See also Pötgens a.o. (2014a), paragraphs 3.5 and 3.6.
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6.1.7.1 Denmark 

The effect on the POEM of fully owned subsidiaries by group management activities and 
the group’s executives’ involvement on strategic decisions was under consideration in the 
decision of 8 August 1995 of the Danish Vestre Landsret (the High Court of Western Denmark).626 
Until 1 July 1985, the plaintiff, resident in the UK, was employed by Scandinavian World 
Cruises Ltd (hereinafter SWC), a fully owned subsidiary of De Forenede Damskibselskaber 
A/S (hereinafter DFDS), a company headquartered in Denmark. SWC acted as a general 
agent and shipping company for DFDS and as such SWC was responsible for the marketing 
and the operation of ships, including recruitment and management of personnel. SWC’s 
premises were located in Miami. In its Miami office, 30 to 35 employees were active. As 
per July 1985, the functions performed by SWC were taken over by SeaEscape Ltd, of which 
DFDS owned 28%. It was established that the overall business strategy and major corporate 
decisions of both SWC and SeaEscape had to be approved by DFDS. 

The question was whether Denmark was entitled to tax the income that the taxpayer received 
from SWC and SeaEscape. Article 15(3) of the Denmark-UK tax treaty would not limit 
Denmark in the execution of its domestic tax law, if the wages would have been paid by an 
enterprise with its POEM in Denmark. The Vestre Landsret held that over the period in which 
the plaintiff was employed by SWC, Denmark could execute its taxing rights as the POEM of 
SWC was located in Denmark based on the fact that “decisive decisions concerning SWC were 
taken by the parent company or group management.”627 However, when SeaEscape acted as 
employer, Denmark could not tax based on Article 15(3). As DFDS possessed only 28 per cent 
of SeaEscape, according to the Vestre Landsret there was insufficient basis to determine that 
SeaEscape was managed by DFDS. The distinction made by the court between SWC and 
SeaEscape has been questioned in literature.628 Why it has been decided that DFDS did not 
perform the effective management of the enterprise of SeaEscape while DFDS exercised the 
same degree of control on both companies, remains unclear. 

626 2498/1992, Vestre Landsret (High Court of Western Denmark).
627 Translation from IBFD Database. 
628 Weizmanm (1996), p. 166. 
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6.1.7.2 France

6.1.7.2.1 Conseil d’État 16 April 2012, no. 323592

In the Paupardin-case629, the French Conseil d’État dealt with the expression POEM 
mentioned in Article 15(3) of the 1979 France-New Zealand DTC (equivalent to Article 15(3) 
of the OECD MC): 

“remuneration derived in respect of an employment exercised aboard a ship or aircraft operated 
in international traffic may be taxed in the state in which the place of effective management of 
the enterprise is situated”. 

Although the provision refers to the POEM of the enterprise instead of the POEM of an entity 
(as in Article 4(3) OECD MC), the decision is nevertheless relevant for the present section 
because the court dealt with the expression POEM in general terms. 

Paupardin, a French resident working as a captain on oil tankers, received his wages from 
a New Zealand company (Maritime Resource Management Ltd (MRM)). MRM mainly acted 
as a recruitment and crew-management company on behalf of Maritime Multi-Resource 
Management Ltd (MMRM), a company with its registered office in Vanuatu. When taxed in 
France on the received income, Paupardin argued that the income was not taxable in France 
because Article 15(3) of the 1979 France-New Zealand DTC applied. 

The Conseil d’État first decided that MMRM had to be regarded as the employer and that 
the enterprise referred to in Article 15(3) was MMRM. Thus, the POEM of MMRM had to be 
determined. According to Paupardin, in determining the POEM the main test should be the 
location of the operational management (where the day-to-day operations are managed). 
The Conseil d’Etat however, defined the POEM as the place “where the persons with the 
highest rank take the strategic decisions that determine the conduct of the activities of the 
enterprise as a whole”. Interestingly, no reference is made to (French) domestic law or to 
the commentaries on Article 4(3).630 The fact that MRM performed recruitment and crew 
management activities on behalf of MMRM was deemed insufficient to conclude that the 
strategic decisions necessary for the conduct of the activities of MMRM were taken by MRM 
in New Zealand. These activities were not of strategic significance for the operations of 
MMRM as a whole. Thus, the POEM of the enterprise of MMRM was not in New Zealand 
and the France-New Zealand DTC did not apply. 

629 Conseil d’État 16 April 2012, no. 323592
630 France made an observation on this topic. It is stated that POEM is “the place where the person or group of persons 
who exercises the most senior functions (for example a board of directors or management board) makes its decisions. 
It is the place where the organs of direction, management and control of the entity are, in fact, mainly located.” 
(Paragraph 26.3 of the commentaries on Article 4). Pötgens a.o. (2014, footnote 34), point to the definition given by a 
governmental commissioner in his report accompanying a decision of the Supreme Court (Conseil d’État 5 April 2006, no. 
281098). This definition provides that the place of effective management is “the place where the strategic centre of the 
company, establishing usually the guidelines for the condust of the buinsess, is located and where the bodies of direction, 
management and control of the entity are, in fact, mainly located.”
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6.1.7.2.2 Conseil d’État 7 March 2016, no. 371435

In Compagnie internationale des wagons-lits et du tourisme631 the French Conseil d’État dealt with 
the term place of management as a criterion establishing a permanent establishment. The 
company involved performed railway and holding activities, partly in France. According 
to the Conseil d’État, using the same vocabulary as in the Paupardin-case, a place of 
management as referred to in article 4(4)(a) of the 1964 Belgium-France DTC is a place where 
the most senior members of a company take the strategic decisions which determine the 
conduct of the company’s business as a whole. For purposes of this study, it is interesting 
to consider the factual grounds upon which the court held a place of management to be 
in France, especially given the parallels with Paupardin. The Conseil d’État acknowledged 
that the effective seat (‘le siège social’) of the company was located in Belgium where in 2003 
also three board meetings were held. However, the court found the following facts and 
circumstances to be decisive: 

• The holding company functions performed by the company were carried out in France, 
either by personnel of the company or by a third party based on an administrative 
assistance agreement; 

• In 2003, the Board of Directors decided to sell the premises of the company in Brussels 
without relocating in Belgium; 

• During 2003, the strategic decisions had been prepared in Paris and decided on 
during meetings of the Governing Council, also held in Paris. 

Based on the above circumstances, the court held that the company had a place of 
management in France. 

6.1.7.3 India 

Saraswati Holding Corporation Inc., incorporated under the law of Mauritius, held a tax 
residence certificate of Mauritius. The company made investments in shares and securities, 
inter alia in Indian companies, and stated that the capital gains derived from these 
investments were taxable in Mauritius only, based on Article 13(4) of the India-Mauritius 
DTC. The Indian tax authorities denied the application of the tax treaty, arguing that the 
company’s place of effective management as meant in Article 4(3) of the treaty was located 
in India. First, to determine the residential status of the company for purposes of Article 
4(1), the ITAT Delphi Bench referred to Indian domestic law, especially to section 6(3) of the 
1961 Indian Income Tax Act which stated:632 

“(3) A company is said to be resident in India in any previous year, if
(i) it is an Indian company; or
(ii) during that year, the control and management of its affairs is situated wholly in India.”

631 Conseil d’État 7 March 2016, no. 371435.
632 Saraswati Holding Corpn. Inc. vs. Deputy Director of Income-tax, Circle 2(2), International Taxation, New Delhi, July 
20, 2007, [2007] 16 SOT 535 (Delhi).
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As the company was incorporated in Mauritius, it came down to the place of control and 
management. According to the ITAT, the domestic test of control and management 

“does not mean the control and management of the day-to-day affairs of the business. The fact 
that discretion to conduct operations of business is given to some person in India would not 
be sufficient. The word ‘control and management of affairs’ refers to head and brain, which 
directs the affairs of policy, finance, disposal of profits and such other vital things consisting 
the general and corporate affairs of the company.” 

The ITAT held that the facts of the case did not lead to the conclusion that the place of control 
and management of the company was located in India. The terms of the power of attorney 
given by the company to representatives in India, according to the court, “merely empowered 
the persons in India to conduct the day-to-day affairs of the company”. Thus, the ITAT held the 
control and management of affairs to be located in Mauritius. Given this judgment, the ITAT 
did not need to assess the POEM of the company as meant in Article 4(3). Nevertheless, the 
court decided that the POEM was also in Mauritius. This judgment was based on the fact that 
all decisions regarding investments were taken by the directors of the company, residing in 
Mauritius or the US. Apparently, to establish POEM it is insufficient that a power of attorney 
“empowered the persons in India to conduct the day-to-day affairs of the company.” 

6.1.7.4 UK

6.1.7.4.1 CMC and POEM (1)

Until 1992 the OECD Commentary on Article 4(3) stated that the UK concept of CMC (see 
5.1.4.1) was similar to that of POEM. Initially, HMRC was on the same opinion, but already 
changed its position in 1983. From that year on, HMRC stated that the places of CMC and 
effective management do not automatically coincide.633 The domestic concept of CMC 
and the treaty concept of POEM serve different purposes.634 In Smallwood, the Special 
Commissioners reflected on the concepts’ object and purpose: 

“111. (…) CMC is essentially a one-country test; the purpose is not to decide where residence is 
situated, but whether or not it is situated in the United Kingdom. 

112. POEM, on the other hand, must be concerned with what happens in both states since its purpose 
is to resolve residence under domestic law in both states, caused for whatever reason, which could 
be incorporation in one state and management in the other, or different meanings of management 
applied in each state, or different interpretations of the same meaning of management applied in 
each state, or divided management. One must necessarily weigh up what happens in both states 
and (…) decide in which state the place of effective management is found.”635 

633 Avery Jones (2009), p. 186.
634 I.e. the Special Commissioners in Smallwood [2008] STD (SCD) 209. 
635 In paragraph 115 the Special Commissioners reffered to Chadwick LJ in Wood v. Holden [2004] STC (SCD) 416, rev’d [2005] 
EWHC 547, [2005] STC 789 (Ch), aff ’d [2006] EWCA Civ 26, [2006] STC 443 (CA) at [44] who “found it very difficult to see how, 
in the circumstances of that case, the two tests (CMC and POEM, JG) could lead to different anwers.” See also Cleave (2011). 
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However, the question is whether there is, despite the difference in object and purpose, a 
difference in substance. The following sections deal with case law on the treaty expression 
POEM. 

6.1.7.4.2 Wensleydale’s Settlement Trustees

In Wensleydale’s Settlement Trustees636 the Special Commissioner dealt with the POEM of an 
Irish trust, set up in advance to the sale of a 76 per cent shareholding in the company of the 
settlor. The trustees were an English solicitor and an Irish solicitor’s wife. This latter trustee, 
though legally qualified, never practised as a solicitor and only played an administrative role 
in the contemplated transactions.637 Both HMRC and the trustee agreed that the POEM is 
at the location of the centre of top level management.638 The question was where this centre 
was located. According to the Special Commissioner, the activities performed in Ireland 
did not lead to the conclusion that the POEM was in Ireland: 

“I emphasise the adjective ‘effective’. In my opinion it is not sufficient that some sort of 
management was carried on in the Republic of Ireland such as operating a bank account in the 
name of the trustees. ‘Effective’ implies realistic positive management. The place of effective 
management is where the shots are called, to adopt a vivid transatlantic colloquialism.” 

The Special Commissioner held these ‘shots to be called’ in England: 

“But the plain fact of the matter is that the trustees were handed property the disposal of which 
was being arranged in England. It was said that they could accept or reject the offer for the 
shares, but as things were in my view, as trustees, they could only accept the offer.”

Apparently, the Special Commissioner took an overarching view on all matters relating 
to the various transactions. Notwithstanding the (administrative) actions performed in 
Ireland during the period the trust held the 76 per cent shareholding, the activities of the 
settlor and his advisors before the setup of the trust itself determined the POEM.639 

6.1.7.4.3 Indofood

ln Indofood640 the England and Wales Court of Appeal (civil division) was asked to rule on the 
applicability of the Indonesia-Netherlands DTC to interest paid by a resident of Indonesia 
(“Parentco”) to a private limited company resident in the Netherlands (“Newco”). Under the 

636 Wensleydale’s Settlement Trustees v IRC [1996] STC (SCD) 241. 
637 Panyani (2009), p. 846; Hughes (2013), p. 123. 
638 Oliver (1996), p. 528; Hughes (2013), p. 123.
639 See on the case also Oliver (1996), p. 529 and (2001) p. 291.
640 Indofood International Finance Ltd v JP Morgan Chase Bank [2006] EWCA Civ 158, [2006] STC 1195 (CA). For a review, see R.F. 
& J.D.B.O. (2006), p. 422; Baker (2007), p. 15. 
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contemplated structure641, Newco would issue loan notes to investors and transfer the loan 
proceeds to Parentco, its Indonesian parent company, in exchange for debt. Newco was 
to pass on all the interest it received from Parentco to the investors and would receive a 
separate fee for the costs and risks incurred.

For the structure to be successful it was pivotal that Newco would be resident in the 
Netherlands under the Indonesia-Netherlands DTC. Under Netherlands domestic law, 
Newco was resident by reason of its incorporation under the Netherlands company law. 
In dealing with the POEM of Newco the Court of Appeal heavily relied on paragraph 24 of 
the 2005 OECD Commentary to Article 4(3) which stated that the POEM is the place where 
the “key” decisions are taken. According to the court, decisions to be taken by the board of 
directors of the company with regard to handling charges and equity capital and the board’s 
responsibility to comply with requirements based on Dutch company law can “hardly” be 
regarded key decisions as such. The court focussed on the interposition of Newco and its 
role in the issuing of the bonds. The fact that decisions relating to these questions would 
be decided by the board of the Indonesian parent company, led the court to decide that 
the POEM of Newco was not in the Netherlands but in Indonesia instead. Hence, the court 
abstracted from the fact that the legal representatives of Newco (the board of directors) 
would perform their activities in the Netherlands but instead focused on the decisions 
made at group-level. 

It should be noted that the relevance of this decision for the present study can be questioned. 
For example, the Special Commissioners in their decision in Smallwood642 held Indofood 
not authoritative on the issue of POEM as, “the court was facing an impossible task of 
determining as a factual issue what view an Indonesian court might take of POEM in 
hypothetical circumstances.” (at 118). However, even taking into account the difficulty of the 
641 Indofood was a case before the civil division of the Court of Appeal. The reason for the case was the claim of several 
holders of loan notes issued by a Mauritius resident company. The company mentioned had lent the money from the loan 
notes to its Indonesian parent company. Due to an amendment to the Indonesia-Mauritius DTC, the parent company had 
to withhold tax on the interest paid to the company in Mauritius. This levy disadvantaged (indirectly) the loan holders. On 
the basis of the loan agreement, loan holders would be compensated for this disadvantage if an alternative structure could 
be found that would be more advantageous from a fiscal point of view. Because the Netherlands-Indonesia DTC would 
lead to an exemption from withholding tax on interest, the court had to assess whether structuring via the Netherlands 
was possible.
642 Smallwood Trust v HMRC [2008] STC (SCD) 629, rev’d [2009] EWHC 777, [2009] STC 1222 (Ch), rev’d [2010] EWCA Civ 
778, [2010] STC 2045 (CA). 
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court’s task, the decision of the court still is remarkable as the possible (legally) independent 
responsibilities of the board of Newco are ignored. The court seemed to focus solely on the 
role of the board of the parent company in determining a group’s strategy because especially 
the decision to establish Newco and the design of the financing structure were referred to, 
which in my opinion are group-management decisions. 

6.1.7.4.4 Smallwood

In Smallwood,643 the Special Commissioners, the Court of Appeal and the Appeal Panel of the 
Supreme Court dealt with a fact pattern that shows great similarity to that in Wensleydale’s 
Settlement Trustees. Mr and Mrs Smallwood, both resident in the UK for purposes of UK tax 
law, in 2000 and 2001 entered into a series of transactions to avoid capital gains tax on the 
capital gains as a result of the disposal of shares held in their non-resident family trust. 
Pursuant to section 86 of the Taxation of Chargeable Gains Act 1992 (hereinafter “TCGA”), 
capital gains were attributed to settlors of non-resident trusts if the trustees were not 
resident in the UK during any part of the year. Such non-resident trustees were deemed 
resident in the UK throughout the year and chargeable capital gains were deemed accrued to 
the settlor of the settlement. As a Jersey company was trustee of the Smallwood settlements, 
section 86 would apply. Avoiding application of section 86 by replacing the non-resident 
trustee by a UK resident trustee would, however, trigger capital gains taxation based on 
section 77(1) TCGA. 

To avoid application of both section 86 and section 77, Mr and Mrs Smallwood entered 
into what was called a “Round the World” tax scheme.644 New trustees would be appointed, 
resident in a country without capital gains taxation and with an appropriate double tax 
treaty with the UK. Under the tax treaty capital gains had to be taxed exclusively in the 
resident state so that the capital gains would not be chargeable to tax under section 77. 
Mauritius was thought to be a appropriate location: there was no capital gains tax and the 
1981 UK-Mauritius DTC contained the provisions necessary. In the same year, after the 
disposal of the shares, new trustees would be appointed again, this time resident in the 
UK to exclude the operation of section 86(2). To implement the scheme, in December 2000 
a company, resident in Mauritius, was appointed trustee. In January 2001, investments 
of the trust were sold which resulted in substantial capital gains. After the sale of these 
investment, in March 2001, Mr and Mrs Smallwoord were appointed trustees. 

HMRC challenged the implemented tax scheme and stated that the capital gains were 
taxable in the UK although at the time of the sale, a Mauritius resident company was trustee. 
They, inter alia, argued that under Article 13(4) of the 1981 UK-Mauritius DTC the right to tax 
the capital gains was assigned to the state of residence of the taxpayer. According to HRMC, 

643 Smallwood Trust v HMRC [2008] STC (SCD) 629, rev’d [2009] EWHC 777, [2009] STC 1222 (Ch), rev’d [2010] EWCA Civ 
778, [2010] STC 2045 (CA). 
644 For comments on the case see also Loomer (2010); Baker (2010); Cleave (2011). 
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both Mauritius and the UK had that right based on consecutive periods of residence during 
the taxable year (2000/2001). The plaintiff argued that pursuant to Article 13(4), the right 
to tax was assigned to the state of residence of the taxpayer at the time of the sale (January 
2001). 

Dealing with the interpretation of resident in Article 13(4), the Special Commissioners first 
concluded that the trustees – that pursuant to section 69 of the TCGA are treated as a single 
and continuing body of persons – were at the same time resident for treaty purposes in both 
Mauritius and the UK (dual resident), part of the taxable year.645 Thus, they had to establish 
the POEM of the trust (i.e. the trustees) for purposes of Article 4(3). 

The Special Commissioners defined the POEM of the trust as the place of the “real top level 
management, or the realistic, positive management of the Trust, or the place where key 
management and commercial decisions that were necessary of the conduct of the Trust’s 
business were in substance made”. 646 The Special Commissioners held the POEM of the 
trust to be in the UK based on the following considerations. 

• The Round the World-scheme was devised to the former trustee of the trust by the 
tax adviser. 

• This tax adviser approached the new trustees in Mauritius (PMIL) and informed them 
in detail on the tax planning scheme. According to the Special Commissioners: “That 
made it clear that the confident expectation was that the shares would be sold before 
5 April 2001.”

• There was no agreement in place under which PMIL would behave in a certain way. 
PMIL would act in conformity with legislation and the trust deed. The Mauritanian 
trustee was fully aware of the fact that “the whole point of the tax planning exercise 
was to sell the shares and to realise the gain and to avoid tax on the gain.” 647 

• The sale of the shares was not “an isolated decision taken by PMIL (…). It had been 
carefully arranged beforehand (…)”.648 

• The tax planning scheme was finalized through the appointment of UK trustees. 

Thus, when applying the POEM-test, the Special Commissioners took into account the facts 
over a period of time, instead of determining the POEM of the trust at the time of each 
relevant event. The Special Commissioners fully accepted the fact that the directors of PMIL 
actually decided on the sale of the shares. Nevertheless, as they stated, this “was a lower 

645 This conclusion was based on section 2 of the TCGA, that provided: “[A] person shall be chargeable to capital gains tax 
in respect of chargeable gains accruing to him in a year of assessment during any part of which he is resident in the United 
Kingdom, or during which he is ordinarily resident in the United Kingdom.” According to the Special Commissioners 
being chargeable by reason of residence is the same as being liable to tax by reason of residence: “101. So long as the liability 
to tax is by reason of one of the listed items, of which the relevant is residence, meaning in the context the act of residing, 
then there is no distinction between Treaty Residence under article 4(1) and liability to tax. (…).”
646 Smallwood, paragraph [145]. 
647 Smallwood, paragraph [139]. 
648 Smallwood, paragraph [139]. 
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level management decision as there was no doubt that the shares would be sold; the real top 
level management decisions, or the realistic, positive management decisions of the Trust, 
to dispose of all the shares in a tax efficient way, had already been made, and continued to 
be, taken in the United Kingdom. The “key” decisions were made in the United Kingdom”.649 
Thus, the POEM also was in the UK and the trust was resident there for purposes of the 1981 
UK-Mauritius DTC.650 

In a majority judgment the Court of Appeal held that the Special Commissioners were 
entitled to find POEM to be in England. Reference was made to the fact that the scheme 
had been implemented by Mr Smallwood on the advice of the tax adviser in the UK. 
Furthermore, the various transaction steps were “carefully orchestrated throughout from 
the United Kingdom” and part of the scheme was the transfer of the trust from and to the 
United Kingdom. According to Hughes LJ, “(t)here was a scheme of management of this 
trust which went above and beyond the day to day management exercised by the trustees for 
the time being, and the control of it was located in the United Kingdom.”651

6.1.7.4.5 CMC and POEM (2)

CMC and POEM serve different purposes. It is however difficult to find a difference in 
substance from the case law on the both concepts.652 Management and control, place of 
effective management, centre of top level management, the substantial and real place of 
business which was le centre de l’Enterprise, all descriptions used resonate the same approach.653 
For example in Laerstate v HMRC, the First-Tier Tribunal found that activities regarding 
policy, strategic and management matters constitute the “real top level management (or 
the realistic positive management)”.654 The place where these activities are performed is 
regarded to be the POEM, regardless whether the performance is by the formal director of 
the company or not. The same activities led the tribunal to decide the place of CMC of the 
company to be in the UK. 

649 Smallwood, paragraph [143]. 
650 Hattingh (2009, p. 750) questioned the theoretical framework upon which the decision of the Special Commissioners is 
based: “To reach such a remarkable outcome, namely that a tax advisor, upon instruction from a settlor, may be the effective 
manager of a trust despite a fully functioning trustee, requires certainty as to the circumstances in which that ought to be 
found, especially the evidence essential to prove such a state of affairs.” However, in my view the Special Commissioners 
did not conclude that the tax advisor effectively managed the trust. The Special Commissioners took into account the 
activities of the trustees as a single and continuing body of persons and assessed where the management decisions taken 
by the trustees that constituted effective management as meant in Article 4(3) were taken. 
651 LJ Hughes in Smallwood [2010] EWCA Civ 778, at 70. 
652 E.g. Lord Chadwick J in Wood v Holden [2006] EWC Civ 26, at [6]. See also Oliver (2001), p. 289; Owen (2003), p. 296; 
Hattingh (2009), p. 711; Duff (2010), p. 10; Pötgens et al. (2014a), paragraph 3.4.1. Avery Jones & Pötgens (2018, p. 477) also 
concluded that the ordinary meaning of POEM that the Netherlands Hoge Raad in BNB 2018/68 obtained from the VCLT is 
essentially the same as the common law concept of management and control. 
653 Oliver 1996, p. 530. 
654 Laerstate v HMRC [2009] UKFTT 209 (TC), at [50]. 
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6.1.7.5 POEM in case law

This section explores the similarities and differences in the approaches towards POEM by 
the various courts. Differences could follow from the fact that the cases discussed have been 
decided on between 1995 and 2018, a period during which the OECD Commentary on Article 
4(3) changed twice and the meaning of POEM was discussed on various occasions (e.g. by the 
TAG, see 2.2.7). However, despite these developments, the interpretation and application 
of POEM in the case law discussed show great similarity. This similarity is apparent from 
the description of effective management by various courts: 

- the ‘decisive decisions as regards the overall business strategy’ (Denmark);
- the ‘strategic decisions that determine the conduct of the activities of the enterprise 

as a whole’ (France);
- the ‘key decisions and the final responsibility for these decisions’ (Netherlands);
- the ‘key management and commercial decisions necessary for the conduct of the 

business’ (UK).

Only in Germany the focus is not on the (actual) top level management, but on day-to-day 
management: the decisions that transform the company’s fundamental and strategic policy 
into day-to-day action (5.1.2.1.3). It follows that if a case with the same fact pattern as in the 
UK-case of De Beers would be decided upon in Germany, the outcome would probably be 
different. Focusing on the day-to-day management decisions of the executives, for German 
treaty purposes the POEM of De Beers would likely have been in South-Africa.655

Furthermore, the case law is similar in respect to the question who performs the effective 
management. All courts apply a substance-over-form approach under which the formal 
representative of an entity only performs the effective management if it actually performs 
the effective management. 

Thirdly, the approach towards POEM in France, Germany, India, the Netherlands and the 
UK, is similar or at least very much akin to that towards the domestic concept of effective 
management.656 

6.1.8 Concluding remarks as regards POEM

It is not possible to provide a comprehensive definition (or description) of the term POEM 
based on the wording of the OECD-MC and the Commentary thereon. The wording is 
indeterminate because it remains unclear which level of management is relevant whereas 
the commentary is also ambiguous and does not provide clear criteria. This conclusion is 

655 Avery Jones (2005), p. 22. Pötgens a.o. (2014b), p. 430 en 431, provided the example of a Netherlands bv of which the board 
of (executive) directors meeting and taking key mangement and commercial decisions in the Netherlands but all residing 
and performing their day-to-day mangement functions in Germany. Under the Netherlands approach, the POEM of the bv 
will be in the Netherlands whereas under the German approach the POEM will be in Germany. 
656 This concurs with the conclusions reached by Maisto et al. (2018), p. 23. 
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confirmed by case law on the concept of POEM.657 

In absence of a clear legal concept of corporate tax residence for purposes of international 
taxation, the interpretation of the expression POEM is heavily influenced by the domestic 
fiscal culture, the domestic approach towards effective management.658 Englisch, inter alia, 
pointed to the differences between a board of directors under the company law tradition 
of common law countries and the management board of a German Aktiengellschaft or the 
managing director(s) of a German GmbH. The latter are responsible for the senior day-
to-day management of the company as a whole, whereas a board of directors has both 
management and supervisory responsibilities. A board of directors determines strategy and 
supervises the chief executive.659 Thus, the board of directors has the final say as regards a 
company’s strategy. If such final decisions are regarded as the key decisions that determine 
the effective management of a company, the POEM is where the board of directors meet. 
Applying such a test to companies with a dual-board structure, the POEM would be where 
the members of the supervisory board and the chairman of the management board discuss 
and decide on the company’s strategy. 

However, based on a comparison of the corporate governance systems and the approach 
towards corporate residence for tax purposes, Pötgens et al. established that the corporate 
governance systems as such do not influence the POEM as POEM is determined based on 
the factual circumstances.660 It is concluded that all states, irrespective their approach with 
regard to the one-tier or two-tier board systems, “seek to establish in which location the key 
management decisions relating to a company are (predominantly) taken.”661 In my view it is 
nevertheless likely that in the absence of any clear guidance as to how to apply the POEM-
test, legal practitioners, including the judiciary, reach out to familiar concepts. Therefore, 
albeit that as a matter of principle the domestic corporate governance systems do not 
influence the POEM-test, in practice they may very well do so. This may be particularly 
relevant in cases of rather complex corporate governance structures within groups of 
companies that perform substantial (cross-border) activities. Pursuant to the Hoge Raads’ 
decision in BNB 2006/79 (section 5.1.3.3), the fact that subsidiaries are under tight control of 
the parent company and generally follow the strategic policy decisions of the parents’ board 
has no influence on the subsidiaries’ places of management. However, as for common 
law countries a board’s right of supervision and control is more relevant than for civil law 
countries and under the common law central management and control test, the influence of 
the parent company is a factual circumstance that should be taken into account. In common 
law countries the conclusion may be different.662 

657 It is also confirmed by research in the interpretative practice of various countries. See Pötgens et al. (2014a) and (2014b). 
658 Avery Jones (2005), p. 21. 
659 Englisch (2009), p. 509. 
660 Which were Germany, France, the United Kingdom, the Netherlands, Italy and Spain. Pötgens et al. (2014b), p. 430.
661 Pötgens a.o. (2014b), p. 430.
662 Maisto et al. (2018), p. 21 and p. 24. 

TIE BREAKER IN THE 2014 OECD MC: POEM6.1



211 

If the (formal) board of a company only consists of executive members and the activities of 
the company are of a (very) passive nature, the outcome of the analysis under the various 
approaches may very well concur. Especially the analysis of the different courts in determining 
the POEM of special purpose entities shows great similarity. For example, based on the case 
law discussed in the previous sections, it can be fairly assumed that the UK, France and 
Germany courts would have reached the same conclusion as the Netherlands Hoge Raad did 
in its decision of 23 September 1992 on the POEM of the company involved (section 5.1.3.1). 

Furthermore, even if the concept would have been sufficiently clear (through various 
determinative criteria), the POEM-test is very difficult to apply in practice. In the modern, 
globalized business environment, with different layers of management responsibilities, 
board-members resident in various countries, complicated systems of corporate 
governance663 and various techniques that make it possible to effectively manage an 
operation without the need to physically engage in board meetings, applying a fact-laden test 
like POEM may be very difficult.664 Though these practical difficulties in application must 
not be underestimated and lead to uncertainty for both tax administrations and taxpayers, 
to me this does not seem to be the most pressing issue however. Practical difficulties can be 
overcome more easily if the underlying legal concept is both clear and fitting into the treaty 
framework.665 The question is whether such a clear, determinative tie-breaker provision can 
be established. This will be assessed in Part III of this study. 

Finally, I note that the tie breaker does not function properly if the POEM is not located in one 
of the contracting states because in such a case dual residence continues to exist.666 Because of 
the importance of determining the state of residence for the application of the treaty, the tie 
breaker provision should, in my opinion, regulate who or what in such a situation determines 
in which state the entity is a treaty resident. This could be done by including in the provision for 
POEM other, objective parameters (e.g. location of the head office or the place of establishment), 
but then there is also the risk that the residency will not coincide with one of the countries. A 
mechanism on the basis of which the States must determine by mutual agreement the residence 
is therefore, in my opinion, indispensable. Section 8.6 proposes another tie breaker provision. 

663 Hinnekes (2003), p. 315, pointed to the rise of different corporate governance structures. 
664 Hattingh (2009), p. 753; Brosens (2018)., p. 586. See, inter alia, Mult et al. (2003, p. 214-216), who pointed to the fact that 
due to ICT-developments “the real organizational and economic structures of the company deviate more and more form 
the legal structure”. These developments, resulting in virtual organizations, make the application of a factual test like 
POEM even more complicated. For examples of the difficulties in applying the POEM-test in a globalized and technical 
environment see also Shalhav (2004), p. 461; Avery Jones (2005), p. 24; Schwarzenhofer (2005), p. 37; Van Weeghel (2008), p. 
965; Sanghavi (2016), p. 520; Sepúlveda (2016), p. 205. 
665 Avery Jones (2005), p. 24. 
666 According to Traversa (2018, p. 64) under the pre 2017 tie breaker such a case can not occur. “The question is thus not 
whether the POEM is in of the states, but rather in which state there is more of a POEM.” However, the result advocated 
by Traversa can only be achieved if the contents of POEM depend on the facts and circumstances of a specific case. The 
POEM-test then effectively becomes a general (economic) allegiance test. This approach has certainly some merits as it 
solves dual resident issues. However, I find it difficult to reconcile such a case-by-case approach on the meaning of POEM 
with the wording of the provision itself and the Commentary. 
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6.2 Tie-breaker in the 2017 OECD MC: the MAP-provision

The Mutual Agreement Procedure of Article 4(3) of the 2017 OECD MC obviously is a very 
different approach to solve dual resident issues compared to the one in the 2014 OECD 
MC.667 It is up to the contracting states to solve cases of dual residency by determining the 
state of which the person shall be deemed to be a resident. In terms of procedure, according 
to the Commentary on Article 4(3), the MAP follows the arrangement of the MAP in Article 
25(1) OECD MC.668 The request for a solution to a dual resident situation must be made 
within three years after the taxpayer concerned has been informed that he will not receive 
any treaty protection because of the double residence.669 In any case, the dual resident 
involved can initiate the procedure, but it seems logical that this also applies to the states 
involved because the states also have (or can have) an interest in resolving the dual residence 
status. The wording of Article 4(3) in any case does not exclude the possibility of initiating 
the procedure by a treaty state.670 The MAP not necessarily solves the dual residency as there 
is no obligation for the contracting states reach agreement on the place of residence for 
purposes of the treaty. The following sections deal with the criteria used to determine the 
place of residence (section 6.2.1) and the object and purpose of the tie breaker provision 
(section 6.2.2). Section 6.2.3 provides some concluding remarks on the topic.

6.2.1 Criteria used in the MAP

Pursuant to the 2017 provision, POEM is (only) a relevant factor for purposes of the deeming 
rule. Next to POEM, a formal criterion like the place of incorporation is to be taken into 
account, as are “any other relevant factors”. The Commentary on Article 4(3) provides 
examples of such other factors: “(W)here the meetings of the person’s board of directors 
or equivalent body are usually held, where the chief executive officer and other senior 
executives usually carry on their activities, where the senior day-to-day management of 
the person is carried on, where the person’s headquarters are located, which country’s 
laws govern the legal status of the person, where its accounting records are kept (…).” 
These factors refer to objectively observable facts that indicate a certain connection with 

667 Interestingly, the US introduced a different tie-breaker in its 2016 Model Income Tax Convention (available at https://
www.treasury.gov/resource-center/tax-policy/treaties/Documents/Treaty-US%20Model-2016.pdf).
Pursuant to paragraph 4 of Article 4 of that model, a dual resident company “shall not be treated as a resident of either 
Contracting State for purposes of its claiming the benefits provided by this Convention.” 
668 Paragraph 24.1 of the Commentary on Article 4(3) OECD MC. Maisto et al. (2018, p. 52) in my view rightfully concluded 
that the particular conditions of Article 25(1) (“actions of one or both of the Contracting States result or will result (…) in 
taxation not in accordance with the provisions of the Convention”) do not apply if the MAP is referred to in another treaty 
provision. 
669 Paragraph 24.2 of the Commentary on Article 4(3) OECD MC. 
670 Rienks (2018), p. 256. 
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a certain state. The relative importance of the factors mentioned remains unclear.671 States 
could weigh the risk of improper use above a strong attachment to a certain state by reason 
of objective factors and what exactly constitutes improper use is not clear. Hence, the 
discretionary freedom of the contracting states is substantive which leaves the taxpayer in 
a rather uncertain position.672

6.2.2 Object and purpose

In the Commentary on Article 4(3) 2017 OECD MC it is recognized that a preference 
criterion should be established to determine the place of residence of a company or other 
body of persons that “is subject to tax as a resident in more than one State”.673 Therefore, 
the object and purpose of the provision seems to coincide with that of the pre 2017 version. 
However, it is explicitly stated that under the current provision “there had been a number 
of tax avoidance cases involving dual resident companies”.674 Thus, anti-abuse motives 
of the OECD member states played a decisive role in the introduction of the provision.675 
Interestingly, this motive deviates from the one that was mentioned in paragraph 24.1 of 
the Commentary on Article 4(3) of the 2014 OECD MC. That passage reads: 

“Some countries, however, consider that cases of dual residence of persons who are not 
individuals are relatively rare and should be dealt with on a case by case basis. Some countries 
also consider that such a case-by-case approach is the best way to deal with the difficulties in 
determining the place of effective management of a legal person that may arise from the use of 
new communication technologies.”676

671 Maisto et al. (2018, p. 56) suggested that the sequence of factors should be viewed as a hierarchy of factors, but also 
acknowledged that establishing such an hierarchy would be difficult as (i) the factors should contribute to establish a nexus 
between an entity and a state in a specific case and (ii) possible abuse should be avoided. They proposed to introduce an 
hierarchy between the factors and, in addition, to introduce the following provision: “the order and the combined weight 
of the factors listed in this paragraph shall not apply if it was the purpose or one of the main purposes of any person 
concerned with the dual residence to take advantage of such hierarchical order by means of artificial manipulation of such 
factors.” 
672 Maisto et al. (2018), p. 51. 
673 Commentary on Article 4(3) 2017 OECD MC, paragraph 21. 
674 Commentary on Article 4(3) 2017 OECD MC, paragraph 23. The BEPS Action 6-2015 Final Report (p. 72) even stated that 
“the view of many countries was that cases where a company is a dual resident often involve tax avoidance arrangements”. 
However, as also Maisto et al. (2018, p. 43) acknowledged, dual residence may be unintended, may be the result of legitimate 
non-tax considerations. 
675 Sanghavi (2016, p. 520) suggested there are two possible motives for the OECD to introduce the MAP-rule in Article 
4(3). Firstly the OECD would seek to solve the inadequacies of the current POEM-rule. Secondly, the OECD would intend 
to create uncertainty for taxpayers that wish to cherry pick from two tax treaties by creating dual residency (aggressive 
tax planning in triangular situations). However, given the absence of any suggestion in the accompanying statements, 
the above suggestions cannot be verified and in my view thus cannot play any role for purposes of interpretation of the 
proposed provision. 
676 The use of the MAP-provision instead of a provision based on POEM as proposed by the UK, is also explained by the 
desire to avoid fact-based discussions on POEM. Cleave (2011), p. 715. 
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Though in effect the differences in object and purpose might be limited as the factors to be 
used for the determination of the place of residence are the same677, obviously there may be 
differences in appetite for the countries involved to participate in the procedure. A MAP-
provision intended to solve the problem of dual residency might be more willingly applied in 
situations of a rather difficult fact pattern than in (assumed) abusive situations, especially 
by the state that runs the risk of becoming the loser state. 

6.2.3 No agreement on residency 

The final sentence of the proposed provision deals with the position of a person under the 
treaties if no agreement as to the place of residence is reached: 

“such person shall not be entitled to any relief or exemption from tax provided by this 
Convention except to the extent and in such manner as may be agreed upon by the competent 
authorities of the Contracting States.” 

Below I will briefly discuss some situations in which no agreement is reached between the 
contracting states regarding the residency under the treaty.

Income sourced in one of the contracting states
A is resident in R(1) and R(2) under the domestic laws of these states. A derives interest from 
B, a company resident in R(1). State R(1) levies a withholding tax on the interest of 30%. 

If R(1) and R(2) fail to reach agreement on the residency of A for purposes of the R(1)-R(2) DTC, 
that treaty would not apply and the taxing rights of R(1) are not limited by the treaty. Whether 
R(2) will be bound to grant relief depends on its domestic law (and whether or not any domestic 
relief provisions are restricted by the treaty). If R(2) will provide relief for double taxation, the 
full amount will be credited.678 In that case, R(1) has no interest to pursue the MAP while R(2) 
has a strong interest in an agreement on the residence of A for purposes of the treaty. 

677 Although it is left to states involved to determine the criterion to be used in a specific case. 
678 As Maisto et al. (2018, p. 60) acknowledged, under the pre 2017 tie breaker provision, R(2) would be bound to grant relief 
on the basis of the treaty (in case of a conflict between R(1) and R(2) on the POEM). 
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Income sourced in a third state
A is resident in R(1) and R(2) under the domestic laws of these states. A derives interest from 
B, a company resident in S. Based on its domestic law, State S levies a withholding tax on 
the interest of 30%. 

A distinction should be made between the situation in which State S has no treaties with 
R(1) and R(2) and the case in which there are. If there are no treaties in place, S is not limited 
in the exercise of its taxing rights under domestic law. R(1) and R(2) will grant relief in 
accordance with domestic law. If there is a tax treaty between R(1) and S and between R(2) 
and S, S will have to apply the tax treaty that is most favorable for the taxpayer.679 Both R(1) 
and R(2) will have to provide relief for double taxation in accordance with the applicable 
treaties (R(1) -S DTC and R(2) -S DTC respectively).

Income derived from a dual resident entity by a resident of one of the contracting states
A is resident in R(1) and R(2) under the domestic laws of these states. A pays interest to B, a 
company resident in R(1). Both R(1) and R(2) levy a withholding tax on the interest of 30%. 

The fact that R(1) and R(2) fail to reach agreement on the residency of A for purposes of the 
R(1)-R(2) DTC does not affect the position of A as a treaty resident under the R(1)-R(2) DTC. 
This is to be derived from the Commentary on Article 4(3): 

679 Maisto et al. (2018), p. 61 and the literature referred to in footnote 374. 
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“24.4 The last sentence of paragraph 3 provides that in the absence of a determination by the 
competent authorities, the dual-resident person shall not be entitled to any relief or exemption 
under the Convention except to the extent and in such manner as may be agreed upon by the 
competent authorities. This will not, however, prevent the taxpayer from being considered a 
resident of each Contracting State for purposes other than granting treaty reliefs or exemptions 
to that person. This will mean, for example, that the condition in subparagraph b) of paragraph 
2 of Article 15 will not be met with respect to an employee of that person who is a resident of 
either Contracting State exercising employment activities in the other State. Similarly, if the 
person is a company, it will be considered to be a resident of each State for the purposes of the 
application of Article 10 to dividends that it will pay.“

It follows that, under of the R(1)-R(2) DTC, A is deemed to be a resident of both states in 
respect of the payment of interest to B. R(2) is therefore obliged under the treaty to apply a 
reduced rate of taxation and R(1) is obliged to grant relief under the rules of the convention 
for the tax paid in R(2).680 

Income derived from a dual resident entity by a resident of a third state
A is resident in S(1) and S(2) under the domestic laws of these states. A pays interest to B, 
a company resident in R. Both S(1) and S(2) levy a withholding tax on the interest of 30%.

The fact that S(1) and S(2) fail to reach agreement on the residency of A for purposes of the 
S(1)-S(2) DTC does not affect the position of A as a treaty resident under the S(1)-R DTC and 
the S(2)-R DTC. R will have to apply the tax treaty that is most favorable for A. Thus, the fact 
that Article 4(3) does not necessarily solve a case of dual residency, offers an opportunity for 
treaty shopping. If the place of residence cannot be established by the contracting states 
in the mutual agreement procedure, A is still resident of both contracting states. In other 
words, there is no winner or loser state and as a consequence, the entity is in neither state 
liable to tax only on income from sources therein as meant in the second sentence of Article 
4(1).681 In that case, such an entity is resident of both states under DTC’s with third states 
and it can freely ‘pick and choose’ the most beneficial treatment. Hence, here the situation 
arises that agreement on the place of residence for treaty purpose should be reached to 

680 Van den Berg & Van der Gulik (2009), p. 419; Maisto et al. (2018), p. 80. 
681 Lohuis & Stevens (2017), paragraph 3.2.
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prevent treaty shopping.682

It follows from the examples discussed that the non-commitment to reach an agreement on 
the residency can stand in the way of a proper functioning of the treaty.683 On the one hand, 
states can decide not to agree with an agreement if it suits them better and thus confront 
the treaty partner with an extra burden. On the other hand, taxpayers can use the lack of 
agreement by invoking the most favorable tax treaty. I therefore consider it advisable to 
have the MAP mandatory.

6.2.4 Concluding remarks on the MAP-provision

The legal uncertainty for dual resident entities arising from the MAP-approach is to 
be considered a significant flaw of the provision. Though the use of the undefined and 
indeterminate POEM-concept might also give rise to legal uncertainty, under the MAP-
provision the position of the taxpayer solely depends on the willingness of the contracting 
states to reach an agreement.684 Furthermore, as already noted, the factors to be taken into 
account by the states are left to the discretion of the states. This might lead to arbitrary 
choices as to what factors are to be used in a specific case. Even only a risk of improper 
use of the treaty could be used to deny a taxpayer residence in a certain state. The latter is 
even more problematic from a legal perspective, given the absence of any right to appeal 
the outcome of the procedure. This legal uncertainty not only manifests itself in apparently 
abusive situations but likewise in bona-fide ones. If the MAP-approach is to be preferred to 
another tie-breaker rule, the provision should be improved by providing more guidance as 
to the factors to be used, by making the procedure compulsory and by introducing a proper 
means of judicial supervision.685 In my view, the factors referred to, should be in order of 
priority, thus providing a sequential test. An advantage of such a MAP-tie breaker is that 
dual residence is solved even if POEM is not located in one of the two countries.

682 This conclusion obviously only applies if one adheres to the interpration in the Commentary of the second sentence of 
Article 4(1). See section 5.6. 
683 Traversa (2018), p. 68.
684 Sepúlveda (2016, pp. 209 and 210), acknowledged that all mentioned factors to a certain extent relate to POEM (except 
the place of incorporation). Therefore, in the view of Sepúlveda, the MAP-procedure is essence is not different from the 
previous one, exept as regards the uncertainty taxpayers have to deal with. 
685 It is acknowledged in the Commentary that “(c)ountries that consider that the competent authorities should not be 
given discretion to solve such cases of dual residence without an indication of the factors to be used for that purpose may 
want to supplement the provision to refer to these or other factors that they consider relevant” (24.4). I of the opinion 
that in every MAP-provision as a tie-breaker clause the factors to be used should be included. Englisch suggested that the 
residency of taxpayers for purposes of the treaty must be assessed only by the criteria mentioned in Article 4(1) to respect 
the taxpayers’ legitimate expectations. According to Englisch, “(a) different approach is justifiable only if the compulsory 
MAP itself has apparently been designed to discourage the emergence of dual residence companies and therefore clearly 
shows an anti-abuse tendency”. Englisch (2009), p. 513-514. 
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6.3 Conclusions

This chapter focuses on the tie-breaker rules included in the pre 2017 Article 4(3) OECD MC 
and the current Article 4(3) to establish the meaning of these provisions. The 2014 version 
referred to POEM as a tie breaker, under the 2017 rule, a MAP applies. 

It is to be concluded that from the wording of the provision and the OECD MC as a whole, a 
comprehensive definition (or description) of POEM cannot be derived. The Commentary on 
the provision provided some guidance through the statement that POEM is where “the key 
management and commercial decisions that are necessary for the conduct of the entity’s 
business as a whole are in substance made”. The use of the wording ‘in substance’ points to 
a substantive approach with the focus on the management of the activities of the entity as a 
whole. Furthermore, from the reference to the ‘key management’ in the OECD Commentary 
it is to be derived that the focus should be on management activities that are decisive and 
essential for the operations. Nevertheless, the comments are inconclusive as regards the 
meaning of the term management as a result of which it is not undisputed which level of 
management is relevant for purposes of that assessment. From case law on the concept of 
POEM it follows that the interpretation of the expression POEM is heavily influenced by the 
domestic approaches on place of management.

In addition to the lack of clarity regarding the interpretation of the term POEM, another 
important disadvantage of the pre-2017 tie breaker is that the provision does not provide 
a solution for situations in which the POEM is not located in one of the contracting states. 
A mechanism on the basis of which the States must determine by mutual agreement the 
residence should therefore be included.

As regards the MAP as a tie breaker rule, it is to be concluded that the provision leads to legal 
uncertainty, because there is only a best effort obligation on the states and because it is not 
clear which criteria have precedence. The factors to be taken into account by the states are 
left to the discretion of the states. This might lead to arbitrary choices as to what factors 
are to be used in a specific case. If the MAP-approach is to be preferred to another tie-
breaker rule, the provision should be improved by providing more guidance as to the factors 
to be used, by making the procedure compulsory and by introducing a proper means of 
judicial supervision. In my view, the factors referred to, should be in order of priority, thus 
providing a sequential test. An advantage of such a MAP-tie breaker is that dual residence 
is solved even if POEM is not located in one of the two countries.
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Chapter 7
Prerequisites for a novel definition of resident

The third part of this study deals with the question whether Articles 4(1) and 4(3) (and/
or the Commentary thereon) require any adjustment or clarification, insofar as the 
provisions are relevant to the residency of entities. The need for change may arise from 
defects in the provision as it currently reads, but it may also be the result of a (too) deficient 
theoretical underpinning of the residence definition in tax treaties. On the one hand, 
possible amendments may be a solution to issues with the content and the meaning of the 
provisions in its current form, as established in the second part of this dissertation. On the 
other hand, in the context of this legal research, the assessment of possible amendments 
to the provision in my view should include relevant legal principles and theoretical 
considerations. The question is: which basic legal principles should underlie the residence 
concept under tax treaties and how should these principles affect the resident definition? 
Such an approach from legal theory provides a framework for testing possible solutions 
to current ambiguities.686 In addition, this analysis contributes to the evaluation of the 
current provision and may lead to the insight that the Articles 4(1) and 4(3) - also insofar 
there are no ambiguities - fall short and should be adjusted. Such an approach contributes 
to the development of a theoretically sound solution to the issue of residency under DTCs. 
Choices made as to the content of the resident definition should be justified by reference 
to underlying principles. The present chapter therefore defines the prerequisites for a 
definition of resident that should be taken into account when developing an amended or 
even novel definition. Obviously, the prerequisites to be determined in this chapter should 
be worked out in detail and concretized in order to arrive at a treaty definition of resident. 
Choices will have to be made in the case of conflicting principles. Practical problems that 

686 I agree with Cui who stated that “whether source and residence are normatively satisfactory concepts depends princi-
pally on whether normatively sound principles of international coordination are widely accepted.” Cui (2015), p. 4. It is the 
purpose of the present chapter to explore such ‘sound principles of international coordination’. 
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are evoked by too rigid application of theoretical principles may require concessions. Such 
considerations and concrete proposals are discussed in chapter 8 that proposes a treaty 
definition. First, however, the preconditions that need to be taken into account will be 
assessed.

In that context, I find that it is first of all important to consider when the recognition of a 
resident for purposes of corporate taxation can be justified. Section 5.5.2 has shown that 
the criteria listed in Article 4(1) OECD MC define what kind of liability to tax is required to 
qualify as treaty resident. These criteria in Article 4(1) establish a link between residence for 
domestic and for treaty purposes. If the domestic requirements will not be met, the treaty 
requirements will not be met either. However, the opposite also applies: if an entity is treated 
as a resident for purposes of a domestic corporation tax, in principle it is eligible to treaty 
benefits (unless the treaty itself limits treaty access). Thus, under the current provision, the 
choices made in respect of the concept of resident for domestic purposes do affect treaty 
application. It follows that possible flaws in the domestic systems of corporation tax (may) 
have an effect under a DTC as well. Such an effect may not be negative by definition, but it 
should at least be taken into account when defining the personal scope of a DTC and, thus, 
when defining residence for treaty purposes. Therefore, section 7.1 assesses arguments 
used to justify the recognition of an entity as a resident for purposes of corporation tax to 
determine whether from these arguments viable input as regards the definition of resident 
for a DTC can be derived. The question whether there is a convincing legal basis for the 
existence of a corporation tax as such, is beyond the scope of this study. The mere existence 
of corporation taxes is taken as starting point and it is not intended to make proposals for 
the adaptation of national corporate tax systems. 

The above question on the justification of corporate taxation and the role of the residence 
concept therein, focuses to the relationship between states and taxpayers. In my opinion, the 
legal nature of the relationship between states should also be considered when developing a 
definition of resident under tax treaties.687 After all, the provision indirectly also determines 
which state can enforce its domestic tax law. Two countries have presumed jurisdiction to 
tax the same income or capital. Tax treaties deal with these – overlapping – claims of (income 
and capital) tax jurisdiction. Section 7.2 focuses on the questions where these jurisdictional 
claims should be based on, how tax jurisdiction is to be used and, in case of overlapping 
claims, which criteria should be used to determine what claim should take precedence. 

The final issue dealt with in this chapter (section Chapter 7), is whether a definition of 
resident should be included in a DTC indeed. What is the added value of such a definition 
(also taking into account the topics discussed in the sections 7.1 and 7.2) and, assuming that 
it contributes positively to the objectives of a DTC, which elements must be included in that 
definition? 

687 Martha (1989), p. 7; Brosens (2018), p. 130. 
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7.1 Justification of the recognition of entities as residents

This section focuses on three arguments that can be used to justify the recognition of an 
entity as resident for corporate taxation and explores what can be learned from these 
arguments to define a resident for treaty purposes. It is not the purpose of this section 
to provide an in-depth analysis of the constituting elements, justifications and purposes 
of corporate taxation.688 For such a detailed analysis I refer to contributions in tax 
scholarship.689 The subsections deal with the anti-deferral function of corporate taxation 
(section 7.1.1), corporate taxation as a compensation for benefits received (section 7.1.2) and 
the principle of non-discrimination or equal treatment (section 7.1.3). 

7.1.1 Anti-deferral function of corporate taxation

As profits derived by an entity generally are not taxed at shareholders level until distribution, 
the levy of corporate tax prevents deferral of taxes due by the shareholders. Hence, company 
taxes have an anti-deferral (or withholding) function.690 This anti-deferral function applies 
both in a domestic context (if the shareholder(s) and the entity are resident in the same 
country) and in a cross-border situation (if the shareholder(s) are non-residents).

In a domestic context without corporation tax, the levy of tax on business income, as well 
as non-business income from portfolio investments (e.g. stocks, bonds, interest-bearing 
accounts, derivatives, etc.) can be deferred, maybe even indefinitely, using an separate legal 
entity. Therefore, as far as I am concerned, the anti-deferral function justifies the levy of 
corporation tax regardless of the type of income and activities of the company. 

In cross-border situations (the shareholders being non-residents), the anti-deferral function 
in my view only justifies corporation tax if the income generating assets of the entity would 
constitute a source of income if these assets would be owned by the non-residents directly 
(or if the company would have been disregarded for tax purposes by both states).691 This 
would generally be the case if the assets were allocated to a permanent establishment of the 
non-resident or would consist of immovable property. The levy of corporation tax on the 

688 Traversa (2018, p. 6) accurately concluded that a discussion about the concept of residence should be distinguished from 
that on the justicifaction of worldwide taxation because the issues do not necessarily overlap. The recognition of a resident 
also has impact on source taxation. 
689 Inter alia Bird (1996), p. 3, Vogel (1988a) and (1988b), McIntyre (2003), p. 1572; Brooks (2003), p. 621; Avi-Yonah (2004), p. 
1193; Loomer (2011), p. 109. 
690 See, inter alia, Bird (1996), p. 9; McIntyre (2003), p. 1572; Brooks (2003), p. 612; Avi-Yonah (2004), p. 1202; Loomer (2011), 
p. 109; Brosens (2018), p. 158. The argument is challenged by Avi-Yonah (2004, p. 1205) who stated that the deferral (and 
administrability) problem can be solved by for example taxation at the level of the shareholder (in case of closely held com-
panies) and by taxation of income from shares and of (unrealized) capital gains (in case of publicly traded corporations). 
Schön (2010, p. 559) referred to the anti-deferral function in the light of what he called the “residual responsibility to tax 
all income not claimed by other countries (in particular as non-distributed profits are, for the time being, not taxed at the 
level of the shareholder as well)”. 
691 Loomer (2011), p. 74. 
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income from assets that would not constitute a source of income by states other than the 
state in which the shareholder is a resident cannot be justified by invoking the anti-deferral 
function. After all, without a corporate shell, there would not be a source of income in these 
states and the establishment of an entity would not cause tax deferral.692 

Hence, the withholding function justifies corporate residence taxation in cross-border 
situations if such a source is available in the country of residence of the corporation as is 
generally the case with income from a business conducted in the residence country or with 
immovable property situated there.693 It follows that residence should preferably be defined 
based on criteria that would have resulted in the recognition of a source of income if the 
assets of the company would be owned by a non-resident.694 If the criteria that establish 
residency of entities and that recognize a source of income for purposes of non-resident 
taxation coincide, in fact residence itself constitutes a relevant source.695 

It follows that the requirements that should be imposed on the residency of entities on 
the basis of the anti-deferral function depend on the nature of the income. If income can 
be attributed to a source in a certain state, then residency should ideally be linked to that 
source. However, if income can not be attributed to a source, then in my opinion the place 
of residence of the shareholder(s) would be the most appropriate place of residence of the 
entity.696 The nature of the income would therefore be decisive for the way in which the 
entity’s residency is determined. However, although theoretically attractive, this approach 
may be difficult – if not impossible – to apply in practice, because many companies enjoy 
both types of income. Therefore, the introduction of any measures based on this principle 
should be carefully weighed against practical considerations in order to arrive at an 
approach that does justice to the theoretical considerations as much as possible but at the 
same time is feasible in practical terms. Sections 8.2 and 8.4 explore this issue. 

There is another important further consideration to be made in the context of the anti-
deferral argument in the justification of corporation tax. Suppose that not even one 
state considers an entity to be a resident (for whatever reason). The income from assets 
that do not constitute a source for purposes of non-resident taxation would then remain 
untaxed as long as profits are not distributed (abstracting from measures in the country 
of residence of the shareholder(s) such as CFC rules). This could result in ‘stateless income’ 

692 Nikolakakis (2009), p. 916; Loomer (2011), p. 94.
693 Schön (2010), p. 558. 
694 Fett (2014), paragraph 5.2.3.5. 
695 It not without reason that historically the incorporation-criterion for purposes of defining residence was denied in both 
the UK and the Netherlands. The mere fact of incorporation was held to be insufficient to establish residence. E.g. Niko-
lakakis (2009), p. 917; Avery Jones (2009), p. 137.
696 Traversa (2018, p. 20) discussed the option of aligning the place of residence of the company with that of the sharehold-
ers. He concluded that such an approach generally only works within a domestic (US) setting as regards closely held busi-
nesses but not for large companies with many shareholders, residents of various states.
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which would seem undesirable because it offers opportunities for tax avoidance.697 From 
that perspective, the situation in which a state (“state R”) considers an entity to be a resident 
(for example under the law of incorporation) and involves that entity in the levy of tax is 
therefore preferable to the situation where the income of such an entity is not taxed at all. 
Taking a multilateral perspective, the corporation tax levied by state R performs the anti-
deferral function for purposes of the state of residence of the shareholders of that entity. 
However, the recognition of state R as the legitimate jurisdiction to tax the income of the 
entity can turn into a situation where access to the state R’s tax system is used to prevent 
taxation in the state of residence of the shareholders. Of course, this will only be the case 
if the effective tax on the income in state R is (substantially) lower than that in the state of 
residence of the shareholders and/or if state R has a more beneficial treaty network. 

In my opinion, the prior considerations lead, in the light of the anti-deferral function of 
corporation tax, to the conclusion that criteria that determine the existence of a source 
of income in a state, should preferably also be used to establish residence of companies, 
especially as regards entities with foreign shareholders. Criteria that are not necessarily 
linked to a source of income in a state - such as the place of incorporation - can be used 
to prevent stateless income and as such have an anti-abuse character. However, the use 
of such criteria entails the risk of the transfer of income to low taxing jurisdictions which 
necessitates anti-abuse provisions. The latter also applies if criteria are used which 
refer to activities of certain corporate bodies (such as effective management and central 
management and control) because these criteria may result in an entity being considered as 
a resident, but there is not necessarily an activity of that entity in that country that would 
have resulted in a source of income if the corporate veil of that entity had been ignored. The 
impact of these observations on the design of the definition of resident for tax treaties is 
discussed in the concluding section of this chapter (section 7.4). 

7.1.2 Compensation for benefits received 

The second argument that can be used to justify the recognition of an entity as resident 
for corporate taxation, is based on the so called benefits assumption. Already in 1925, 
Seligman referred to the benefits entities derive from states698 and the argument is still 
used.699 Seligman distinguished between the ‘franchise to be’ and the ‘franchise to do’ and 
that distinction, I consider to be still valuable. Through its legal system a country provides 
a company a ‘franchise to be’: the possibility to ‘exist’ and to operate as a (legal) person – 
independent from its founders.700 The question however is whether the ‘franchise to be’ is a 

697 Hofman (2017), p. 82; Brosens (2018), p. 113; Traversa (2018), p. 11. 
698 Seligmann (1925), p. 221. Kelly CB in The Cesena Sulphur Co Ltd v Nicholson [1876], 1 TC 88 referred to the levy of tax in 
exchange for protection of the law, which also can be regarded part of the ‘franchise to be’. See Avery Jones (2009), p. 138.  
699 E.g. Couzin (2002), par. 1.3; Schön (2010), p. 558; Brosens (2018), p. 141. 
700 Bird (1996), p. 5; Avi-Yonah (2004), p. 1205; Avery Jones (2009), p. 137-138. 
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significant contribution to a company which justifies the levy of a substantial corporation 
tax.701 In my view, the ‘franchise to do’ is more suited for that purpose. The ‘franchise to 
do’ refers to all facilities provided by states – apart from legal capacities – which make it 
possible for a person (e.g. individuals and companies) to perform a certain type of activity 
(both physical, financial and technological infrastructure). These latter benefits relate to 
the activities explored in a certain country. Hence, substantial company taxation can be 
justified based on the benefits-arguments, if there is a genuine link between a state and 
certain economic activities.702 The challenging question is of course what level of activity 
establishes such a link. That is dealt with in section 8.2. 

7.1.3 The principle of non-discrimination

The principle of non-discrimination in my opinion, justifies residence based corporate 
taxation of businesses conducted by entities that have no shareholders or equivalent economic 
beneficiaries703 and by governmental entities. Such businesses should not be in a better 
position compared to businesses of organizations with shareholders. If the income of the 
latter organizations is taxed under a corporation tax regime, the levy of tax from (comparable) 
businesses conducted by other organizations is justified to prevent a competitive advantage. 
If and to the extent entities owned by shareholders are engaged in activities that justify the 
levy of residence-based corporation tax (following the anti-deferral argument), other entities 
performing the same or comparable activities should be taxed as well. 

7.1.4 Concluding remarks on the theoretical foundations of residence based corporate 
taxation and the residence concept

From the arguments discussed above it follows that to justify residence based corporate 
taxation of business income (referred to as active income), one can rely on both the anti-
deferral argument and the benefits assumption. Residence based taxation resulting in the 
taxation of non-business income (income of portfolio investments, referred to as passive 
income) can be justified by reference to the anti-deferral argument, if and to the extent 
the economic beneficiary of the income is resident in the same country as the corporate 
taxpayer. 

Therefore, based on the above reasoning, the requirements to be imposed on the residency 
of entities on the basis of the anti-deferral argument depend on the nature of the income. 
The residence of an entity with income that can be attributed to a source in a certain state, 
should ideally be linked to that source. The place of residence of such an entity should 

701 Bird (1996), p. 5.
702 The argument applies to taxation of businesses in general and not only to taxation of corporations and suits particularly 
to justify source taxation instead of taxation of worldwide income. Bird (1996), p. 5; Avi-Yonah (2004), p. 1207; Brosens 
(2018), p. 148. 
703 E.g. foundations.
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coincide with the place where the activities are located that give rise to that active income. 
Residence in this case effectively performs a source function. If an entity’s income can 
not be attributed to a source in a particular state (such an income referred to as passive 
income), the place of residence of the shareholder(s) would be the most appropriate place 
of residence of the entity. Any other criterion used to determine such an entity’s residence 
does not necessarily attach that entity to the state of residence of the shareholders. For 
example, using the law of incorporation of the entity and/or its place of management as 
decisive criterion could easily lead to the conclusion that for purposes of corporation tax, 
the entity’s place of residence is not in the state of residence of the shareholder which leaves 
that latter state, in principle, no opportunity to tax. I consider the consequence to be that if 
an entity is to be regarded a person separate from its shareholders and beneficiaries, in case 
of passive income, the place of residence of that entity should preferably somehow be linked 
to the economic allegiance of that shareholder to a state.704 

It is clear that the distinction between active and passive income and the consequences that 
I attach to it regarding the residency of an entity is very complicated to apply in practice. For 
example, what is relevant and substantive economic allegiance needs to be defined. What 
principles should be applied to the residency of an entity that derives both passive and active 
income should also be further considered. Choices will have to be made that may be partly in 
conflict with these theoretical considerations. Nevertheless, in my opinion, the distinction 
between active and passive income and its effects on the criteria for the residency of entities 
(the focus on the economic allegiance of an entity and / or the shareholders thereof with a 
particular state) is helpful when defining a tax treaty resident. So far, the residence concept 
for treaty purposes developed in another, less economic and more legal direction. Section 
5.1 shows that the domestic tax systems of Germany, the Netherlands, the UK and the US use 
criteria such as place of incorporation, place of management or place of central management 
and control to establish residency for their domestic tax purposes.705 Even though the place 
of incorporation criterion is easy to manipulate, the criterion is still used by many countries 
(and that use is not restricted to cases of abuse). Also, place of central management and 
control and place of management are rather ‘flexible’ criteria in case a company derives 
(only) passive income. Especially after the low threshold for central management and 
control that can be derived from Wood v. Holden,706 the place of central management and 
control not necessarily coincides with economic allegiance (e.g. business activity) to a state 
(if any at all). The same conclusion applies to the place of effective management-criterion.

704 See also Nikolakakis (2009), p. 915, who stated: “…it is submitted that such an assertion of jurisdiction cannot be ground-
ed in residence – at least not in any substantive conception of residence since the ultimate economic beneficiary is not 
resident in that jurisdiction.” 
705 McIntyre (2003), p. 1572; Loomer (2011), p. 109. 
706 Loomer (2011), p. 121 and (2015), p. 95-96. 
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I find that the application of criteria that do not necessarily refer to substantive economic 
allegiance is to be considered the most important flaw in a system of residence taxation 
of corporations. As the use of these criteria do not guarantee any factual, economic nexus 
with a territory, it appeared rather easy to locate income in low-taxing jurisdictions.707 With 
the rise of international trade and the expansion of international relationships the negative 
consequences – at least from the perspective of most states – of the discrepancies between 
the legal and the real world became even more manifest. Technological developments 
made it possible for corporations to explore the wide gap between their actual business 
operations and the, a certain sense legalistic, requirements for corporate residence.708 The 
same development offered individuals, residents in high-taxing states, the possibilities to 
shelter portfolio investments generating passive income (e.g. dividends and interest) in 
entities resident in low-taxing jurisdictions. The question in my view is how to avoid the 
negative consequences of the possibly insufficient factual connection (regardless of how 
that is defined) between an entity and the territory of a state when defining resident for 
DTCs purposes. Section 7.4 deals with this question, taking into account the legal nature 
of the relationship between the states involved (section 7.2) and the role of the definition 
within DTCs (section 7.3). 

7.2  Tax jurisdiction, corporate taxation and the residence concept

Tax treaties deal with (potentially) overlapping claims of tax jurisdiction. This section 
focuses on the questions: where these jurisdictional claims should be based on, what limits 
the use of tax jurisdiction and, in case of overlapping claims andwhich claim has priority.709 
Section 7.2.1 deals with the basis of tax jurisdiction which is founded in the principle of state 
sovereignty. What does the principle of state sovereignty entail? The two subsequent sections 
elaborate on the use of tax jurisdiction in accordance with the principle of state sovereignty 
(section 7.2.2) and how that jurisdiction should be used in a globalized world (section 7.2.3). 
The final section applies the findings as regards the principle of state sovereignty and the use 
of tax jurisdiction to the definition of resident for DTCs (section 7.2.4). 

7.2.1 The basis of tax jurisdiction

The principle of state sovereignty, more specifically defined as the principle of sovereign 
equality of states, is one of the basic legal principles of international law, laid down 
in Resolution 2625 of the General Assembly of the United Nations.710 Pursuant to that 

707 Graetz (2001), p. 321; Couzin (2002), par. 5.1; Duff (2010), p. 76; Loomer (2011), p. 109. 
708 Mult (2003), p. 216. According to Arnold (2003, p. 1564) the CMC-criterion has become a mere “tax planning device”. Also 
McIntyre (2003), 1570. 
709 Martha (1989), p. 7. 
710 UN (1970). The Resolution contains “[p]rinciples of International Law concerning Friendly Relations and Co-operation 
among States in Accordance with the Charter of the United Nations”.
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resolution, every state “has the duty to fulfill in good faith its obligations under the generally 
recognized principles and rules of international law.”711 Although in some sense vague and 
elusive, the principles form the basis of international law from which concrete obligations 
can be derived.712 For the present study, it is of particular interest what the principle of 
sovereign equality of states entails for the use of tax jurisdiction by a particular state (e.g. 
whether the principle of sovereign equality limits a state’s right to tax). 

The principle of sovereign equality of states is referred to as “a genuine belief that 
communities that have (…) acquired the status of Statehood have a right to be left alone 
(…) at least as they do not upset their neighbors.”713 This description is in line with the three 
characteristics which have traditionally been attributed to the principle: 

I) exclusive jurisdiction over a given territory and in the relevant territory living 
population; 

II) the obligation to refrain from any interference with something that belongs to the 
exclusive jurisdiction of another state; and, 

III) the obligation to abide by international law (customary law or treaties), if and when 
these obligations have been accepted.714

Thus, the exclusive jurisdiction of a sovereign state is limited by the exclusive jurisdiction 
of another state. A sovereign state cannot be regarded as sovereign in an absolute sense.715 
This conclusion also follows from the fact that it is the international legal community 
that decides who should be treated as sovereign. The sovereign status entails rights and 
obligations,716 states are bound to the (international) rule of law.717 This stems from the 
principle that members of a (legal) community have to abide by the rules in force in that 
community. It follows that for a proper understanding of the concept of sovereign equality 
and the manner in which members of the community should behave, it is necessary to 
have an understanding of the international legal order as a whole: its purposes and its 
constituting principles.718 According to Waldron, and I agree with him, international law 

711 UN (1970). The Resolution contains “[p]rinciples of International Law concerning Friendly Relations and Co-operation 
among States in Accordance with the Charter of the United Nations”.
712 Lowe (2007), p. 119. It has even been argued that some of these principles qualify as principles of Jus Cogens as meant in 
Article 53 VCLT (see, inter alia, Nieto-Navia (2001)). It exceeds the scope of this research to assess whether this statement 
is correct. 
713 Lowe (2007), p. 116. 
714 Brownlie (2003), p. 297. 
715 Jeffrey (1999), p. 43. See also Kooijmans (1964), p. 192. 
716 See Carbone & Schiano di Pepe (2009) and their references to further literature. 
717 Waldron (2011), p. 315. 
718 Roth (2012), p. 26. See also Besson (2011, para. 150) who considered it necessary “to engage in a normative discussion 
over the values it protects whenever sovereignty is invoked and applied.” Damrosch et. al (1988, at 1090-1) stated: “Under 
international law, the jurisdiction of a state depends on the interest that the state, in view of its nature and purposes, may 
reasonably have in excercising the particular jurisdiction asserted and on the need to reconcile that interest with the inter-
ests of other states in exercising jurisdiction.” 

TAX JURISDICTION, CORPORATE TAXATION AND THE RESIDENCE CONCEPT 7.2



230

recognizes states as those who have to stand up for those who are entrusted to their care.719 
He described the relationship between the rule of law and sovereign and equal states as 
follows:

“As trustees, [states] are supposed to operate lawfully and in a way that is mindful that the 
peaceful and ordered world that is sought in international law—a world in which violence 
is restrained or mitigated, a world in which travel, trade, and cooperation are possible—is 
something sought not for the sake of national sovereigns themselves, but for the sake of the 
millions of men, women, communities, and businesses who are committed to their care. These 
millions are the ones who are likely to suffer if the international order is disrupted; they are the 
ones whose prosperity is secure when the international order is secure.”720

A similar approach was already propagated by Kooijmans in 1964. He stressed that the role 
of the sovereign state in international (legal) community for the benefit of its citizens. “For 
these subjects live in community with other representatives of the human race, sharing the 
same needs and interests. (…) Seen in this light the international community is not a forum 
where each tries to safeguard his own interest, but a real community, whose members can 
attempt to achieve a legal order where cases are dealt with in accordance with the standards 
of a universal law that is valid equally for everyone.” 721

Hence, the concept of sovereign equality not only expresses the existence of an international 
legal order, but is also a means of achieving it. States have sovereign rights, not for 
themselves but on behalf of those who are subject to their jurisdiction.722 This view on the 
principles has the following two implications, relevant for the use of tax jurisdiction, that 
will be elaborated on in the following sections. First, sovereignty is not an end in itself. As 
sovereignty is a means for the benefit of society, states may (or should) decide to share or 
transfer it if that is beneficial to that society. Certainly in a globalized world co-operation 
may be far more effective than the independent pursuit of certain goals, while convictively 
protecting the (alleged) own rights. Secondly, in the use of sovereignty, the interests of 
others (i.e. other states) must be taken into account and, if necessary, the way of using 
sovereign rights will have to be changed. Choices made by a state with regard to its tax 
system intentionally or unintentionally impact other (sovereign) states. Sovereign equality 
and the duty of states to refrain from intervening in the affairs of other states (the principle 
of non-intervention) require that states should take into account the legitimate interests of 
other states and therefore of the citizens of those states.723 

719 Waldron (2011), p. 315. 
720 Waldron (2008), p. 24. 
721 Kooijmans (1964), p. 39-40. 
722 Kokott (2011, para. 4) stated: “States are no more than instruments whose inherent function is to serve the rights of 
individuals”. 
723 Jeffrey (1999), p. 37; Brosens (2018, p. 66) in this respect referred to international loyalty. 
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However, it also follows from the principle of ‘equality’ that states must have the discipline 
to let international cooperation not slip into power play and excessive international 
pressure to unwanted adjustment of the national system. The principle of legal equality 
acknowledges that states are equal before the law, regardless of the difference in actual 
power. The autonomy of states must be treated with respect in view of the necessary 
democratic legitimation of tax legislation. It has been rightfully stated that “(l)egal equality 
serves the equal subjection to and equal protection by international law, Great Powers 
and small states.”724 The principle protects the autonomy of a state.725 Power play from the 
international community to enforce an adaptation of the national tax system, is thus at 
odds with the principle of legal equality and is not without risk. A far-reaching degradation 
of this autonomy may have an undermining effect on (underlying) normative values like 
the democratic legitimacy of taxation.726 All actors in the international tax arena will have 
to give an account of this and should exercise restraint in a certain way - particularly in 
relation to other states.727

7.2.2 The use of tax jurisdiction in accordance with the principle of sovereign equality

It is stated above that the mere existence of international law limits the sovereignty of 
states; not only if the sovereign state accepted (any) limitation of its jurisdiction - but as a 
precondition.728 A state should take account of the legitimate interests of other states. The 
present section elaborates on the effect thereof for the use of tax jurisdiction by a state. 

If sovereignty is understood in an absolute sense, as a matter of principle, a state is free in 
deciding how to establish jurisdiction to tax. In that case, jurisdiction based on nationality 
is to be regarded as valid as jurisdiction based on territoriality.729 However, if sovereignty 
is limited as explained above, there may be an hierarchy in the approaches used for the 
establishment of jurisdiction to tax because of the (negative) impact of a particular 
approach on other states. It might be reasonable to attach more importance to one criteria 
over the other,730 a conclusion that I consider important when developing a treaty tie-
breaker provision. The question is what criterion should take precedence? The “closeness 
of connection theory”, formulated by Mann, may serve as a fundamental starting point to 
answer that question. According to Mann “a State has legislative jurisdiction, if its contact 
with a given set of facts is so close, so substantial, so direct, so weighty, that legislation in 
respect of them is in harmony with international law and with its various aspects (including 
the practice of States, the principles of non-interference and reciprocity and the demands 

724 Nijman & Werner (2012), p. 10. 
725 Besson (2011), para. 49. 
726 Ring (2008), p. 2. 
727 Kokott (2011), para. 4. 
728 Jeffrey (1999), p. 14. 
729 Martha (1989), p. 50. 
730 Jeffrey (1999), p. 40. 
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of inter-dependence). A mere political, economic, commercial or social interest does not 
in itself constitute a sufficient connection.”731 Obviously, also under this criterion of close 
connection – also referred to as the criterion of reasonableness732 –, the question that still 
needs to be answered is what given set of facts constitutes a residence concept that is in 
accordance with the principles of international law? The problem is that if jurisdiction should 
be based on reasonableness, the facts of a specific case and the interests of the countries 
involved need to be weighed against each other which makes the drafting of a general rule 
complicated. However, in my view, as a matter of principle, a form of substantial economic 
allegiance should be used as the preference criterion for establishing tax jurisdiction.

Furthermore, a version of sovereignty that regards the state as a responsible member of 
the international legal community, should have consequences for the behaviour of states 
towards each other. Examples are to be derived from references to sovereignty made by the 
OECD in the BEPS project. According to the OECD, the sovereignty of states in the area of 
taxation is undermined by treaty shopping, other forms of treaty abuse and base erosion.733 
It is stated that base erosion not only constitutes a risk regarding the revenues of states, 
but also regarding tax sovereignty and tax fairness.734 Aggressive competition between 
countries with respect to company taxation would, according to the OECD, prevent states 
to make their own (sovereign) choices in the area of tax policy. At various places in the BEPS 
documentation the importance of cooperation and coordination are pointed at.735 It is 
stated that collaboration on tax policy is necessary to protect a countries’ tax sovereignty.736 
Coherence between national tax systems is thought to be of decisive importance.737 In the 
view of the OECD, the development of common criteria for national tax systems and a 
further international cooperation would support ‘effective tax sovereignty’.738 The wording 
in the BEPS documentation shows great similarity to that in the OECD project on Harmful 
Tax Practices.739 With respect to that project, Christians already identified an interpretation 
of the principle of tax sovereignty which greatly departed from the approach taken in 
former OECD documents.740 In the view of Christians, the Harmful Tax Practices project 
“has led [the OECD] to articulate a version of sovereignty that prioritizes responsibility 
to the international community over the individual autonomy of nations.”741 From such 

731 Mann (1985), p. 28. Jeffery (1999, p. 53) and Wustenberghs (2005, p. 320), refer to the decision of the Bundesverfassungsg-
ericht of 22 March 1983, V. Verf.G.E. 1983, afl. 63, nr. 23. P. 369.
732 Jeffery (1999), p. 53. Also Brosens (2018), p. 121. 
733 OECD (2014a), p. 6. 
734 OECD (2013), p. 5. 
735 E.g. OECD (2013), p. 9 and p. 17.
736 OECD (2013), p. 9. 
737 OECD (2013), p. 15. 
738 OECD (2014b), p. 14.
739 See OECD (2006) for the most recent status update on the project. 
740 Christians (2009), p. 129.
741 Christians (2009), p. 100. 
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responsibility to the international community, it follows that states have to take into account 
the (legitimate) interests of other nations when designing their domestic tax system742 and, 
likewise, when negotiating tax treaties. One of the issues that should be addressed in this 
respect is the accessibility of treaty benefits through the definition of resident, also in 
relation to third states. States may have viable reasons to use certain criteria to establish 
residence for domestic purposes (although even in that respect they have to account interest 
of other states), whether these criteria should also be used for treaty purposes is a separate 
matter. Based on the principle of reasonableness as referred to above, in my view tax 
jurisdiction should be shared by states in proportion to the degree of relevant economic 
allegiance with either state. The concepts of residence and source might fulfil a helpful 
means in this respect, provided both concepts are defined sufficiently substantive (using 
criteria that express the degree of relevant economic connection with a state). Section 8.2 
assesses what criteria could be used in that respect. Residence based on merely legal or 
formal characteristics may not qualify as a criterion of close connection (section 8.4). 

7.2.3 The use of tax jurisdiction in a globalized world

It has been rightly stated that the design of a tax system largely depends on the economic, 
social and political situation in a country.743 However, the economy is not (any more) a 
national, strictly territorial particular matter. There is a global economy, resulting in tax 
competition that may be regarded as harmful but not necessarily is.744 Globalization and 
economic integration, the increased and growing power and influence of multinational 
corporations – a changed and changing world – make a corresponding adjustment in the 
approach to sovereignty in the area of taxation inevitable. It is clear that states in such a 
globalized and economically connected world can only deal with the existing international 
tax distortions through the international law making process and through domestic 
measures that are sufficiently linked and balanced with international developments.745 To 
achieve this goal, states have to cede or restrict their sovereignty.746 Sovereignty is not an 
end in itself but a means for the benefit of society. If states can no longer represent the 
interests of persons subject to their jurisdiction without cooperation, they should work 
together747 and - where necessary - share or transfer sovereignty.748 

742 Christians (2009), p. 100. 
743 Kavelaars (2014), p. 148 (in Dutch). 
744 Vanistendael (2010), p. 539. 
745 Jeffrey (1999), p. 21. 
746 Jeffrey (1999), p. 21. 
747 See, e.g., Christians (2007) p. 102, footnote 6. 
748 Besson (2011), para. 55. 
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7.2.4 Concluding remarks on tax jurisdiction, corporate taxation and the residence 
concept

International coordination of taxation and cooperation of states to counter both double 
taxation and (unintended) double non-taxation fit in a definition of sovereignty that is 
focused on the maintenance and further development of international (tax) law, serving 
the interests of those who are entrusted to the care of states. In my opinion, this has the 
following consequences for the resident definition in tax treaties. I distinguish between a 
general definition of resident that is important for treaty access and a treaty tie-breaker.

As far as the treaty definition of resident is concerned, states in principle can refer to 
residency according to their national law. Moreover, in establishing residence under 
national law, states are free to use any criterion. However, I am of the opinion that this 
freedom is limited by the legitimate interests of other states, based on the principles of 
international law discussed above. In this respect, it should be acknowledged that especially 
in cases of inbound investment, abuse of tax treaties through treaty shopping is manifest. 
An investment by a resident of State R in State S is channeled through State I to benefit 
from the more beneficial treaty I-S. Though State I may not regard the establishment of a 
corporate resident in its jurisdiction to benefit from the I-S treaty as problematic, this may 
be contrary to the interests of State S. Thus, if for example, the choice for a formal criterion 
to base on residence would negatively affect the interests of third states, the contracting 
states should take appropriate action.749 

The question then is whether the definition of resident should be used as a means against 
treaty shopping, especially since measures against treaty abuse are already included 
in Article 29 OECD MC. For example, Article 29(9) OECD MC provides that a resident is 
not eligible to treaty benefits in respect of an item of income or capital “if it is reasonable 
to conclude, having regard to all relevant facts and circumstances, that obtaining that 
benefit was one of the principal purposes of any arrangement or transaction that resulted 
directly or indirectly in that benefit, unless it is established that granting that benefit in 
these circumstances would be in accordance with the object and purpose of the relevant 
provisions of this Convention.” On this basis, it could be concluded that there is no need 
to include an anti-abuse element in the resident definition itself. However, from the mere 
existence of Article 29 OECD MC it does not necessarily follow that the definition of resident 
does not need to introduce further conditions that make access to the treaty conditional on 
requirements other than being resident under domestic law, because it may very well be 
that the introduction of such criteria may fulfil other means or even may be more suited to 
prevent treaty shopping than Article 29 is. Which requirements should be included, depends 
on what Article 4 seeks to achieve, also in light of the purpose and purport of the treaty as a 

749 E.g. Brownlie (quoted by Wustenberghs (2005), p. 327.) argued that “there should be a substantial and bona fide connec-
tion between the subject-matter and the source of the jurisdiction”. Also Brosens (2018), p. 195. 
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whole. The significance and role of the residence definition - and what follows from it with 
regard to the content of the definition - is discussed in the next section (section 7.3).

Concerning the tie breaker provision, in my view under the principle of close connection, 
a criterion should be used as the preference criterion for establishing tax jurisdiction that 
expresses relevant substantial economic allegiance. It follows that if an entity has such 
an economic interest in different countries, tax jurisdiction should be shared by these 
states based on the extent of the economic allegiance with either state. Because economic 
allegiance is a vague and undetermined concept, finding an unambiguous criterion that 
expresses that economic allegiance of an entity with a certain state is no sinecure. The 
practical problems that arise from this should not be underestimated. This will be discussed 
in Chapter 8 where I assess the possibility to use the permanent establishment of Article 5(1) 
OECD MC and the criteria used on the simplified and detailed LOB provision included in 
the Commentary on Article 29 OECD MC as a threshold for economic allegiance. 

7.3 Role of the residence definition

Pursuant to Article 1 OECD MC, the convention applies to persons who are residents of 
one or both of the Contracting States. Furthermore, various distributive provisions of the 
OECD MC refer to ‘resident’. This expression plays an important role within the OECD MC 
and, thus, a clear and unequivocal understanding of its meaning is necessary. However, 
from this it does not necessarily follow that the treaty itself should provide a definition 
of resident.750 Therefore, when dealing with possible amendments to the definition, the 
primary question is whether the envisaged effect of a tax treaty could be achieved (more 
easily) without a definition of resident. What if no definition of resident would be included? 
Pursuant to Article 3(2) OECD MC, in that case the term should be interpreted according 
to the domestic tax law of the contracting states (unless the context requires otherwise). 
However, reliance on Article 3(2) and the domestic law definition of a contracting state (if 
any) could lead to uncertainty by the other state as to the contents of the residence concept 
for treaty purposes. It even means that treaty access of an entity, resident under the 
domestic law of one contracting state, is dependent on the domestic concept of residence of 
the other state. The consequences of this with regard to the application of tax treaties can be 
elucidated by Article 10 OECD MC. By means of that article, the two contracting states have 
shared the taxation rights on dividends paid to a resident of one of the states by a resident 
of the other state. If the recipient’s state would apply its domestic interpretation of the 
term resident to the paying company, application of Article 10 is entirely dependent on that 
domestic concept. In effect, the receiving state itself can determine whether and to what 
extent its resident is entitled to treaty benefits. The other state has no influence on this, 

750 Avery Jones (2013), p. 9. 
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which in my opinion violates the reciprocity relationship between the contracting states. 
To avoid these consequences, it should be clear that ‘resident’ should not be interpreted in 
accordance with domestic law pursuant to Article 3(2) OECD MC. 

It can be stated that this already follows from the context referred to in Article 3(2) OECD MC. 
From the context of the term resident is to be derived that the recipient’s state should take 
into account the domestic law of that other state when assessing whether a resident is in the 
other state. The - undesirable - effect described above would then not occur. To create clarity 
about the meaning of the resident, however, a treaty definition is, in my view, preferable. 
Furthermore, even if one could accept the uncertainties arising from the absence of such a 
definition, the treaty itself should provide a solution for cases of dual residency. This cannot 
be left to the domestic law of the contracting states because it is the overlapping domestic 
claim that results in dual residency. The treaty should provide a mechanism to deal with 
dual resident cases. This could be done through a specific tie-breaker provision or through a 
general procedure like the Mutual Agreement Procedure of Article 25 OECD MC. Therefore, 
it should be concluded that a general treaty definition of residence is preferred over the total 
absence of such a definition and that a tie-breaker provision (in some form) is necessary. 

The question is what such a definition should contribute to. The answer to this question 
merely depends on the function of the DTC as a whole. Chapter 4 has shown that from 
the title of the OECD MC, the preamble to that model and commentary thereon it can be 
deduced that the object and purpose of the OECD MC is the elimination of double taxation 
and the prevention of tax avoidance and evasion. Article 4 serves the purpose of eliminating 
double taxation through the use of the expression ‘resident’ in the provision on the personal 
scope of the treaty and in the allocation rules in the Chapters III and IV of the OECD MC, 
combined with the provisions of Article 23 A or 23 B OECD MC. For purposes of this section, 
tax scholarship and OECD materials will be assessed to establish from a tax treaty policy 
perspective what is to be considered the object and purpose of tax treaties. 

It is generally acknowledged that the underlying, although implicit goal of tax treaties 
is the encouragement of cross-border economic activities, whether trade, investments 
or employment.751 Arnold & McIntyre, for example, concluded that “(o)ne of the most 
important effects of tax treaties is to provide certainty for taxpayers. Certainty concerning 
the tax consequences of cross-border investments is an important factor in facilitating 
such investment.”752 This goal is achieved by the allocation of taxation rights between the 
two contracting states.753 Through this allocation, double (legal) taxation and tax evasion 

751 See, e.g., Castro (2011), p. 325 and Law (2012), p. 309.
752 Arnold & McIntyre (2002), p. 13, note 49. 
753 Ward (2008), p. 2. 
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are avoided and, thus, economic growth is stimulated.754 The introduction to the OECD 
MC also refers to this function of DTCs.755 Para. 15.3 of the introduction recognizes that 
double taxation may actually be avoided through domestic relief provisions, by either the 
exemption of foreign sourced income or the availability of a tax credit. However, the OECD 
acknowledges that such domestic provisions “will not cover all cases of double taxation, 
especially if there are significant differences in the source rules of the two States or if 
the domestic law of these States does not allow for unilateral relief of economic double 
taxation.”756 Apparently, it is assumed that the benefit of tax treaties lies in well-defined 
source rules and the procedure for mutual agreements on transfer pricing adjustments. 
In addition to that, a credit system does not provide full relief from double taxation if the 
tax levied in the source state exceeds the residence state taxation. Tax treaties may provide 
a solution for this problem that may have a detrimental effect on cross-border trade and 
investment.757 Para. 15.5 adds to the benefits of tax treaties the availability of the non-
discrimination rules, the greater certainty with regard to the tax treatment and (possibly) 
the existence of mutual agreement and arbitration procedures, all to “encourage and foster 
economic ties between countries.”

Cross border activities do not necessarily result in double taxation. Should a tax treaty also 
be available when double taxation does not actually occur or, even, cannot occur at all? Avi-
Yonah stated that the ‘single tax principle’ is an underlying principle of the international 
tax regime.758 As a consequence, according to this author any reduction of source taxation 
should be subject to actual taxation in the residence country.759 The general opinion in 
scholarship however is that the actual occurrence of double taxation is not a prerequisite 
for the application of double tax treaties. Some scholars even stated that, given the fact that 
double taxation usually already is prevented through the application of domestic measures, 
the avoidance of legal double taxation may even not be regarded a goal of (new) tax treaties 
at all.760 Nevertheless, according to the OECD “the existence of risks of double taxation 
resulting from the interaction of the tax systems of the two States involved will be the 
primary tax policy concern.”761 Whether the risk of double taxation actually exists, obviously 
depends on the domestic tax systems. According to the OECD: “Where a State levies no or 
754 Law (2012), p. 309. For the purposes of this chapter, it is not considered whether DTC’s in fact are the most appropriate 
means to attract foreign investments and stimulate cross border trade and employment. In literature it has been stated 
that unilateral measures would have the same or even a better result. See Dagan 2000). However, there is empirical evi-
dence that tax treaties actually stimulate foreign investment. See Fitzgerald (2002) for the Latin American and the Carib-
bean case; Blonigen (2002).
755 Para. 15.2 of the Introduction to the OECD MC. 
756 Para. 15.3 of the Introduction to the OECD MC.
757 Para. 15.4 of the Introduction to the OECD MC.
758 3.2 discussed the relevance of such an international tax regime for purposes of treaty interpretation in accordance with 
Article 31 VCLT. 
759 Avi-Yonah & Panyai (2010), p. 28. 
760 Dagan (2000), p. 945; Ward (2008), p. 2; Castro (2011), p. 325.
761 OECD (2015b), par. 15.2. 
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low income taxes, other States should consider whether there are risks of double taxation 
that would justify, by themselves, a tax treaty. States should also consider whether there are 
elements of another State’s tax system that could increase the risk of non-taxation, which 
may include tax advantages that are ring-fenced from the domestic economy.” Granting 
treaty access in cases where no actual double taxation occurs may increase the risk of double 
non-taxation indeed and, thus, abuse of the DTC. The problem however, is that from 
the actual occurrence of double non-taxation, one cannot necessarily derive an abusive 
situation. Double non-taxation can result from legitimate tax policy decisions of both the 
state of residence and the source state. Nevertheless, treaty access should be avoided in 
situations of tax avoidance through, inter alia, the use of tax treaties. Hence, in my view, 
it should be considered whether any anti-abuse element should be included in the treaty 
definition of resident in addition to or instead of the anti-abuse measures against treaty 
shopping included in Article 29 OECD MC.762 

Articles 29(1) to (7) OECD MC and the Commentary on these articles cover the simplified 
and detailed LOB provisions. Under these provisions, a resident of a contracting state 
is not entitled to treaty benefits if that resident is not a “qualified person” and does not 
meet additional conditions.763 Though the LOB is an anti-abuse measure764, in fact, the 
provision re-evaluates the result of the application of Article 4, and uses additional criteria 
to assess whether a claim on treaty benefits should be granted indeed.765 Article 29(9) OECD 
MC contains a general anti-abuse provision, the Principal Purpose Test (PPT), that reads: 
“Notwithstanding the other provisions of this Convention, a benefit under this Convention 
shall not be granted in respect of an item of income or capital if it is reasonable to conclude, 
having regard to all relevant facts and circumstances, that obtaining that benefit was one of 
the principal purposes of any arrangement or transaction that resulted directly or indirectly 
in that benefit, unless it is established that granting that benefit in these circumstances 
would be in accordance with the object and purpose of the relevant provisions of this 
Convention.” The provision contains a subjective and an objective element. It assesses 
whether obtaining the treaty benefit is one of the principal purposes of the transaction 
or arrangement that leads to that benefit (subjective test) and, if that is the case, whether 
granting the benefit is in accordance with the object and purpose of the relevant treaty 
provision (objective test). The first question is, of course, how to establish the principal 
purpose(s) of a transaction. For that purpose, all relevant facts and circumstances, including 
the intent of all parties involved in an arrangement or transaction, should be included in 

762 Para. 4 of the Commentary on Article 29 OECD MC. 
763 See for detailed elaborations on the history and analysis of the LOB provision in US treaty practice Miller & Stone (2008); 
Avi-Yonah & Halabi (2012); Macdonald (2016); Julien, Koch & Szudoczky (2017).
764 According to para. 4 of the Commentary on Article 29 OECD MC, the provision prevents treaty shopping. 
765 The LOB “restricts the general scope of the other provisions of the Convention, including those of Article 1 according to 
which the Convention applies to persons who are residents of a Contracting State.” Para. 6 of the Commentary on Article 
29 OECD MC. See also Tavares (2016), p. 6. 
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an objective analysis.766 The exercise of genuine business activities, which are presumably 
motivated by sound business considerations, constitute an important indication that there 
are non-tax reason for the transaction or arrangement. However, the availability of genuine 
business operations does not guarantee eligibility to treaty benefits.767 Neither the provision 
nor the commentary on it, provides a safe harbor rule.768 

Is the inclusion of the LOB provision or the PPT reason to refrain from introducing further 
conditions in the definition of resident? With regard to the LOB provision, I answer that 
question in the affirmative, under the condition that the criteria in the LOB provision form 
a suitable addition to the definition of resident. Whether this is the case, is discussed in 
section 8.2.1. If the criteria of the LOB would suit the purpose of preventing treaty shopping 
it would have my strong preference to include these criteria in Article 4 to establish a clear, 
systematic structure of the treaty. The question whether an entity is a resident for purposes 
of the treaty should preferably be answered in the introductory part.

As far as the PPT is concerned, in my opinion, the above question should be answered in the 
negative. In my view, due to the uncertainty that the provision entails in its current form, 
the PPT should be reconsidered, particularly regarding the criteria used to distinguish 
between undesired forms of treaty shopping and structures based on genuine business 
considerations. Given this uncertainty, foreign investment and cross border activities 
may not be stimulated and may even be hindered.769 To avoid uncertainty regarding treaty 
eligibility, from the characteristics of arrangements that are generally regarded abusive, 
universal applicable and objective criteria should be inferred that can be used as a threshold 
for obtaining treaty benefits. The characteristics of a specific arrangement should 
determine whether or not the use of that arrangement is to be regarded as improper.770 Such 
a threshold contributes to a treaty’s (economic) object and purpose: providing certainty as 
to the tax treatment of cross-border activities by residents and thus establishing a stable 
business climate.771 I am of the opinion that it follows from this objective that if a commercial 
arrangement meets the requirements of the threshold, no situation of abuse occurs even if 
the arrangement has been set up to benefit from tax treaties (and, hence, is not ‘bona fide’).

 

766 Para. 178 of the Commentary on Article 29(9) OECD MC. Bosman (2018a, p. 245) and Kok (2015, para. 4.1) in my opinion, 
rightly conclude that there is an ‘objectified subjective test’. 
767 Bosman (2018a), p. 250. 
768 Para. 181 of the Commentary on Article 29 OECD MC states that “(w)here an arragengement is inextricably linked ta a 
core commercial activity, and its form had not been driven by considerations of obtaining a benefit, it is unlikely that its 
principal purpose will be considered to be to obtain that benefit”. Although it can be concluded from this that the presence 
of non-tax reasons is not only of great importance but even decisive (as argued by Chand (2018), p. 23), some uncertainty 
remains on that point. The examples included in the commentary on Article 29 give rise to the same uncertainty.
769 Castro (2011), p. 323; Law (2012), p. 311.
770 Zornoza Pérez & Báez Moreno (2010), para. 4.1; Avi-Yonah & Panayi (2010), p. 20. 
771 Bammens & De Broe (2010), para. 6. 
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Obviously, the introduction of a threshold would result in the denial of treaty benefits if the 
threshold is not met even if treaty abuse is not intended in such a case. However, I consider 
this is in line with the object and purpose of the tax treaty. If DTC’s aim to stimulate cross 
border activities, granting treaty access in cases without (substantial) activities would be 
contrary to that aim. 

At the end of this section, attention should be paid to the role that the definition of resident 
plays in the interpretation of the source concept of the OECD MC. From some distributive 
provisions an additional function of the resident concept can be derived. Under the Articles 
10 (dividends), 11 (interest), 15 (employment income) and 16 (directors’ fees), the term 
resident functions as a source rule. For example, under Article 10 dividends are ‘sourced’ in 
a contracting state if the dividends are paid by a company that is resident in that state. In 
this respect too, a substantive threshold would be of added value because it guarantees the 
presence of a substantive source. 

7.4 Concluding remarks on the prerequisites for the definition of resident

In this chapter the prerequisites for the definition of resident for treaty purposes were 
discussed, before dealing with a possible novel version of the definition as such, as will be 
the topic of Chapter 8. Section 7.4.1 briefly summarizes the issues discussed in the previous 
sections and section 7.4.2 provides concluding remarks regarding the consequences of the 
prerequisites for the treaty definition. In Chapter 8 the identified prerequisites are further 
elaborated on and concretised in order to arrive at a treaty definition of resident. 

7.4.1 Summary 

Three prerequisites were consecutively considered. Section 7.1 dealt with three arguments 
that can justify the recognition of an entity as resident for corporate taxation. To justify 
residence based corporate taxation of business income (active income), both the anti-
deferral argument and the assumption that entities benefits from facilities provided by the 
state in return for which that entity should contribute, can be relied on. Residence based 
taxation resulting in the taxation of income from portfolio investments (passive income, to 
the extent that making such investments is not regarded a business activity) can be justified 
by reference to the anti-deferral argument only in a domestic setting, where the entity is 
owned by domestic beneficiaries. It follows that to determine the place of residence of an 
entity with income that can be attributed to a source in a certain state, should ideally be 
linked to that source. The place of residence of such an entity should coincide with the place 
where the activities are located that give rise to that active income. Residence in this case 
effectively performs a source function. In case an entity derives passive income, the place of 
residence should preferably be linked to the place of residence of the shareholder(s). 
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However, in practice, the residence of entities as it is generally defined by countries for 
purposes of residence based corporate taxation does not necessarily establish a factual 
connection between an entity, the territory of a state and the economic allegiance to a state. 
The criteria used to establish residency under domestic law does not necessarily link to an 
activity of that entity in that state that would have resulted in a source of income if the 
corporate veil of that entity had been ignored. 

The meaning and scope of tax jurisdiction was discussed in section 7.2. The propagated 
interpretation of that concept requires to look for substantial economic allegiance with a 
state when establishing jurisdiction to tax (‘closeness of connection’). If there is relevant 
economic nexus with two (or more) states, tax jurisdiction should be shared to the degree of 
that nexus. The concepts of residence and source might fulfil a helpful means in this respect, 
provided both concepts are defined sufficiently and substantively. Such a substantive 
approach would also protect the (legitimate) interests of third states through the avoidance 
of abuse of tax treaties. The concrete interpretation of relevant and substantial economic 
nexus and how a different degree of economic allegiance could be determined is discussed 
in sections 8.2 and 8.6 respectively.

Section 7.3 discussed the DTC’s object and purpose and the role of the definition of resident 
in achieving it. The following conclusions are to be drawn. Firstly, the primary goal of a 
DTC is to stimulate cross border (economic) activities. DTC’s provide certainty as to the 
tax treatment of cross-border activities by residents and thus establishing a stable business 
climate. Through DTC’s, double taxation is avoided. However, the actual occurrence of 
double taxation is not a prerequisite for applying a DTC. Secondly, treaty benefits should 
not be available if it can be derived from the facts of the case that no ‘real’ and genuine cross 
border activities are employed. If DTC’s aim to stimulate such activities, granting treaty 
access in cases without (substantial) activities would be contrary to that aim. On the other 
hand, denying treaty access if substantial activities are performed and sufficient economic 
nexus is available would also be contrary to the purpose of tax treaties. The challenge is to 
establish an objective threshold for treaty access that helps to distinguish between genuine 
cross border activities – for which DTC’s are entered into in the first place – and artificial 
ones. Such an objective and substantive threshold also contributes to the role of the term 
resident in establishing a source of income under various attributive rules of the OECD MC. 
Section 8.2 develops such a threshold. 

7.4.2 Concluding remarks

The final question that needs to be answered in the present chapter is how to deal with 
these, sometimes conflicting, principles when defining the term resident for treaty 
purposes. This section focuses on that question, based on the theory and principles 
discussed. Consequences for current treaty practice will be acknowledged in the final part 
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of this section. A distinction is made between entities that are engaged in the conduct of a 
business and derive income from it (referred to as active income) and entities that perform 
investment activities (e.g. in shares, convertibles, etc., not qualifying as business activities) 
from which the entity derives, for example, dividend and interest income (referred to as 
passive income). Obviously, in practice many entities will derive both active and passive 
income. How to deal with these entities is is further discussed in the final part of this section. 

Entities with active (business) income
The recognition as a treaty resident of an entity that is resident under domestic laws in 
the state in which the entity conducts its business, is in accordance with (i) the theoretical 
grounds for residence based taxation; (ii) the use of tax jurisdiction in accordance with the 
‘closeness of connection’ theory; and, (iii) the aim of tax treaties (the promotion of economic 
cross-border activities). 

Companies that are engaged in business activities should be eligible to treaty benefits if 
residence is linked to the place where these activities are conducted. I think it should be 
irrelevant what motives form the basis for the establishment of an entity in a given state. 
Entities with substantial activities should in principle be eligible to treaty benefits, even 
though these activities have been set up to make use of the treaty.

Entities with passive (investment) income
For companies that derive only passive income, the conclusion is less obvious because in that 
situation, conflicting principles will have to be balanced against each other. The recognition 
of such a company as a resident for the purposes of corporation tax can be justified (i) by 
invoking the principle of non-discrimination if and insofar as comparable companies (but 
held by resident shareholders) are also treated as residents; and (ii) on the basis of the anti-
deferral function by invoking the prevention of stateless income. The downside of this latter 
argument, however, is that the recognition of such a person as a resident for corporation 
tax purposes may lead to the avoidance of taxation in the state of residence of a foreign 
shareholder. Due to the absence of a source of income in the country of residence, it can 
however also be argued that on the basis of the anti-deferral function of corporation tax, 
the state of residence of the shareholder(s) should have the right to tax that passive income. 
Thus, from the arguments that justify the treatment of a person as resident for corporation 
tax follow competing and overlapping claims. Dealing with these claims through the 
principle of closeness of connection, it would be preferable to allocate the right to tax to the 
state of residence of the shareholders based on the assumption that, after all, the entity has 
economically the closest relationships with that state. 

If, based on the closeness of connection theory, the state of residence of the shareholders 
of an entity should have jurisdiction to tax the passive income derived by that entity, that 
state is also the appropriate entity to take measures for the avoidance of double taxation as 
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regards the income derived by the entity. However, assuming tax treaties aim to promote 
cross-border economic activities, treaty eligibility should not be granted to the entity itself, 
because it is the shareholder that establishes economic nexus with the state and not so 
much the investing entity. Treaty benefits should therefore also in principle accrue to the 
shareholder(s). The fact that the company itself is taxed does not, in my opinion, detract 
from this because that taxation is (only) based on the anti-deferral argument and treaties 
do not have an anti-deferral function. I cannot see why, from a theoretical point of view, 
the application of tax treaties should also take into account the existence of such an entity 
because treaties serve a different purpose and do not have an anti-deferral function. In 
short, in theory, a company with passive income should not be entitled to the benefits 
arising from the treaty as a resident of a tax treaty. These benefits should accrue to the 
shareholder(s). 

In summation, the definition of resident in tax treaties should contain elements that lead 
the recognition of entities as resident that have sufficient economic ties to a state. The mere 
reference to residency under national law (see further section 8.1) does not necessarily lead to 
a resident under a treaty with a substantial bond with the residence state. Using substantive 
requirements in the resident definition is in line with the fundamental principles underlying 
corporate residence taxation: (substantive) residence is to be viewed as a concept of source. 
Furthermore, an unequivocal substantive residence-definition, used as a preference rule 
for tax treaty purposes and the attribution of taxing rights, is in accordance with a division 
of sovereignty and jurisdiction based on reasonableness (closeness of connection). Thirdly, 
if sufficient nexus is available, it is fully in accordance with the primary goal of tax treaties 
(the encouragement of cross border economic activities) to grant treaty access even if the 
nexus is created solely or with the primary objective to benefit from one or more tax treaties. 
In addition, by means of a substantive threshold, a dam has been raised against treaty 
abuse, which is in accordance with a use of tax jurisdiction, in which the interests of other 
states are also taken into account. However, the substantive threshold should in principle 
also apply in bona fide cases, thus in the absence of treaty shopping considerations because 
it is in accordance with the purpose of tax treaties to allow treaty benefits in principle only 
if there are actual economic activities in the residents’ state. Section 8.2 develops such a 
substantive threshold. 

Obviously, a threshold leads to the exclusion of residents under the treaty of entities 
that do not meet that threshold. Section 8.4 deals with the question whether and to what 
extent treaty benefits should to be granted in such a case. Furthermore, many entities that 
do qualify under the threshold will derive both active and passive income. The question 
to be answered in such a case is whether treaty residence should be limited insofar as the 
income can be attributed to the activities that qualify under the threshold or not. If treaty 
residence would be limited, the issue of the attribution of the income would become more 

CONCLUDING REMARKS ON THE PREREQUISITES FOR THE DEFINITION OF RESIDENT 7.4



244

manifest, resulting in uncertainty as to treaty eligibility. Therefore, I propose to refrain 
from extending the threshold to the nature of the income received by the entity. Section 8.5 
elaborates on this issue.
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Chapter 8
A novel resident definition

It is the purpose of this chapter to develop a treaty definition of resident as regards entities, that 
solves the problems attached to the current Article 4(1) and 4(3) OECD MC. It will address two 
issues currently not dealt with by Article 4 and meets the prerequisites determined in chapter 7. 

From the interpretation of the current Article 4(1) and 4(3) in chapter 5 and chapter 6 of 
this dissertation it becomes apparent which parts of the definition function accurately and 
can be maintained and which parts should be clarified, supplemented or replaced. In the 
overview below, I summarize the conclusions reached in this respect regarding the various 
elements of Article 4(1) and 4(3). The overview indicates for each element, in which section 
of the current chapter an alternative approach is discussed.

In addition to these considerations regarding the elements of the current provision that may 
require clarification or adaptation, two issues are to be considered that are not currently 
dealt with by the definition. This concerns the recognition of PE as a treaty resident (section 
8.3) and the question of whether the issue of attribution and (actual) taxation of income772 is 
relevant for the definition a reference to the (taxable) income of the resident (section 8.5).

Furthermore, from the considerations contemplated in chapter 7 it can be concluded that a 
substantive threshold should be part of the treaty definition because such a threshold is in 
agreement with: 

(i) the most important justifications for the recognition of an entity as a resident for 
purposes of domestic corporation tax (section 7.1.4); 

(ii) an exercise of tax jurisdiction based on the principle of closeness of connection 
(section 7.2.4); and 

(iii) the objective of tax treaties from a tax policy perspective: the promotion of cross-

772 The expression ‘liable to tax’ in my view refer to the position of the entity and not to the treatment of the income. 
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border economic activity through the avoidance of double taxation and the 
prevention of tax avoidance (section 7.3).

Article 4 OECD MC Proposed approach 

Link with domestic tax law of the Contracting States and the use of ‘liable to tax’

The current definition establishes a link with the concept of 
residence of entities under the domestic law of the contracting 
states by means of the phrase ‘liable to tax by reason of residence, 
domicile, place of management or any other criterion of a similar 
nature’. Such a direct link with the residence criterion under 
national law should be maintained because only if entities under 
national law are considered as a resident for the relevant taxes, the 
application of the convention is appropriate. After all, those entities 
are (possibly) confronted with double taxation. 

However, the way in which this link is designed gives rise to 
ambiguities. This applies in particular to the use of the term ‘liable 
to tax’. In my opinion this term refers to a formal tax liability of a 
state. There is, however, a difference of opinion on this conclusion. 
Therefore, it is advisable to reconsider the manner in which 
domestic law is referred to in general and the use of the term liable 
to tax in particular.

Section 8.1 deals with the required 
reference to domestic tax law to 
establish a clear and unquestionable 
link between the entity claiming treaty 
protection and one (or both) of the 
contracting states. The proposal does 
not contain a reference to ‘liable to tax’, 
but establishes a link with domestic law 
by referring to residents of a state for 
the purposes of that state’s tax laws.

Dual resident entities and Article 4(1), second sentence

The effect of Article 4(1), second sentence, on the position of dual 
resident entities under tax treaties is considered in section 5.6.3. 
Because the waiver of taxing rights under a tax treaty at the benefit 
of the other state leads to a reduced jurisdictional claim, in my view 
it can not be maintained against third countries that there is still 
sufficient authority over that entity that justifies treatment of such 
an entity as a resident under a treaty with a third state. This is, in 
my opinion, regulated by means of the second sentence of Article 
4(1), but in view of the disagreement that exists with regard to 
this interpretation of the provision, it is preferable to provide this 
explicitly in a new treaty definition.

8.7 deals with the effect of the proposal 
for DTCs with third countries. The 
proposal establishes that treaty 
entitlement is limited so far as income 
is attributed to a PE in a third state. 

Tie breaker provision

The tie breaker provision of Article 4(3) needs to be clarified and 
strengthened because it is unclear with regard to the term POEM 
what level of management is meant and the MAP creates legal 
uncertainty due to the non-binding nature of the procedure and the 
lack of clarity with regard to the criteria to be applied.

Section 8.6 proposes a tie-breaker 
provision that in first instance relies 
on the place executive management 
of the enterprise of the entity involved 
and secondly uses the MAP mechanism 
to solve dual residency.

A NOVEL RESIDENT DEFINITION8
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Summarizing, the present chapter is structured in the following way: Section 8.1 starts 
with the required reference to domestic tax law to establish a clear and unquestionable link 
between the entity claiming treaty protection and one (or both) of the contracting states. The 
introduction of a substantive threshold to further imbue the treaty definition is elaborated 
on and such a threshold is proposed in section 8.2. The subsequent sections discuss several 
questions relating to or arising from the proposed definition: (i) the position of third-country 
residents (section 8.3), (ii) treaty eligibility of entities not qualifying under the proposed 
definition (section 8.4), (iii) the relevance of the attribution and (actual) taxation of income 
for purposes of the resident definition (section 8.5), and (iv) the tie-breaker provision under 
the proposed definition (section 8.6). Section 8.7 deals with the effect of the proposal for 
DTCs with third countries. The relationship between the developed proposal and Article 29 
OEDC MC is discussed in section 8.8 and section 8.9 provides conclusions.

8.1 Reference to domestic concepts as a starting point

The definition of resident for purposes of tax treaties should establish a link with the 
concept of residence of entities under the domestic law of the contracting states because 
such entities are (possibly) confronted with double taxation that tax treaties seek to avoid. 
Under the interpretation applied in chapter 5, the current definition establishes such a link 
by means of the phrase ‘liable to tax by reason of residence, domicile, place of management 
or any other criterion of a similar nature’. The use of the expression ‘liable to tax’ in practice 
gives rise to uncertainty because it is interpreted differently (section 5.5.6). That is why, 
for example, Article 4(2) of the 2017 Netherlands-Uzbekistan DTC provides a description of 
liable to tax. That provision reads:

“A person, other than an individual, shall be regarded to be liable to tax:

a) in the Netherlands, if the person is a resident of the Netherlands for the purposes of the 
company tax;

b) in Uzbekistan, if the person is a resident of Uzbekistan for the purposes of the tax on 
profit of legal persons; provided that the income derived by that person is treated under 
the tax laws of that State as income of that person and not as the income of the person’s 
beneficiaries, members or participants.”773

However, I consider that the added value of the expression liable to tax is to be questioned. 
It is sufficient to directly refer to the treatment under domestic law as the sentences a) and 

773 In Article 4 of the 2010 Netherlands-Panama DTC a comparable provision solves uncertainties as to the interpretation of 
liable to tax: “A person, other than an individual, which has its place of incorporation or its place of management in a Con-
tracting State, shall be deemed to be liable to tax in that State provided that income derived by that person is treated under 
the tax laws of that State as the income of that person and not as the income of its beneficiaries, members or participants”. 
See also De Graaf & Pötgens (2011), p. 176. 
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b) of the above provision do.774 These sentences refer to the domestic tax law of the country 
of which the presumed treaty resident is resident. This approach is applied by Australia in 
its treaty practice.775 The resident definition of for example the Australia-UK DTC reads: 

”For the purposes of this Convention, a person is a resident of a Contracting State: (a) in the 
case of the United Kingdom, if the person is a resident of the United Kingdom for the purposes 
of United Kingdom tax; and (b) in the case of Australia, if the person is a resident of Australia 
for the purposes of Australian tax.” 776 

Another option would be to refer to the concepts used in the domestic systems of both 
contracting states. If, for example, the contracting states use the criteria place of 
incorporation and place of effective management in their respective tax systems, Article 
4(1) should refer to these particular criteria for residency. The OECD MC should reflect 
this necessity in the wording of the provision.777 However, in my opinion, the Australian 
approach is preferable as it is less sensitive to future changes in the domestic tax systems 
of the contracting states. Based on these considerations, the following draft provision will 
form the starting point for the discussion in this chapter. 

“1). For the purposes of this Convention, the term “resident of a Contracting State” means  
(a) in the case of (State A), any resident of (State A) for the purposes of (State A)’s tax laws other 
than an individual, and

(b) in the case of (State B), any resident of (State B) for the purposes of (State B)’s tax laws other 
than an individual.”

The question then is whether it is necessary to include the term ‘person’ in the treaty 
definition, as has been done in Article 4(1) and in the above-mentioned treaty provisions. 
For access to treaty benefits, it is not necessary to make this inclusion in the treaty 
definition because the same condition is included in Article 1 OECD MC, where it states that 
the convention shall apply to persons who are residents of one or both of the contracting 
states. Furthermore, for the application of the attribution rules of the treaty, I find it is not 
necessary to require that a resident should be a person. Articles 10, 11 and 12 impose further 
conditions on the resident from whom the relevant income originates, so that the reference 
to person in the treaty definition is not necessary for the application of these provisions.

774 Also De Graaf & Pötgens (2011), p. 176, who acknowledged that the provision included by Australia (quoted above) would 
achieve the same effect. 
775 De Graaf & Pötgens (2011), p. 176.
776 See, for example a comparable provision in Article 2(1)(a)(f) of the 1969 Ireland-Netherlands DTC.
777 See, inter alia, Ward et al. (1996), p. 423. 
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8.2 Introduction of a threshold for substantial nexus

This section assesses how the definition proposed in 8.1 should be amended, taking into 
account the grounds to recognize a resident for purposes of residence based taxation 
(section 7.1), the prerequisites arising from the concept of tax sovereignty (section 7.2) and 
the role of the definition of resident within the object and purpose of DTCs as such (section 
7.3). It follows from these sections that, as a general rule, the treaty definition of resident 
should contain substantive requirements, establishing sufficient nexus with (what after 
application of the definition will be) the resident state (section 7.4). 

The next question is what could be used as threshold for ‘genuine economic activities’. The 
development of such a threshold is discussed in this section. For this purpose, concepts used 
within the 2017 OECD MC-framework are assessed. Two particular provisions referred to in 
the OECD material provide input for such threshold: the LOB-provision of Article 29 OECD 
and the PE-concept of Article 5 OECD MC. Firstly, the LOB-provision introduced in the 2017 
version of the Commentary on Article 29 OECD MC will be reviewed. The detailed version of 
the LOB-provision is taken as the starting point, because it is the most comprehensive one. 
Therefore, all references in this Chapter to Article 29 are to the detailed version of the LOB-
provision, derived from the Commentary on Article 29 OECD MC. Especially the ‘active-
conduct-of-business’-test of Article 29(3) is of interest for purposes of this study as its 
distinguishes between taxpayers with substantial economic nexus to a certain contracting 
state and taxpayers that lack such nexus. Section 8.2.1 assesses whether this approach 
would be helpful in further defining ‘resident’ for treaty purposes. Secondly, the PE-
concept included in Article 5 OECD MC may be of help. Section 8.2.2 explores whether this 
PE-concept can serve as a threshold for treaty residency. Section 8.2.3 provides conclusions 
and presents the proposal of a threshold. 

8.2.1 The ‘active conduct of a business’-test in Article 29(3) OECD MC

8.2.1.1 The LOB-provision in general

As early as 1981, US MC contained a LOB provision with the aim to counter treaty abuse 
and more specifically treaty shopping. Also the 2016 US MC contains a LOB provision as 
part of “[t]he Treasury Department’s longstanding policy that tax treaties should eliminate 
double taxation without creating opportunities for non-taxation or reduced taxation 
through tax evasion or avoidance”.778 The influence of the LOB clause reached beyond US 
tax policy. It was introduced in the Commentary on the 2003 version of the OECD MC and 
as a result of the OECD BEPS project in the 2017 OECD MC (Article 29). To a great extent, 

778 Preamble to the 2016 US MC. The 2016 version of the US MC was published on 17 February 2016. As to date no technical 
explanation to that model is made publicly available, the section uses the Technical Explanation of the 2006 MC if deemed 
necessary. 
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the Commentary on Article 29 OECD MC transcribes the Technical Explanation of the US 
Model. In this section, the detailed LOB provision in the Commentary on Article 29 OECD 
MC is dealt with. 

Under the detailed LOB provision, a resident of the other contracting state is not entitled 
to treaty benefits if that person is not a “qualified person” and does not meet additional 
conditions.779 Though the LOB is an anti-abuse measure,780 in fact, the provision fully re-
evaluates the result of the application of Article 4, and uses additional criteria to assess 
whether a claim on treaty benefits should be granted indeed.781 Some entities however 
escape this assessment given their special position under the tax policies of many states, 
for example recognized pension funds and non-profits organizations. Such persons are a 
‘qualified person’ by definition. 

The starting point for the re-evaluation in the LOB provision, is the ownership structure of 
an entity. Companies with shares primarily traded on a stock exchange in their residence 
country (or with their primary place of management and control in the state of residence)782, 
and companies that are (indirectly) owned by (qualified) residents of the resident state783 
(and the income of which is not diverted to a third state784) are deemed bona fide residents 
for treaty purposes. This principal rule reflects the primary purpose of the LOB clause: the 
avoidance of abusive structures in which investments from the (ultimate) residence state 
into the source state are channeled through a third state.785 It is fully in line with US tax 
treaty practice that the underlying motive for creating the taxable presence in the residence 
state is irrelevant. Even if bona fide, non-tax reasons let to the introduction of the resident 
entity, the (anti-abuse) provision in applies. The LOB clause provides an objective test.786 
From the focus on the ownership structure of the entity involved it follows that the LOB 
clause as a starting point does not take into account the activities of the entity itself. Such 
requirements are nevertheless relevant for Article 29(3) OECD MC: the ‘active conduct of a 
business’-test. 

779 See for detailed elaborations on the history and analysis of the LOB-provision in US treaty practice Miller & Stone 
(2008); Avi-Yonah & Halabi (2012); Macdonald (2016); Julien, Koch & Szudoczky (2017).
780 According to paragraph 4 of the Commentary on Article 29 OECD MC, the provision prevents treaty shopping. 
781 The LOB “restricts the general scope of the other provisions of the Convention, including those of Article 1 according to 
which the Convention applies to persons who are residents of a Contracting State.” Paragraph 6 of the Commentary on 
Article 29 OECD MC. See also Tavares (2016), p. 6. 
782 Article 29(2)(c) OECD MC.
783 Article 29(2)(d)(i) OECD MC.
784 Article 29(2)(d)(ii) OECD MC.
785 Tavares (2016), p. 7. 
786 For example the Technical Explanation to the 2006 US Model stated: “In general, the provision does not rely on a deter-
mination of purpose or intention but instead sets forth a series of objective tests. A resident of a Contracting State that 
satisfies one of the tests will receive benefits regardless of its motivations in choosing its particular business structure.” 
2006 US MC, Technical Explanation, at Art. 22, at 63. 
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8.2.1.2 The ‘active conduct of a business’-test

Under the ‘active conduct of a business’-test of Article 29(3), an entity will be eligible to treaty 
benefits even if its shares are owned by the ‘wrong’ shareholders, provided certain further 
conditions are met. The active conduct of a business-test included in the LOB provision of 
the OECD MC (Article 29(3)) reads: 

a) A resident of a Contracting State shall be entitled to benefits under this Convention 
with respect to an item of income derived from the other Contracting State, regardless 
of whether the resident is a qualified person, if the resident is engaged in the active 
conduct of a business in the first-mentioned State (other than the business of making 
or managing investments for the resident’s own account, unless these activities 
are banking, insurance or securities activities carried on by a bank or [list financial 
institutions similar to banks that the Contracting States agree to treat as such], 
insurance enterprise or registered securities dealer respectively), and the income 
derived from the other State emanates from, or is incidental to, that business. For 
purposes of this Article, the term “active conduct of a business” shall not include the 
following activities or any combination thereof: 
(i) operating as a holding company; 
(ii) providing overall supervision or administration of a group of companies; 
(iii) providing group financing (including cash pooling); or
(iv) making or managing investments, unless these activities are carried on by a bank 

[list financial institutions similar to banks that the Contracting States agree to 
treat as such], insurance enterprise or registered securities dealer in the ordinary 
course of its business as such. 

b)  If a resident of a Contracting State derives an item of income from a business activity 
conducted by that resident in the other Contracting State, or derives an item of 
income arising in the other State from a connected person, the conditions described 
in subparagraph a) shall be considered to be satisfied with respect to such item only if 
the business activity carried on by the resident in the first-mentioned State to which 
the item is related is substantial in relation to the same or complementary business 
activity carried on by the resident or such connected person in the other Contracting 
State. Whether a business activity is substantial for the purposes of this paragraph 
shall be determined based on all the facts and circumstances. 

c)  For purposes of applying this paragraph, activities conducted by connected persons 
with respect to a resident of a Contracting State shall be deemed to be conducted by 
such resident.787

787 The wording of the provision only slightly differs from Article 22(3) of the 2016 US MC. The differences merely relate to 
the fact that the OECD MC and the Commentary thereon is for the benefit of all OECD member states. This especially ap-
plies to the use of the expression ‘active conduct of a business’ in stead of ‘active conduct of a trade or business’, the latter 
being an expression used in US domestic tax law. 
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Article 29(3)(a)
From Article 29(3)(a) it follows that a resident is eligible to treaty benefits if the resident 
is engaged in the active conduct of a business and the income for which treaty benefits 
are claimed emanates from, or is incidental to, that business. This ‘active conduct of a 
business’-test in fact assesses the level of economic allegiance of the entity with the country 
of residence.788 The residence of the entity’s shareholders is irrelevant – as is the fact that 
the income of the entity may be diverted to a third state (no base erosion test). The active 
conduct of a business-test uses the principle of economic allegiance, the principle upon 
which also source taxation is generally based.789 That same principle is applied to establish 
(or maintain) residency for treaty purposes. Even if the ultimate beneficial owner of the 
income is a resident of a third state who, by allocating business activities to the resident 
state might have intended to use that state’s treaty network, the mere nature of the activities 
and the income justify treaty application.790 

The upcoming question to be answered is: what is regarded an ‘active conduct of a business’. 
Already from the provision itself it can be derived that this expression does not include “the 
business of making or managing investments for the resident’s own account, unless these 
activities are banking, insurance or securities activities carried on by a bank (…), insurance 
enterprise or registered securities dealer respectively”. Also excluded, are activities of 
a holding and group financing company and activities that consist of the supervision or 
administration of a group of companies. From the Commentary on the provision it cannot 
be found why these activities are left out of consideration though in practice they could 
involve substantial activities and, hence, may in a sufficient way, meet the requirements 
following from the principle of economic allegiance. It seems that activities that generally 
create certain types of income (e.g. dividends and interest) are to be excluded irrespective 
of the level of activity and economic allegiance.791 It follows from the Commentary on the 
provision that this approach is not unanimously agreed upon and that some states hold that 
(some of) these activities constitute an active conduct of a business.792 

788 Tavares (2016, p. 7-8) pointed to the use of the expression ‘trade or business’ in US domestic tax law as a source-rule. 
Tavares (2016, p. 16-17, footnotes omitted): “Such activity nexus rule is consistent with the principle of economic allegiance, 
and is generally aligned with the concept of “permanent establishment” also adopted in the US Model Convention (albeit 
expanded in some circumstances, such as the incidence of the branch profits tax). The term does not qualify persons as US 
residents that earn foreign-source income, and does not attribute US residence through deeming fictions (contrary to its 
use in the limitation on benefits provision). Rather, it generally establishes nexus standards for US tax to be imposed on 
US-source income. The term “active trade or business” generally has, therefore, a different object (source-country defini-
tion), and was created with a different purpose (to establish or allocate source-country taxation rights), under US law, 
other than to serve as a measure to ascertain subjective entitlement (residence) in the context of a tax relief (exception to 
the limitation on benefits rule) in a cross-border scenario which is triangular.” 
789 Rosenbloom & Langbein (1981), p. 366. 
790 Tavares (2016), p. 10. 
791 Tavares (2016), p. 11. 
792 Commentary on Article 29(3), paragraph 70. Also the US Technical Explanation (2006) does not provide any clearance 
on this. 
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For purposes of defining the term ‘business’, the Commentary refers to the meaning of that 
term under the domestic law of the state applying the treaty (pursuant to Article 3(2) OECD 
MC).793 Nevertheless, the Commentary provides some additional guidance by stating that 
“an entity generally will be considered to be engaged in the active conduct of a business only 
if persons through whom the entity is acting (such as officers or employees of a company) 
conduct substantial managerial and operational activities.” This addition is inspired by the 
US Technical Explanation on the US LOB-provision.794 It is to be derived that the activities 
performed by the entity – through its officers or employees – should form a ‘substantial’ 
part of the business activities of the enterprise as a whole. However, no guidance is given as 
to how to assess whether this condition is fulfilled. 

Even if the active conduct of a business-test is met, the resident still has to fulfil an additional 
condition to be eligible to treaty benefits on an item of income. This specific item of income 
derived from the other State, must emanate from, or be incidental to, that business. To 
meet this condition, a factual connection is required between the income and the business. 
This must be determined based on facts and circumstances.795 I will deal with the question 
of whether the nature of the income should be relevant for purposes of defining a resident 
for treaty purposes in section 8.5. The present section focuses on the active conduct of a 
business test.

Article 29(3)(b)
Part b) of Article 29(3) requires that “the business activity carried on by the resident in the 
first-mentioned State to which the item is related is substantial in relation to the same or 
complementary business activity carried on by the resident or such connected person in the 
other Contracting State.” This rule sets additional requirements for the application of the 
active conduct of a business exception in two situations: 

- the resident entity is involved in business activities in the source state;

793 Commentary on Article 29(3), paragraph 71. Likewise, the US Technical Explanation (2006), Article 22(3), referred to US 
domestic law: “The U.S. competent authority will refer to the regulations issued under section 367(a) for the definition of 
the term “trade or business.” In general, therefore, a trade or business will be considered to be a specific unified group of 
activities that constitute or could constitute an independent economic enterprise carried on for profit.” Alvares (2016, p. 16) 
pointed to the similarities of this description with the definition of ‘enterprise’ in Article 3(1)(d) US MC (“the carrying on of 
any business”). There seems to be a coherent approach indeed: a business is an activity that constitutes an enterprise and 
an enterprise is the carrying on of a business.
794 The 2006 US Technical Exploination to Article 22(3) reads: “Furthermore, a corporation generally will be considered 
to carry on a trade or business only if the officers and employees of the corporation conduct substantial managerial and 
operational activities.” Alvares (2016, p. 16, footnotes omitted) pointed to the fact that this “has a striking relation with the 
exceptions to US anti-deferral rules of IRC section 952 et seq. (known as subpart F) and seems to be inspired by earlier US 
case law. In defining that “a corporation generally will be considered to carry on a trade or business only if the officers and 
employees of the corporation conduct substantial managerial and operational activities” the US Technical Explanation ef-
fectively aligns the active-trade-or-business exception of the limitation on benefits rule with the overall framework of the 
anti-deferral rule of “foreign base company sales income” (FBCSI) under IRC section 954 of subpart F49 and in particular 
with the “manufacturing exception” for “substantial contribution” established under Treasury Regulation section 1.954-3.”
795 Commentary on Article 29(3) OECD MC, paragraph 74. 
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- the resident entity earns income arising in the source state from a connected person. 
Article 29(3)(b) requires business operations in both the resident and the source state and 
demands that the resident states’ operations are substantial compared to the ones in the 
source state.796

Article 29(3)(c)
It follows from Article 29(3)(c) that the active conduct of business-test must be applied 
at group level: activities conducted by connected persons with respect to a resident shall 
be deemed to be conducted by such resident. Pursuant to Article 29(7)(d) two persons are 
‘connected person’ if one owns, directly or indirectly, at least 50 per cent of the ownership 
rights (i.e. voting right and shares in the case of a company) in the other or another person 
owns at least 50% of such rights in each person. To qualify as a connected person in the 
sense of this provision, it is not required that all persons are resident in the same country. 
Hence, a person resident in state A passes the active conduct of a business test if its 100 
percent subsidiary in state B is engaged in the active conduct of a business, while that person 
itself does not perform any activity. However, this deeming rule does not guarantee treaty 
eligibility to companies that do not pass the test by themselves but through the activities 
of a connected person per se. The income received must emanate from or be incidental 
to the business activity. For example, holding companies, though in principle excluded 
from treaty benefits as their own activities do not meet the active conduct of a business 
test, may nevertheless pass that test based on the consolidation approach (the activities the 
subsidiaries are taken into account). The income received by such holding companies will 
however not necessarily meet the requirement of a factual connection.797

8.2.1.3 The headquarters company-test

Whereas Article 29(3) excludes the activities of a holding and group financing company and 
activities that consist of the supervision or administration of a group of companies from 
the expression active conduct of a business; paragraph 5 of Article 29 nevertheless offers 
headquarters companies the possibility to obtain treaty benefits (although only with respect 
to dividends and interest paid by group companies). To be qualified as a headquarters 
company, various detailed requirements must be met with regard to the activities of the 
company in the resident state and the geographical spread of the income derived from the 
activities of the multinational group. Inter alia the following conditions apply: 

(i) the company’s primary place of management and control must be in the resident state; 
(ii) the group companies must be engaged in the active conduct of a trade or business 

and must generate at least 10% of the gross-income of the group in at least four 
different countries; 

796 Tavares (2016), p. 12. 
797 Commentary on Article 29(3) OECD MC, paragraph 81.
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(iii) no more than 25 percent of the headquarters company’s gross income is derived 
from the other Contracting State. 

Furthermore, contrary to the active conduct of a business-test, the headquarters company-
test entails a base erosion test (Article 29(5)(f)). The entity will only qualify as a headquarters 
company if less than 50 per cent of its gross income flows into entities that are not eligible 
for treaty benefits under the LOB-provision in the form of payments that are deductible for 
corporate income tax purposes at the level of the entity. However, arm’s length payments 
for services or tangible property and payments of, for example, interest to a non-connected 
bank are excluded from this test. 

For purposes of this section – the pursuit of a substantive threshold for the definition of 
resident – especially the meaning of the expression ‘the primary place of management and 
control’ is relevant. For example, in the view of the US Treasury Department the location of 
the strategic, financial, and operational policy decision-making establishes sufficient nexus 
to a country for purposes of treaty application.798 Pursuant to Article 29(7)(g) the ‘primary 
place of management and control’ of an entity depends on the exercise of the day-to-day 
responsibility of the executive officers and senior management employees for the “strategic, 
financial and operational policy decision making” and the preparing and making of those 
decisions. If these activities are performed more in the resident state than in any other state 
and by the entity more than by any other entity, the entity’s primary place of management 
and control is in the resident state.799 The primary place of management and control is 
different from POEM. According to the Commentary, ‘primary place of management and 
control’ refers to “to the place where the day-to-day responsibility for the management of 
the company or entity (and its direct and indirect subsidiaries) is exercised”.800 Thus the 
focus is on day-to-day management instead of key management by the senior executives or 
board of directors.801 

8.2.1.4 Concluding remarks on the ‘active conduct of a business’-test

The LOB-provision clearly provides ingredients for the threshold for treaty application 
assessed in this section. 

- Entities that have a special position in the tax policy of the contracting states, should 

798 Preamble to the 2016 US MC. 
799 According to the Commentary on Article 29(5) (paragraph 150) an important aspect of the assessment is the place where 
the CEO and other top executives normally abide: “In most cases, it will be a necessary, but not a sufficient, condition 
that the chief executive officer and other top executives normally are in the Contracting State of which the company is a 
resident.” 
800 Paragraph 149 of the Commentary on Article 29 OECD MC. 
801 Interestingly, the Commentary (paragraph 149 on Article 29 OECD MC) states that “(t)he concept of “place of effective 
management” was interpreted by some States as being ordinarily the place where the most senior person or group of per-
sons (for example a board of directors) made the key management and commercial decisions necessary for the conduct of 
the company’s business.” This description was included in the 2000 version of the OECD MC and replaced in 2008. Why it 
is now stated that this was the interpretation ‘by some states’ is not clear. 
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be explicitly excluded from application of the threshold (e.g. qualifying pension 
funds, etc.);

- The conduct of a trade or business could be considered essential and determinative 
for a valid application of a treaty as a principal rule;802 

- The location of the strategic, financial and operational policy decision-making 
could be used as a useful parameter for the location of the place of management of 
(intermediary) holding and group management companies. It still is to be decided 
what level of management should be deemed relevant: the key management by 
the board of directors (POEM) or the day-to-day management (primary place of 
management and control);

- The threshold should be applied at group level.

However, though these various elements should somehow be dealt with in the threshold 
for treaty residency, in my opinion the wording of the LOB-provision itself should not 
be used. In general, when defining effective and unequivocal substantive requirements, 
the introduction of expressions that are unfamiliar to most countries and are not used 
in a treaty context by the great majority of countries, should be avoided to the maximum 
extent possible. One of the backbone expressions in this provision is the term ‘active 
conduct of a business’. This expression is derived from US domestic law, but even for 
domestic purposes, the US expression (active conduct of a trade or business) still gives rise 
to interpretative debate because of the absence of a legal definition and the fact that the 
application is very dependent on the facts and circumstances.803 In a treaty-context such 
a debate might intensify, possibly or likely resulting in divergent interpretations among 
countries. Especially countries that are not familiar with this expression might interpret it 
by using what seems equivalent domestic terms. The history of the POEM-concept and its 
interpretation clearly show that the use of expressions similar to domestic ones, may result 
in a different meaning. Obviously such differences in interpretation might be avoided 
through substantive and detailed guidance in the commentary on the provisions, but even 
that does not guarantee an unambiguous interpretation. Again, a comparison can be made 
with the guidance provided on the term POEM. Using indeterminate terms like ‘day-to-day 
management’ or ‘key management’ resulted in a “Bable of tongues”.804 

802 Lessambo (2016), p. 63: “The threshold level of activities that constitute a permanent establishment is generally higher 
than the threshold level of activities that constitute a US trade or business.”
803 Lessambo (2016), p. 63. 
804 Burgers (2007), 385. 
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8.2.2 The PE as a threshold for substantial nexus? 

8.2.2.1 The PE as a quasi-resident

Pursuant to Article 5(1) OECD MC a “permanent establishment” is a fixed place of business 
through which the business of an enterprise is wholly or partly carried on.805 According to 
the Commentary on Article 5(1) OECD MC, “(t)his means usually that persons who, in one 
way or another, are dependent on the enterprise (personnel) conduct the business of the 
enterprise in the State in which the fixed place is situated.”806 A place of business is “fixed” 
if there is “a link between the place of business and a specific geographical point” and “a 
certain degree of permanency”.807 Though the definition of Article 5(1) might seem to imply 
rather substantive requirements for the recognition of a PE, in fact the threshold is rather 
low. A PE may also exist with rather limited presence. However, there should be at least 
some presence: without any business activity at all, a PE cannot be recognized.808 

The PE concept is used in Article 7 of the OECD MC and Article 7 is one of the provisions of 
Chapter III, which distribute taxing rights with respect to certain categories of income to 
the residence and/or the source state. In the context of the OECD MC, the PE forms a source 
of income, just as shares are a source for the application of Article 10 OECD MC. However, 
the source of Article 7, the PE, is made up of different assets, liabilities and activities. 
Together these assets, liabilities and activities, because of their organizational cohesion, 
are part of an enterprise. Because of this composite nature, the origin of the underlying 
profit components is irrelevant. What counts is whether the income generating assets are 
part of the organizational structure of the enterprise. Income from countries other than the 
source state can also be part of the PE result. The decisive factor is whether the underlying 
assets should be allocated to activities of the enterprise in the source state. This system 
means that in fact the profits attributable to the PE809 are allocated to the ‘source state’. 

As such, the PE-concept is different from other source rules in the OECD MC.810 For the other 
distribution provisions a certain kind of capital or a certain type of employment relationship 
forms the source.811 This is difference is also apparent from the Commentary on Article 7 
OECD MC in which under the Autorised OECD Approach a permanent establishment is 
considered as a separate enterprise, independent from the rest of the enterprise and from 

805 OECD Commentary on Article 5, paragraph 2.
806 OECD Commentary on Article 5, paragraph 6.
807 OECD Commentary on Article 5, paragraph 6.
808 The relevance of Articles 5(2) to 5(7) OECD MC for the application of the threshold on the basis of Article 5 (1) will be 
considered in the following section.
809 Pursuant to Article 7(2) OECD MC the profits attributable to the PE are “are the profits it might be expected to make, in 
particular in its dealings with other parts of the enterprise, if it were a separate and independent enterprise engaged in the 
same or similar activities under the same or similar conditions, taking into account the functions performed, assets used 
and risks assumed by the enterprise through the permanent establishment and through the other parts of the enterprise.”
810 Fett (2014), paragraph 5.2.4.3. Also Vann (1998), p. 736.
811 Paragraph 74 of the Commentary on Article 7 and paragraph 62 of the Commentary on Article 24(3) OECD MC.
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any other person.812 Given this extended role of the PE compared to ‘real’ sources of income 
included in the OECD MC, the PE concept has a quasi-residence nature.813 It is, inter alia, 
this character of quasi-resident that is used to substantiate the claim that treaty benefits 
should be eligible to a PE (section 8.3).814 

This begs the question: what is the relevance of labeling the PE as a quasi resident? It is 
stated that the PE as a quasi resident has an additional function compared to the ‘ordinary’ 
residence concept.815 As a quasi-resident, the PE has a residence-supporting function within 
the OECD MC as a whole. The concept of the PE ensures that the taxation rights of the 
source state are protected against manipulation of the place of residence of an entity under 
DTCs, by relocating the effective management of a company to countries with profitable 
DTCs and low corporate tax rates.816 Without a PE concept, such a relocation would result in 
the state of departure losing its taxing rights. The PE ensures that the state of departure, the 
source state, retains taxing rights with respect to the profit attributable to the remaining 
activities, even if the profit is derived from other states (the treaty partner and / or third 
parties). 

The PE concept in its residence-supporting role does however not correct the lack of 
robustness of the rules on residence as regards treaty access in general and as regards 
the taxing rights in respect of passive income (insofar this income is not included in the 
business profits attributed to an PE). In my view the PE concept can play a valuable role 
in respect of these themes as well.817 If the PE concept would be used as a threshold for 
treaty residence of an entity, a factual connection would be established between an entity, 
the territory of a state and the economic allegiance to that same state (section 7.2). Treaty 
benefits would be available only if ‘real’ and genuine (cross border) activities are employed 
by the entity. Furthermore, such PE-threshold would create a sufficiently substantive 
residence, meeting the requirement of jurisdiction based on reasonableness and, thus, 
protecting the (legitimate) interests of third states (section 7.3). How to design such a PE-
threshold will be elaborated on in section 8.2.3. First are considered the impact of the legal 
form of the activities conducted in a certain state and the treatment of group management 
and holding activities under the PE-threshold. 

8.2.2.2 Application of the PE threshold at group level

With the use of the PE-criteria as a substantive threshold, connection is sought with the 
activities actually carried out in a certain state. It follows from the definition of resident 
proposed in section 8.1, that the PE threshold should be applied at the level of a resident for 

812 Paragraph 16 of the Commentary on Article 7 OECD MC. 
813 Vann (2003), p. 144. 
814 Fett (2014), paragraph 5.1 and the literature referred to in footnote 336. 
815 Vann (2003), p. 135. 
816 Vann (2003), p. 147. 
817 Vann (2009), pp. 266 and 268. 
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purposes of domestic tax law because that domestic resident in principle is also resident for 
treaty purposes. And that is the case if that domestic tax law resident meets the material 
conditions of the threshold. Therefore, if multiple entities are treated as one resident for 
purposes of domestic tax law, the activities of these entities are consolidated for purposes 
of the PE test.

The next question is whether such a consolidated approach should also apply to group 
companies that are not regarded as one resident under domestic tax law. If a corporate group 
as a whole has sufficient substantive presence in a state, and (thus) sufficient economic 
allegiance with that same state, should the separate group members be held to pass the PE 
threshold? An important argument against such a consolidated approach is that it departs 
from the basic principle that the recognition of a treaty resident should be linked to domestic 
tax law. On the other hand, when applying the PE threshold, the possibility of taking into 
account the activities of a group of companies as whole (companies that are regarded as a 
separate resident under domestic law) fits in with the objective of that threshold, namely 
that for treaty eligibility, a substantial link with the treaty state is not only necessary but 
also sufficient. In my view, the legal structure of the corporate group of which the entity 
is part of, should be irrelevant for purposes of treaty access. This approach connotes with 
that under the detailed version of Article 29(3)(c) in the Commentary on Article 29 OEDC 
MC, discussed in section 8.2.1.2. For purposes of the active conduct of a business-test in the 
LOB provision, activities conducted by persons connected to the resident are deemed to be 
conducted by such resident. 

8.2.2.3 Group management

As mentioned, a PE is a fixed place of business through which the business of an enterprise 
is wholly or partly carried on. The expression ‘business’ is not defined in the OECD MC and 
must be given the meaning it has under the domestic (tax) law of the state applying the treaty, 
unless the context requires otherwise (Article 3(2) OECD MC). From the assessment of the 
LOB provision in the preceding subsection it follows that as regards the qualification of 
holding- and group management activities as business activities, states may hold different 
opinions. Even if both states consider these kind of activities to be business activities, 
it should be acknowledged that such activities are of a rather mobile nature and, thus, 
sensitive to allocation in a country with the primary objective to benefit from tax treaties. 

To create certainty as to the qualification of holding- and group management activities as 
business activities under the threshold for treaty residency and, at the same time, avoid 
treaty eligibility for entities that do not have sufficient economic allegiance to justify treaty 
application, the commentary on the proposed definition should elaborate on the position 
of such activities. It should be clear that the active conduct of group management activities 
is to be regarded a business activity because central management or group management is 
pivotal for every multinational operating group of companies. Someone has to determine 
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the group’s policy, approve investment programs, secure sufficient and appropriate funding 
of the operations, decide on divestments, etc. In other words, someone has to be responsible 
for all matters regarding the group of companies as a whole. Depending on the size of the 
corporate group, these activities may be the responsibility of large executive boards or 
boards of directors (supported by senior management and corporate departments) or of 
the private individual as the ultimate shareholder of the group. However, in this respect, 
size does not matter, at least not in principle. The outcome of the analysis depends on all 
facts and circumstances: the nature of the activities of the group as a whole, the more or less 
centralized management, the extent to which cross-border operations are carried out and 
in which business units are integrated. The statement in paragraph 7.4 of the 2017 OECD 
Transfer Pricing Guidelines in my opinion, applies likewise as regards the topic of the present 
section: “Each case is dependent upon its own facts and circumstances and the arrangements 
within the group. For example, in a decentralised group, the parent company may limit 
its intragroup activity to monitoring its investments in its subsidiaries in its capacity as a 
shareholder. In contrast, in a centralised or integrated group, the board of directors and 
senior management of the parent company may make important decisions concerning 
the affairs of its subsidiaries, and the parent company may support the implementation of 
these decisions by performing general and administrative activities for its subsidiaries as 
well as operational activities such as treasury management, marketing, and supply chain 
management.” In the latter case, it is not questionable that the board of directors perform 
group management activities that would qualify under the proposed threshold. In case a 
company only monitors its investments as a shareholder, in my view, that company does 
not perform group management activities because its activities do not exceed (normal) 
shareholder involvement. That does not, however, mean that activities of such a company 
cannot qualify under the proposed threshold, but not as group management activities. 

Who is performing group management?
Once it has been established that an entity performs group management activities, it should 
be assessed who is/are performing these activities. In my opinion, the analysis by Burgers 
of decision making processes within corporations provides valuable input regarding that 
question. Burgers distinguished the following five stages in the decision making process: 

1. taking the initiative for a certain action;
2. consultation of others in the firm in respect of the proposed action;
3. ratification: making a choice between different initiatives;
4. implementation of the decision; 
5. evaluation of the decision.818

818 Burgers (2007), p. 386.
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For purposes of identifying the work of the executive directors, Burgers held the third stage 
to be decisive because it is the step that creates the risk for the company (or for the group 
of companies as a whole). I agree with Burgers that this third step is decisive because a 
person without the authority or the factual possibility to accept the ultimate risks arising 
from a management decision cannot be considered to be performing group management. 
However, I find that this third step cannot be separated from the other stages of the process 
because without proper preparation, the availability of sufficient and relevant information, 
evaluation and feedback, actual decision-making is not possible. If the third phase of the 
decision-making process were to be separated from the other phases, taking a decision 
could easily turn into ‘rubber stamping’, formalizing decisions that have effectively been 
taken by others. The decision-makers should, to a greater or lesser extent, depending on 
the nature of the decision to be taken, be involved in the entire decision-making process as 
described by Burgers. Therefore, to determine who performs group management activities, 
all circumstances of the case will have to be weighed.

Where is group management located? 
It may be difficult to determine in what place the decision making is actually performed 
especially if the focus would be on one particular decision. However, under the proposed 
definition, an entity engaged in group management activities is resident in the country in 
which these activities are performed through a fixed place, which refers to a certain degree 
of permanence.819 Therefore, it is irrelevant in what particular place a particular decision is 
actually made but it suffices to assess the location of the fixed place in which such decisions 
are generally made. For that assessment, the location of the company’s personnel that is 
involved in preparing and making these decisions is of relevance as well.820 The conclusion 
might even be that group management is performed from two or more locations in various 
states which may all qualify under the proposed threshold. Such a case should be dealt 
with through a tie-breaker provision. Section 8.6.2 develops such a provision and proposes 
that in cases where group management is performed from multiple locations, the dual (or 
multiple) resident issue should be solved by means of a mutual agreement procedure. 

8.2.3 Concluding remarks and proposal for a threshold for substantial nexus

Section 8.2 assessed what could be used in the definition of resident as threshold for 
‘genuine economic activities’. 8.2.1 focused on the LOB-provision (Article 29 OECD MC), in 
particular the ‘active-conduct-of-business’-test of the detailed LOB-provision included in 
the Commentary on Article 29 OECD MC. From that assessment the following conclusions 
are drawn. 

819 Paragraph 6 of the Commentary on Article 5 OECD MC. 
820 In that regard, the expression ‘primary place of management and control’ used Article 29 OECD MC (and in the 2004 US/
Netherlands DTC and in the LOB-provision of the 2016 US MC) can be of help. 
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- Entities that have a special position in the tax policies of the contracting states could 
be explicitly excluded from application of the threshold (e.g. certain pension funds 
and non-profit organizations);

- The conduct of a trade or business could be considered essential and determinative 
for a valid application of a treaty as a principal rule; 

- The location of the strategic, financial and operational policy decision-making could 
be used as a useful parameter for the location of the place management of group 
management and holding companies;

- The threshold should be applied at group level, abstracting from the legal design of 
the activities. 

However, the LOB provision originated in the US and very much leans on expressions that 
are used in US domestic (tax) law. Though dealt with rather extensively in the Commentary 
on Article 29, I would be hesitant to use the various expressions used by the LOB provision 
for defining the threshold because the majority of countries will be unfamiliar with the 
terms. Given the interpretative difficulties and uncertainties that may arise, I propose to 
use the various elements of the LOB provision (and more specifically the active conduct of 
a business-test), but use expressions that are more familiar under the current OEDC MC-
practice. For that purpose, in my view the criteria used to define a PE in the sense of Article 
5(1) OECD MC are fit (section 8.2.2). Although the PE concept is also challenging when 
it comes to interpretation and application,821 it is a concept that has been used by many 
countries for many years. In addition, the PE functions in the context of the OECD MC as 
quasi-resident, which makes the application of the PE as a threshold for a ‘real’ resident 
rather obvious.

For purposes of treaty access, an entity that qualifies as a resident under the domestic law 
of one or both of the contracting states should only qualify as resident for purposes of the 
DTC if that entity in that state is engaged in business activities through a fixed place. By 
using the PE concept of Article 5(1) as a threshold, it is established that a treaty resident 
has substantial economic allegiance with that state. This threshold should be applied on 
a consolidated level. If the legal characteristics of an entity are not relevant for purposes 
of treaty eligibility, the legal structure of the group of companies to which the (potential) 
treaty applicant belongs, should also be disregarded. Therefore, a definition of affiliated 
or connected persons should be included in the threshold. Given the link with Article 5 
OECD MC, it seems logical to use the definition of ‘closely related person’ in Article 5(8) 
of the OECD MC as a starting point when defining connected person for purposes of the 
threshold. Taking into account the foregoing considerations, I propose to amend the 
definition presented in the previous section with the underlined sentences: 

821 See Kuzniacki (2018), p. 68. 
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“1). For the purposes of this Convention, the term “resident of a Contracting State” means  
(a) in the case of (State A), any resident of (State A) for the purposes of State A’s tax laws other 
than an individual, provided that the resident – whether or not together with its connected 
persons – in (State A) has a fixed place of business through which the business of an enterprise 
is wholly or partly carried on, and

(b) in the case of (State B), any resident of (State B) for the purposes of State B’s tax laws other 
than an individual, provided that the resident – whether or not together with its connected 
persons – in (State B) has a fixed place of business through which the business of an enterprise 
is wholly or partly carried on. 

2). A person is connected to a resident if, based on all the relevant facts and circumstances, the 
person has control of the resident, the resident has control of the person or both are under the 
control of the same person or persons. In any case, a person shall be connected to a resident 
if one possesses directly or indirectly more than 50 per cent of the beneficial interest in the 
other (or, in the case of a company, more than 50 per cent of the aggregate vote and value of 
the company’s shares or of the beneficial equity interest in the company) or if another person 
possesses directly or indirectly more than 50 per cent of the beneficial interest (or, in the case of 
a company, more than 50 per cent of the aggregate vote and value of the company’s shares or of 
the beneficial equity interest in the company) in the person and the resident.”

The proposal incorporates the wording of Article 5(1) to reflect that the other parts of Article 
5 do not apply mutatis mutandis to the threshold, with the exception of Article 5(2) OECD MC. 
Article 5(2) OECD MC contains examples of activities which, if all the conditions of Article 5 (1) 
OECD MC are met, lead to the presence of a permanent establishment. The other paragraphs 
of Article 5 contain exclusions from and extensions to the permanent establishment concept 
of Article 5(1). It is not consistent with the background of the resident-threshold that these 
paragraphs of Article 5 would be taken into account because the starting point is different. The 
proposed resident definition establishes a link with the concept of resident under domestic 
law and the threshold ensures that only those residents can be granted treaty benefits if there 
is sufficient nexus. The connection between the entity and the state concerned should not be 
too loose. Articles 5(3) and 5(4), however, establish that an PE is not recognized before some 
additional requirements are met. Article 5(3) requires a twelve-period for construction and 
building activities. Article 5(4) excludes activities with a preparatory or auxiliary character 
from the scope of Article 5 OECD MC. The question is whether such additional requirements 
should also apply for purposes of the threshold in the definition of resident. If a state has 
recognized an entity as a resident and the activities of that entity are exercised in that state by 
means of a fixed place or business (thus Article 5(1) is complied with), would these activities 
not yield sufficient nexus, just because there is too short a period (article 5(3)) or because there 
are activities with a preparatory or auxiliary character (Article 5(4))? I realize that the question 
whether the threshold should extend to these provisions is merely of a tax policy nature, but 
I consider that this question must be answered in the negative because the activities that are 
excluded from the PE result in a substantial nexus with the state of residence. In my opinion, 
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the reverse applies to the provisions of Article 5(5) to 5(7). These provisions ensure that there 
indeed is a PE, while on the basis of Article 5(1), this would not be the case. Article 5(1) is to 
be adhered to and therefore an entity that carries out activities that would be classified as 
a PE under Articles 5(5) to 5(7) does not meet the threshold requirement because the nexus 
between these activities and the country concerned I consider to be too loose.

Entities that do not comply with the PE conditions cannot be considered residents for the 
tax treaty on the basis of this definition. In principle, such entities will therefore not be able 
to claim treaty benefits. Whether and in what situations treaty benefits should be granted 
nevertheless is the subject of section 8.4. This concerns particular entities with a special 
function or activity such as charities and endowments, and entities engaged in investments 
activities, including in particular real estate companies. First will be assessed whether a PE 
itself should be regarded as a treaty resident.

8.3 Third country residents as residents for treaty purposes 

If the PE-concept were to be used as threshold for treaty residence of entities, I am of the 
opinion that there would be no conclusive arguments not to extend the personal scope of 
DTCs to PE’s of third country residents. Fett dealt with this topic extensively.822 Based on 
the similarities in the taxation of a PE and that of an entity, this author concluded that a PE 
(a quasi-resident) should be eligible to treaty benefits to the extent the income for which 
treaty benefits are claimed is attributed to the PE.823 In my view, she rightfully acknowledged 
that the reason for granting treaty benefits to residents (potential double taxation and a, 
to a certain extent, substantial connection to the residence state) equally applies to PEs of 
enterprises resident in a third state. 

Furthermore, treaty access for PE’s is justified by non-discrimination considerations. In 
my opinion, the extension of treaty benefits to the permanent establishment is in line with 
the further development of the principle of equal treatment of a subsidiary of a foreign 
parent company and a permanent establishment as laid down in Article 24(3) OECD MC. 
The purpose of this provision is “to end is discrimination based not on nationality but on the 
actual situs of an enterprise”, according to the Commentary on the provision.824 Based on 
the European non-discrimination principle, the ECJ in Saint-Gobain825 also provided treaty 
benefits to a PE.826 
822 Fett (2014), especially chapter 7.
823 See for an extensive analysis of the pros and cons of treaty entitlement of permanent establishments, Fett (2014), chapter 
7. In 1992 this approach was rejected by the OECD in its report on triangular cases as the approach was thought to be too 
different from the principles underlying the OECD MC and to constitute treaty shopping opportunities (OECD Committee 
on Fiscal Affairs, “Triangular Cases”, paras 39 and 46). 
824 Paragraph 33 of the Commentary on Article 24 OECD MC. 
825 ECJ 21 September 1999, Case C-307/97 (Compagnie de Saint-Gobain v. Finanzamt Aachen-Innerstadt). 
826 Oliver (2003), p. 3. 
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The Commentary to Article 24(3) itself already provides for a provision dealing with double 
taxation as a result of the fact that dividend and interest, subjected to a withholding tax in 
a third state, are part of the a PE’s profit and no credit is available for the tax withheld.827 
However, that provision is to be part of the treaty between the residence state and the PE 
state. I consider that granting the PE the resident status under the treaty between the PE 
state and the source state would solve issues of double taxation more fundamentally because 
it guarantees an equal treatment between residents and PE’s as regards their dealings with 
the source state. 

Such an equal treatment would also be in line with the ‘authorised OECD approach’ as to the 
attribution of profits to a PE included in the Commentary on Article 7 OECD MC because 
under that approach, the PE is treated as an independent enterprise, separate from the 
other parts of the enterprise.828 Though this approach is limited to the attribution of profits 
to a PE, in my view, it can be argued that this independent status of the PE should also have 
an effect as to its position under DTCs because double taxation should be avoided on the 
profits that pursuant to Article 7 are to be attributed to the PE. 

However, treaty access for a PE should be limited to the extent the income, profits and 
capital of the enterprise is attributed to the PE. This limitation reflects the fact that the 
PE, only with regard to the income attributed to it, performs its residence supporting role. 
Furthermore, without such a limitation, the third-country resident would have access to 
treaty benefits of the PE state for all of its income, profit and gain. The foregoing in my 
view should result in a further extension of the definition of resident proposed at the end of 
section 8.2. For the purposes of the treaty, the term “resident of a Contracting State” shall 
also mean: 

“any resident of another State for purposes of that State’s tax laws, if that resident carries 
on business in (State [..]) through a permanent establishment therein to the extent that the 
income and capital dealt with by Chapter III and Chapter IV of that resident is attributed to 
that permanent establishment for the purposes of that other State’s tax law;”

The aim of this part of the proposal is to provide access to treaty benefits to residents 
of third states who have a PE as meant in Article 5 OECD MC in a treaty state. In the 
formulation of the threshold for residency proposed in 8.2., reference is made to ‘a fixed 
place of business through which the business of an enterprise is wholly or partly carried on’. 
For the application of the threshold, only Article 5(1) is therefore relevant, whereas Article 

827 Paragraph 70 of the Commentary on Article 24 OECD MC: “When a permanent establishment in a Contracting State of 
an enterprise of the other Contracting State receives dividends or interest from a third State and the holding or debt-claim 
in respect of which the dividends or interest are paid is effectively connected with that permanent establishment, the first-
mentioned State shall grant a tax credit in respect of the tax paid in the third State on the dividends or interest, as the case 
may be, by applying the rate of tax provided in the convention with respect to taxes on income and capital between the State 
of which the enterprise is a resident and the third State.”
828 Paragraph 16 of the Commentary on Article 7 OECD MC.
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5 in its entirety is referred to when establishing treaty residence of PE’s. The following 
considerations form the basis for this difference. Firstly, if the Articles 5(3) and 5(4) should 
not apply, activities that under Article 5(1) qualify as PE, would be eligible to treaty benefits 
where as a result of the Articles 5(3) and 5(4) no PE exists. Such a non-existing PE should 
not be regarded as a resident. Secondly, on the basis of the extensions in paragraphs 5 to 7 
of Article 5, a PE could be concluded while the activities in question do not give rise to a PE 
under Article 5(1) OECD MC. I do not see a decisive argument to refrain such a permanent 
establishment from treaty protection.

It cannot be excluded that there are differences between the PE-concepts in the third state-
PE state DTC and the PE state-source state DTC. For example, X, resident in state A has a 
PE in state B under the A-B DTC. Income sourced in state C is attributed to that PE. 

Under the B-C DTC a different PE-definition is to be applied which does not lead to the 
recognition of a PE of X in state B. Hence, X’s PE is not eligible to benefits of the B-C DTC 
and both B and C are not obliged to prevent that double taxation (at least not as a result of 
the B-C DTC). 

The difference in PE-concepts might also lead to the recognition of a PE under the B-C DTC 
whereas under the A-B DTC, no PE is recognized. In order to guarantee that the PE only has 
access to the B-C treaty if the PE-state (state B) also has the right to tax the PE-income under 
the A-B DTC, it is proposed that access to the treaty is subject to the condition that the PE-
income is also attributed to the PE under the tax law (including the A-B DTC) of state A.

Under the proposal, it is not required that the third state (state A) also has a tax treaty with the 
source state (state C). Access to the B-C DTC of a resident of such a third state is nevertheless, 
in my opinion, justified because of the presence of sufficient economic presence in the PE-
state, which is expressed by the mere presence of a PE. This would be the case, even if the 
establishment of a PE is motivated by tax planning considerations. It is assumed that the 
treaty aims to stimulate economic development and the establishment of a PE from which 
activities are conducted in the source state in my view is fully in line with this goal. 

The final consideration to be made concerns the requirements that must be imposed on the 
resident of the third state. The provision proposed in 8.2.3 is limited to residents other than 
individuals. However, access to the PE treaty does not, in my opinion, have to be limited to 
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situations where there is a PE of persons other than individuals because in all cases where 
there is a PE, there is sufficient nexus to justify granting treaty benefits.

8.4 Treaty eligibility of non-qualifying entities

Entities that are resident under the domestic laws of one or both contracting states but do not 
meet the substantive threshold (the PE-requirement) included in the definition proposed, 
do not qualify as treaty resident. Hence, these entities are not eligible to treaty benefits 
and as a consequence any double taxation is not solved, irrespective whether the motives 
behind the establishment and use of such an entity. Hence, it is to be considered whether 
it is appropriate that treaty benefits are granted to such an entity, even if the threshold is 
not met. This section focuses on the treaty eligibility of four categories of entities. Firstly, 
states may wish to grant treaty benefits to pension funds, charities, endowments and the 
like, though these organizations are not engaged in any business activity. Section 8.4.1 
focuses briefly on the resident status for purposes of tax treaties of these types of entities. 
The second group is a residual category which consists of entities that for this part of this 
study are referred to as investment vehicles. This group will be dealt with in section 8.4.2. 
Subsequently, the position of real estate entities is discussed, a special category of entities 
that deserve further attention due to the nature of the investments because under the 
OECD MC immovable property forms a specific source of income to which Article 6 OECD 
MC applies (section 8.4.3). Finally, an entity that is engaged in entrepreneurial activities 
through a fixed place of business in the other contracting state, but does not perform any 
activity in the state in which it is resident under domestic law, does not qualify under the 
PE-threshold. Section 8.4.4 explores how to solve (potential) double taxation on the profits 
attributable to the PE. 

8.4.1 Pension funds, charities, endowments and the like

Pension funds, charities, endowments and the like have a special position in the tax policy 
of many countries. Therefore, the OECD-MC suggests including a number of specific 
arrangements for such institutions. It goes beyond the scope of this study to discuss the 
policy choices underlying the special national and international treatment of such entities. 
For the purposes of this section, it is sufficient to note that by means of an explicit, tailor 
made provision, treaty eligibility of these entities can be secured. Such a provision could 
read as follows: 

“For the purposes of this Convention, as a “resident of a Contracting State” will also be 
considered, in the case of [State A], a [ ] and, in the case of [State B], a [ ], as well as any other 
pension fund, charity, endowment or entity engaged in comparable activities and resident in 
either Contracting State pursuant to its domestic tax laws, to which the competent authorities 
of the Contracting States agree to apply this paragraph.”
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8.4.2 Investment Vehicles

This subsection deals with the question whether entities engaged in investment activities 
that do not qualify as business activities under the proposed definition, should be eligible 
to treaty benefits and, if the answer is affirmative, to what extent.829 This applies to a 
broad category, hereinafter generally referred to as ‘investment vehicles’, which consists 
of entities with very different characteristics as regards legal structure, ownership and/
or investment strategies.830 Given the wide range of possible legal forms, differences in 
regulatory requirements and furthermore the dissimilarity of the financial services markets 
in contracting states, this subsection does not provide a concrete proposal for a provision 
regarding the treaty eligibility of investment vehicles. Such a proposal is beyond the scope 
of the present study. 

As previously stated, investment vehicles form a very broad and diverse category. The 
entities dealt with in this subsection include vehicles engaged in collective investment 
activities. Such vehicles perform an intermediary function between the investor and the 
(final) investment. By using such an intermediate, individual investors benefit from, 
inter alia, greater diversification in investments, professional fund management services, 
liquidity benefits and investor protection.831 Under domestic tax law, often a special 
regime applies to specific forms of collective investment vehicles to neutralize possible 
differences in tax treatment of collective and direct investments.832 In a report published 
in 2010, the OECD dealt with the granting of treaty benefits of a specific category of such 
collective institutions. For purposes of that report, Collective Investment Vehicles (“CIV”) 
were defined as “funds that are widely held, hold a diversified portfolio of securities and are 
subject to investor protection regulation in the country in which they are established.”833 
The solutions provided by the OECD, included in the Commentary on Article 1 OECD MC, 
take into account the intermediary character of CIVs and the aim to achieve a neutral tax 
treatment of indirect investments (through collective investment schemes) compared to 
direct investments. For that purpose, the Commentary suggests to either assign the CIV 
the same treatment as its beneficiaries (under the assumption these beneficiaries are 
individuals), or to disregard the CIV for treaty purposes and focus on the treaty status of 
its beneficiaries. 

829 This question does not relate to entities that are involved in investment activities in the course of their business op-
erations as such entities obviously meet the standards of the proposed definition. This applies to, for example, banks, 
insurance companies and pension funds.
830 Basile (2016), p. 4. 
831 Basile (2016), p. 35.
832 OECD (2010), p. 3. 
833 It is to be acknowledged that the report uses a limited definition of Collective Investment Vehicles. Other entities, also 
used for collective investments are not included (e.g. private equity funds, hedge funds and trusts). OECD (2010), p. 3; 
paragraph 22 of the Commentary on Article 1 OECD MC. 
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Under the first approach, it is assumed that the beneficiaries of a CIV are individuals and 
based on that assumption, the CIV is treated as an individual who is a resident of the state in 
which the CIV is established, regardless of the actual treaty status of the CIV’s investors.834 
In case the two contracting states might consider such a broad and unlimited approach 
to be too sensitive for treaty shopping arrangements, the approach can be limited to the 
extent the beneficial interests in the CIV are owned by “equivalent beneficiaries”. The term 
equivalent beneficiary in this respect refers to a resident of the state in which the CIV is 
established and a resident of a third state who would be entitled to the same (or lower) rate 
of tax on the income received as the rate claimed by the CIV.835 

The Commentary recognizes that treating a CIV as an individual could result in a less 
beneficial treaty position for certain investors. This applies, for example, to pension 
funds that might benefit from more beneficial rates if they would have invested directly. 
Therefore, under the second approach propagated by the Commentary, certain explicitly 
defined CIVs836 are not regarded resident for treaty purposes but instead claim treaty 
benefits on behalf of their investors (the owners of the beneficial interests in the CIV).837 The 
benefits claimed by the CIV may not only derive from the treaty between the state in which 
the CIV is established and the source state but also from treaties between the source state 
and third countries. 

I find that the suggestions provided by the Commentary concerning the treaty positions 
of CIVs can serve as a starting point for creating treaty eligibility of investment vehicles in 
general. As a matter of principle, investing through an intermediary entity should, in my 
view, not lead to a more or less favorable tax treatment compared to direct investments. 
To achieve such a result, the intermediary entity could be treated as a transparent entity 
for treaty purposes (the transparency approach) or could be eligible to treaty benefits to 
the extent its investors would have been if they would have invested directly (proportionate 
benefits approach). Both approaches result in compliance and administrative difficulties. 
As it is beyond the scope of the present study to deal with this topic comprehensively, I 
only point to two of the most pressing issues in this respect. The first question is how to 
determine treaty eligibility at the level of the investors. For closely-held funds, this issue 
might be dealt with by using already existing procedures based on, for example, CRS, 
FATCA and TRACE. However, for widely-held funds, determination of the investors’ treaty 

834 Paragraph 31 OECD Commentary on Article 1 OECD MC. 
835 Paragraph 35 OECD Commentary on Article 1 OECD MC.
836 Paragraph 42 OECD Commentary on Article 1 OECD MC: “c) This paragraph shall apply with respect to, in the case of 
[State A], a [ ] and, in the case of [State B], a [ ], as well as any other investment fund, arrangement or entity established 
in either Contracting State to which the competent authorities of the Contracting States agree to apply this paragraph.”
837 Paragraph 42 OECD Commentary on Article 1 OECD MC.
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position might be (nearly) impossible or at least very difficult.838 The second point concerns 
the allocation of treaty benefits. If treaty entitlement has been established, the withholding 
tax should be allocated to the various investors. Without such an allocation system, the 
treaty benefits granted to the fund based on the treaty position of its investors will be shared 
by all investors, including the ones that are in a less favorable treaty position. I feel this 
problem cannot be solved in a regulatory manner but requires arrangements at fund level. 
Hence, the introduction of a transparency or proportionate benefits approach will require 
adaptation of fund structures. 

Both approaches are particularly difficult to apply to a widely-held fund with regularly traded 
shares. For such funds, the suggestions provided by the Commentary may be helpful indeed. 
Alternatively, states might include in the DTC a discretionary relief provision, based on which 
the competent authorities may grant treaty benefits to such a widely-held fund, depending on 
the regulatory status of the fund and the other relevant facts of the particular case. 

8.4.3 Real Estate Entities

Real estate forms a source of income under the OECD MC in the state in which the immovable 
property is situated. Pursuant to Article 6, the source state may tax the income from 
immovable property situated therein. The introduction of the proposed threshold means 
that an entity that invests in real estate does not necessarily count as a treaty resident. This 
would be the case is the entity’s activities would not qualify under the PE-threshold. Such 
a case (possibly) leads to double taxation. If entity A, resident of state X under the national 
law of that state, has immovable property in state Y and no other assets or activities, A will 
not qualify as a resident because A has no activities qualifying under the threshold. A could 
then be involved in taxation in both state X and state Y in respect of the income from the 
immovable property. To prevent this (undesired) effect, such entities should qualify as 
residents. Therefore, the proposed threshold should be supplemented with the provision 
that a resident of a contracting state, that derives income from an immovable property 
situated in one of the contracting states is considered to be a resident for treaty purposes to 
the extent of that income. In that case, income from an immovable property functions as a 
threshold. The provision should read as follows. 

“1). For the purposes of this Convention, the term “resident of a Contracting State” means  
(a) in the case of (State A),

838 Paragraph 43 of the Commentary states that “Contracting State should be willing to accept practical and reliable reliable 
approaches that do not require such daily tracing.” Paragraph 46 suggests to grant treaty entitlement to publicly traded 
CIVs without regard to the residence of the investors as “a publicly traded CIV cannot be used effectively for treaty shop-
ping because the shareholders or unitholders of such a CIV cannot individually exercise control over it.” However, invidual 
investors resident in a third state may find such a publicly traded CIV with treaty entitlement to be very beneficial as 
regards treaty benefits. 
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(ii) any resident of (State A) for the purposes of State A’s tax laws other than an individual, if 
and to the extent that resident derives income from immovable property (including income 
from agriculture or forestry) situated in a Contracting State;” 

8.4.4 Entities with a PE in the other contracting state

Pursuant to Article 7, profits of an enterprise of a contracting state that carries on in the other 
Contracting State through a PE, may be taxed in that other state. If an entity only performs 
entrepreneurial activities in the PE-state, the PE-threshold in the proposed definition is 
not met and, thus, that entity is not eligible to treaty benefits. Such a case could lead to 
double taxation because under their respective law, both states may tax the PE-profits. To 
prevent this (undesired) effect, such entities should qualify as treaty residents. Therefore, 
the proposed threshold should be supplemented with the provision that a resident of a 
contracting state, that derives profits from a PE in the other contracting state, is considered 
to be a resident for treaty purposes to the extent of these profits. Then, profits from a PE 
function as a threshold. The provision should read as follows. 

“1). For the purposes of this Convention, the term “resident of a Contracting State” means  
(a) in the case of (State A),

(iii) any resident of (State A) for the purposes of State A’s tax laws other than an individual, if 
and to the extent that resident derives profits from of an enterprise that carries on business 
in (State B) through a permanent establishment situated therein;”

8.5 The relevance of the attribution and (actual) taxation of income 

The definition of resident developed so far includes no reference to the income, profits or 
gains for which treaty benefits are sought, apart from the income that is attributed to a PE 
of a third country resident. The present section assesses whether such a referral should be 
included or not. Wheeler extensively dealt with the question whether for treaty eligibility 
it should be required that a tax liability exists on a certain item of income, and what such 
a liability to tax should entail. Section 8.5.1 discusses Wheeler’s approach, section 8.5.2 
focuses on the reference to income in the definition of resident as proposed in this study.

8.5.1 Wheeler’s approach on the relevance of the attribution and (actual) taxation of 
income for treaty eligibility

Wheeler argued that within the current structure of tax treaties, one ‘keystone’ is missing: 
the reference to a liability to tax on certain income. The requirement that a specific item of 
income should be the object of the liability to tax imposed on a person, in her view should 
have a prominent place because it would ensure that treaty benefits are available only if the 
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income is taxed twice. According to Wheeler, the sole focus in the current treaty structure 
on the person to determine treaty entitlement creates problems. In Wheeler’s view, these 
problems become especially manifest with regard to the classification of entities and the 
treatment of trust-structures under DTCs.839 For an example of the classification problem, 
Wheeler referred to the Canadian TD Securities case.840 In that case, the question was whether 
a US LLC was entitled to the benefits of the US-Canada DTC. The US LLC claimed treaty 
benefits regarding the income attributed to its Canadian branch. As the LLC itself was not 
liable to tax in the US (its income was attributed for tax purposes to its parent company and 
taxed at that level), the LLC literally did not meet the requirements of the resident definition 
of Article 4. However, the Canadian court nevertheless applied the treaty as all the LLC’s 
income was taxable in the US (in the hands of the parent company). This outcome is in line 
with Wheeler’s focus on the tax liability on the income and not inasmuch the tax liability of the 
person. What constitutes a sufficient tax liability on the income to grant treaty benefits, is a 
policy issue. According to Wheeler, it is upon the decision of the contracting states to decide 
on the availability of treaty benefits in cases of exemptions, loss deduction possibilities etc.841 

To solve the issues arising from the absence of a liability to tax with respect to a certain item 
of income, Wheeler developed a new approach on treaty eligibility. To assess whether such 
reference to a liability to tax on the income should be included in the definition of resident 
proposed in the present study, the principles underlying that approach will be examined first.

Under Wheeler’s approach, the first step towards treaty eligibility is to assess whether 
domestic law imposes a tax liability in respect of a specific item of income because the treaty 
seeks to avoid double taxation of the income (and it should be indifferent from what person 
that tax is levied).842 As a second step, it should be determined whether this tax liability is 
justified and sufficient. This determination should be based on various factors, referred to 
as ‘supporting elements’, which should be applied by both the source and residence state. 
From the perspective of the source state, it is necessary to assess “whether the connection 
between the income and the person (resident) is substantial enough; and whether that 
person has a factual connection with the other state that is substantial enough.”843 These 
considerations deal with the underlying question whether the residence state’s claim can 
be (sufficiently) justified. In this respect, Wheeler distinguished between two aspects. One 

839 Wheeler (2012), p. 60. For an example of the classification problem, Wheeler refers to the Canadian TD Securities case 
(TD Securities (USA) LLC v. Her Majesty the Queen 12 ITLR (2010) 783, 2010 TCC 186). In that case, the Canadian Tax Court 
concluded that a U.S. LLC was liable to tax in the United States for purposes of the US-Canada DTC. The US LCC claimed 
the benefits from the US-Canada DTC as regards the income attributed to its Canadian branch. As the LLC itself was not 
liable to tax in the US (its income was attributed to its parent company and taxed at that level), the LLC literally did not meet 
the requirements of the resident definition of Article 4. However, the Canadian court nevertheless applied the treaty as all 
the LLC’s income was taxable in the US (in the hands of the parent company).
840 (TD Securities (USA) LLC v. Her Majesty the Queen 12 ITLR (2010) 783, 2010 TCC 186).
841 Wheeler (2012), p. 80. 
842 Wheeler (2012), p. 51. 
843 Wheeler (2012), p. 55. 
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is whether the residence state in recognizing taxable capacity “steps outside an acceptable 
margin in imposing tax on persons who have only a remote connection with the income 
or with the state”. The other is whether the domestic tax system is abused to obtain treaty 
benefits by (artificially) creating the circumstances that are necessary to fall under that 
domestic tax system. Whether the resident state’s claim is not only acceptable but is (also) 
sufficient, depends on the level of (effective) taxation by the residence state and whether the 
source state is of the view that such a level suffices. 

From the perspective of the residence state, it should be determined whether another state 
also has a justifiable and sufficient claim to tax the income because overlapping claims 
may result in double taxation. Such an overlapping claim results from either a case of dual 
residence (the residency of the same person in both states) or of dual attribution of income 
(the same income attributed to residents of both states). The situation of dual residency 
should be dealt with through a tie-breaker provision (e.g. Article 4(3) OECD MC). The case 
of dual attribution is currently dealt with in Article 1(2) OECD MC, though only to a certain 
extent.844 Furthermore, the residence state has to determine whether the claim of a source 
state is justified and sufficient in order to grant double tax relief. Again, this determination 
depends on the nature of the tax liability and the substantive connection between the 
income and the person/source. 

Pursuant to Wheeler’s approach, treaty eligibility depends less on the concept of resident and 
more on the question whether the income is (potentially) taxed. Currently the model seeks 
to combine two different connections established by domestic law: the connection between 
a person and a tax system (through domestic concepts of residence) and the connection 
between the income and a person (through domestic rules on income attribution). Instead, 
Wheeler’s approach in principle relies on the connection between the income and the tax 
system.845 Pursuant to the approach proposed by Wheeler, “the liability to tax in respect of a 
specific item of income is the basic condition for obtaining treaty protection.” Such a basic 
condition would, according to Wheeler, solve the problem that under the current treaty 
framework, a person who is not taxable in respect of a specific item of income or who is fully 
tax exempt can be nevertheless eligible to treaty benefits.846 

8.5.2 References to the income in the proposed definition of resident

The present section deals with the question of how the approach proposed by Wheeler does 
relate to the definition of resident developed for purposes of the present study. To address 

844 It is beyond the scope to discuss Article 1(2) OECD MC in detail. For a detailed review of the provision, see Nikolakakis 
a.o. (2017a) and Nikolakakis a.o. (2017b). 
845 Wheeler (2011), p. 61: “Provided all the supporting elements are found within one state, it would be clear that the trea-
ties of that state apply, even if supporting elements do not join together in one person. If supporting elements are found 
in different states, policy choices would have to be made as to which treaty applies, or whether any treaty applies at all.”
846 Wheeler (2012), p. 79.
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this question, three topics will be considered. Firstly, when defining resident, according to 
Wheeler, the ‘supporting elements’ should be taken into account, namely: residence should 
be based on substantive, non-tax factors that guarantees both the residence and the source 
state that there is a sufficiently strong, factual link between the person and the state. A 
link that justifies granting treaty benefits.847 Through the use of the PE-threshold in the 
proposed definition, in my opinion, such a link is established between the entity and the 
state of residence. 

Secondly, it should be considered whether treaty protection should be available as 
regards income for which a resident is liable to tax in a certain state, while a substantive 
connection between that income and that resident is not present. According to Wheeler, 
treaty application could be unjustified as there is no factual connection between the income 
and the person/resident. Using the PE requirement as a threshold for treaty residency, 
does not solve that issue. An entity, resident in a state under the proposed definition, can 
obtain income that is not effectively connected with the activities that qualify for the PE 
test. For example, a limited liability company (“bv”) operating a large industrial facility 
in the Netherlands meets the requirements of the proposed definition. That bv may also 
hold shares in foreign subsidiaries but the income derived from these shares may not be 
effectively connected with activities performed by the bv. It may be argued that treaty 
benefits should not be available if there is no factual connection between the income and 
the enterpreneurial activities conducted by the entity because of the (too) limited economic 
allegiance. If states wish to deny treaty benefits given the absence of such a connection, 
should such a denial be arranged through the definition of resident?

In my opinion, a distinction must be made between the (theoretical) starting point that an 
entity should be sufficiently connected with a contracting state to be treated as a resident 
and considerations of a practical nature. How far must the requirement of allegiance go? 
With the introduction of the PE threshold, the requirement of economic allegiance has 
been fulfilled to a certain extent and a dam has been raised against treaty shopping. With 
regard to the income associated with the activities that qualify for the PE threshold, access 
to treaty benefits should not be called into question because one of the goals of the treaty is 
to promote genuine (cross border) economic activities. By excluding the residency if and to 
the extent there is income that is not linked to these activities, in practice uncertainty about 
the application of the treaty will increase, also where it concerns the income from these 
activities because of possible discussions about allocation. In order to avoid the impact 
on the residency of such difficult discussions, I propose that entities that comply with the 
PE threshold are given the benefit of the doubt and are regarded as treaty residents. In 
my view the definition of resident is not the appropriate place to assure a justifiable treaty 
application with regard to a specific item of income, even though this income might not be 

847 Wheeler (2012), p. 75. 
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connected with the entity’s activity. For reasons of practicability, I propose not to combat 
possible abuse through the definition of resident, but to rely on other instruments.848

Thirdly the problems of dual-residence and dual-attribution should be dealt with. The 
problem of dual-residence will be elaborated on in section 8.6. The issue of dual-attribution 
only needs to be solved to a certain extent in the resident definition. According to, again, 
the supporting elements referred to by Wheeler, there should be a sufficient, substantial 
link between the income and the person/resident. That is why in the definition developed so 
far, a third country resident is deemed resident in the country where it has a PE, only to the 
extent that the income, profit or gain of that resident is attributed to that PE. The factual 
connection between the income and the activities of the entity that constitute the PE is 
sufficiently strong to justify granting treaty benefits. To avoid double attribution, that same 
income should not be regarded as income of the third-country resident for purposes of a 
DTC between that state of residence and another state. Granting treaty benefits for income 
that is attributed to a PE in a third state, would be unjustified given the insufficiently strong 
factual link between that income and the state of residence.849 Hence, an entity should be 
resident under the treaty only to the extent that the income and capital dealt with by Chapter 
III and Chapter IV is not attributed to a permanent establishment of that entity in another 
state. This addition prevents dual-attribution of income for treaty purposes in PE cases. As 
a result, the residence state is not entitled to grant treaty benefits with regard to income 
that is not within reach as a result of a DTC. Other cases of dual-attribution should in my 
view be solved through clear attribution rules in the DTC itself.850

8.6 Tie breaker provision

In this section the complex issue of dual-residency is discussed and the question to be 
answered is whether a tie-breaker provision is necessary to solve any problems concerning 
treaty application with respect to dual resident companies. As will be specified below, 
I consider a tie-breaker provision to only be necessary for a limited number of cases. On 
the basis of some examples, section 8.6.1 explores in what sort of situations it would be 
beneficial. Based on the cases identified, section 8.6.2 provides a proposal for a tie-breaker 
provision. In section 8.7 the effect of this proposed tie-breaker on the DTCs with third 
countries will be evaluated.

 

848 E.g. transfer pricing rules, beneficial ownership requirements and/or general anti-abuse rules (PPT). 
849 In my view, the Principal Purpose Test of Article 29(9) OECD MC is not helpful in this respect because, given the attribu-
tion of the income to the PE also in bona fide cases it is reasonable to rely on the treaty between the PE state and the source 
state and not on the treaty between the residence and source state. 
850 E.g. through Article 1(2) OECD MC and/or through a modification or interpretation of the expressions paid to and 
received by. 
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8.6.1 Necessity of a tie-breaker provision under the proposed resident definition

On the basis of four examples, this subsection assesses in what cases a tie breaker provision 
is necessary to solve a situation of dual residency as a result of the proposed definition of 
resident. 

Example 1.
An entity A owned by two individuals, both resident in State O, is resident in R(1) and R(2) 
under the domestic laws of these state. The activities of A in R(1) qualify as a PE. In R(2), A is 
not engaged in any business activity. 

Figure 1. 

Due to the fact that A meets the PE-threshold in R(1), A is resident for purpose of DTCs to 
which R(1) is a contracting state. Though A is resident in R(2) for purposes of its domestic 
tax laws (e.g. by reason of A’s place of incorporation), as A does not meet the PE-threshold 
in R(2), A is not a resident for purposes of DTCs to which R(2) is a contracting state. In this 
situation, a tie-breaker provision is not necessary. 
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Example 2. 
A is resident in R(1) and R(2) under the domestic laws of these states. A receives a payment 
of interest from a company, resident in R1. The indebtness on which the interest paid was 
incurred, is connected with the activities of A in state R(1). 

Figure 2. 

Pursuant to Article 11(1) of the R(1)-R(2) DTC, “(i)nterest arising in a Contracting State and 
paid to a resident of the other Contracting State may be taxed in that other State.” The 
question is whether the interest is paid by B to a resident of state R(2). 

Due to the fact that A meets the PE-threshold in both states, in principle A is resident for 
purpose of DTCs to which R(1) and R(2) are contracting states, to the extent that the income 
and capital dealt with by Chapter III and Chapter IV of the DTCs is not attributed to a fixed 
place of business of A in another state. The interest income received by A is connected with 
the activities in state R(1). Thus, A fails to be a resident of R(2) for purposes of the R(1)-R(2) 
DTC as the income is attributed to a PE in another state (state R(1)). Hence, state R(2) has no 
taxing rights on the interest, based on Article 11(1) R(1)-R(2) DTC. 
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Example 3.
A is resident in R(1) and R(2) under the domestic laws of these state. A receives a payment 
of interest from a company, resident in R1. The indebtness on which the interest paid was 
incurred, is not connected with the activities of A in state R(1) or state R(2).851 

 

Pursuant to Article 11(1) of the R(1)-R(2) DTC, “(i)nterest arising in a Contracting State and 
paid to a resident of the other Contracting State may be taxed in that other State.” 

Due to the fact that A meets the PE-threshold in both states, in principle A is resident for 
purpose of DTCs to which R(1) and R(2) are contracting states, to the extent that the income 
and capital dealt with by Chapter III and Chapter IV of the DTCs is not attributed to a fixed 
place of business of A in another state. The interest income received by A is not connected 
with the activities in state R(1) or state R(2). Thus, A is resident in both R(1) and R(2) for 
purposes of the R(1)-R(2) DTC. A tie-breaker provision should be included for this situation.

 

851 For example interest derived from excess cash. 
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Example 4.
A is resident in R(1) and R(2) under the domestic laws of these state. A receives a payment 
of interest from a company, resident in R1. The indebtness on which the interest paid was 
incurred, is connected with the activities of corporate management of A. The management 
of A is located partly in R(1) and partly in R(2). In both states, a place of management is 
situated. 

Pursuant to Article 11(1) of the R(1)-R(2) DTC, “(i)nterest arising in a Contracting State and 
paid to a resident of the other Contracting State may be taxed in that other State.” 

Due to the fact that A meets the PE-threshold in both states, in principle A is resident for 
purpose of DTCs to which R(1) and R(2) are contracting states, to the extent that the income 
and capital dealt with by Chapter III and Chapter IV of the DTCs is not attributed to a fixed 
place of business of A in another state. The interest income received by A is connected with 
the activities in both state R(1) and state R(2). Thus, A is resident in both R(1) and R(2) for 
purposes of the R(1)-R(2) DTC. A tie breaker provision should be included for this situation.

8.6.2 Proposal of a tie breaker provision

From examples 3 and 4 it follows that under the proposal a tie breaker is only necessary in 
two situations:

(i) if the income can not be attributed to the business activities of the company (example 3); and 
(ii) if the same business activity (in particular management) is exercised in both states and 
the income from such an activity can not be attributed to a specific location (example 4).

This subsection develops a tie-breaker provision that solves the dual-residency in these 
cases. It is important to note that these two situations differ fundamentally in terms of the 
link between the income and the state which, after application of the tie breaker, is deemed 
to be the resident state. 
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If the income as in example 3. cannot be attributed to a fixed place of business in either 
state, any substantive criterion as a tie-breaker would result in the allocation of taxing 
rights on that income to a state that not necessarily has more economic allegiance with 
that income than the other contracting state has. Section 8.5 deals with a similar question. 
Should the fact that a specific item of income has no or insufficient factual connection with 
the entrepreneurial entity (if any), lead to the denial of the resident status under a treaty? It 
is concluded that the resident definition is not the appropriate place to deny treaty benefits 
with respect to such an item of income if the entity in general has a substantive connection 
with the resident state. In my view, a comparable approach should be taken in dual resident 
cases as described in the above example because, pursuant to the principle of reasonableness 
(see 7.2.4), tax jurisdiction should be based on the economic attachment of an entity to 
a state. Competing claims of jurisdiction, therefore, should be solved by reference to 
different levels of such economic attachment and allegiance. The state with which the entity 
as a whole has the strongest economic ties should, in my opinion, be regarded the resident 
state. Denial of treaty benefits as regards income that has no sufficient factual link with the 
resident-entity should be arranged by other means.852

In example 4., the income is to be characterized as business income, but can not be 
attributed to the activities in one particular state. Though the income is characterized 
differently, the same approach could be applied as to the question which state should be 
regarded the residence country. It should be the state with which the entity is the most 
economically connected. 

When deciding which criterion would be most suitable to make this distinction, the cause 
of the double residence should be acknowledged. This is due to the fact that the contracting 
states use different principles in their domestic law when determining residency. The vast 
majority of cases of dual residence is probably caused by the fact that an entity has been 
established under the law of one state, but the place of (effective) management is located in 
the other state. For those situations, the place of management would establish the link with 
the state to which the entity has the most economic allegiance.

Other cases of dual residence are caused by conceptual differences regarding the place 
of management (for example day-to-day management versus central management and 
control). For this category of cases, the tie breaker should contain a criterion that can be 
sufficiently distinguished from concepts under national law (so that when interpreting the 
treaty criterion, domestic courts will not be inclined to copy their domestic law approach 
into treaty practice) and at the same time assign the treaty residence to the state with which 
the activities of the entity as a whole are most closely connected. 

852 E.g. transfer pricing rules, beneficial ownership requirements and/or general anti-abuse rules (PPT). 
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For both situations, the tie-breaker could refer to the place where the decisive decisions are 
overall made with respect to the business activities of the company, because the company as 
a whole can be considered most connected to that state. Such an approach, with the focus 
on the management that is responsible for the business activities is also in line with the 
principle formulated in section 7.3 that treaties aim to stimulate cross-border investments. 
Those who ultimately control the entrepreneurial activities are also responsible for the 
decision to invest in such an (cross border) activity. To distinguish between different levels 
management involvement, I propose to follow the suggestion of Burgers853 and Avery 
Jones854 to use the expression ‘place of executive management’ (hereinafter PEM), but with 
the special feature that PEM should refer to the place of executive management of the 
enterprise, the business activities of the entity, rather than that of the entity in general. 
In my view, PEM should have the same meaning as POEM has according to case law in 
a number of countries (reference is made to section 6.1), but for clarification that it is a 
treaty concept that should not be interpreted in accordance with comparable expressions in 
domestic law, the term PEM should be preferred. PEM is where the final decisions regarding 
the activities of the enterprise of the entity as a whole are made. Like POEM, PEM is about 
decisive decisions concerning the overall business, the ‘strategic decisions that determine 
the conduct of the activities of the enterprise as a whole’ and ‘the key decisions and the 
final responsibility for these decisions’. PEM is, using the description of POEM in the 2000 
version of the Commentary on Article 4(3) OECD MC, “the place where the actions to be 
taken by the entity as a whole are determined.”

These PEM-criteria may obviously still fail to allocate the PEM to a specific state, for example 
if executive management is performed in both states or in neither of the contracting states. 
For these situations, I feel that a mutual agreement procedure is appropriate. With regard 
to the MAP in Article 4(3) OECD MC, I stated how such a procedure should not be free of 
obligation with regard to the result, with only a best effort obligation for the contracting 
states. Furthermore, the provision or the Commentary thereon, should provide guidance as 
to the factors, in order of importance, to be used by the contracting states to decide on. These 
factors should preferably lead to residency in the state to which the entity is economically 
most attached. If PEM is performed from both states, the first phase in the MAP would 
be to determine in what state the primary PEM is located. In analogy with Article 29(7)(g) 
in the Commentary on Article 29 OECD MC, the primary PEM depends on the exercise of 
the day-to-day responsibility of the executive officers and senior management employees 
for the “strategic, financial and operational policy decision making” and the preparing and 
making of those decisions. For that assessment, the location of the company’s personnel 
that is involved in preparing and making these decisions is of relevance as well. If the 
primary PEM fails to provide for a solution of the dual resident issue, other parameters of 

853 Burgers (2007), p. 386.
854 Avery Jones (2009), p. 186, footnote 34.
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economic allegiance should be used. In my view, a link should be sought with the relative 
size of the business activities for which the presence of company resources and assets, the 
number of employees, the achieved revenue and profit are relevant factors. This results in 
the following tie-breaker provision: 

“3). (a) Where by reason of the provisions of paragraph 1 the resident is resident of both 
Contracting States, then it shall be deemed to be a resident only of the State in which its place 
of executive management is situated. 

(b) Where the place of executive management is not situated in only one of the Contracting 
States, the competent authorities of the Contracting States will determine by mutual 
agreement, having regard to the primary place of executive management and any other relevant 
factors, the Contracting State of which such resident shall be deemed to be a resident for the 
purposes of the Convention.”

8.7 Effect of the proposed definition under DTCs with third countries 

The present section considers the effect of the proposed treaty definition on the position of 
residents in a third state and proposes an amendment to the proposal. 

Example 1. 
A is resident in R(1) and R(2) under the domestic laws of these state and A meets the PE-
threshold in both R(1) and R(2). A receives a payment of interest from a company, resident in 
S. The indebtness on which the interest paid was incurred, is connected with the activities of 
A in state R(1). The question is whether A can rely on the R(1)-S DTC and/or the R(2)-S DTC.

Pursuant to Article 11(1) of the R(1)-S DTC, “(i)nterest arising in a Contracting State and paid 
to a resident of the other Contracting State may be taxed in that other State.” A is resident for 
purpose of DTCs to which R(1) and R(2) are contracting states, to the extent that the income 
and capital dealt with by Chapter III and Chapter IV of the DTCs is not attributed to a fixed 
place of business of A in another state. The interest income received by A is connected with 
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the activities in state R(1). Thus, A is resident of R(1) for purposes of the R(1)-S DTC. A fails 
to be a resident of R(2) for purposes of the R(2)-S DTC as the income is attributed to a PE in 
another state. Therefore, only the R(1)-S DTC will apply. 

Example 2. 
A is resident in R(1) and R(2) under the domestic laws of these state and A meets the PE-
threshold in both R(1) and R(2). A receives a payment of interest from a company, resident 
in S. The indebtness on which the interest paid was incurred, is not connected with the 
activities of A in either state (for example investments of excess cash). The place of executive 
management of A is located in state R(1) and, based on the tie-breaker of the R(1)-R(2) DTC, 
A is resident of R(1) under the R(1)-R(2) DRC. The question is whether A can rely on the R(1)-S 
DTC and/or the R(2)-S DTC.

Pursuant to Article 11(1) of the R(1)-S DTC, “(i)nterest arising in a Contracting State and paid 
to a resident of the other Contracting State may be taxed in that other State.” A is resident 
for purpose of DTCs to which R(1) and R(2) are contracting states, to the extent that the 
income and capital dealt with by Chapter III and Chapter IV of the DTCs is not attributed 
to a fixed place of business of in another state. The interest income received by A is not 
connected with the activities in state R(1) and state R(2). Thus, pursuant to paragraph 1 of 
the proposed definition, A is resident of R(1) for purposes of the R(1)-S DTC and of R(2) 
for purposes of the R(2)-S DTC. Therefore, both treaties will apply. An amendment to the 
proposal is necessary to solve this double application. 

Pursuant to the tie-breaker provision in the R(1)-R(2) DTC, A is deemed resident in R(1) for 
purposes of the R(1)-R(2) DTC, which means that R(1) is the winner and R(2) is the loser state. 
As a result, R(2) is only entitled to tax income from sources in its own state. Income from 
sources in state S (other than the income attributed to the PE in state R(2)), is attributed 
to R(1). Therefore, the R(1)-S DTC should apply to that income and I propose to add to the 
definition of resident the condition that an entity is only resident of state R(2) under the 
treaty R(2)-S DTC if that resident is not considered resident of another state pursuant to a 
convention for the elimination of double taxation between R(2) and that other state (i.e. R(1)). 
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8.8 The proposed definition in relation to Article 29 OECD MC

This section discusses the relationship between the proposed definition of resident and the 
provisions of Article 29 OECD MC that combat various forms of treaty shopping.855 Articles 
29(1) to (7) contain the placeholders for the simplified and detailed LOB provisions, the texts 
of which are included in the Commentary on Article 29 OECD MC. Article 29(9) OECD MC 
contains a general anti-abuse provision, the Principal Purpose Test (PPT). These parts of 
Article 29 OECD MC concern the implementation of the minimum standard from the BEPS 
action 6 report.856 A concrete choice or recommendation for a particular variant is not made 
in the Commentary on Article 29 OECD MC; this choice is left to the contracting states and 
is therefore dependent on the treaty policy of the countries concerned. For states that have 
joined the MLC, there is no question of non-commitment: under Article 7 of the MLC, the 
PPT rule is the minimum position. All MLC signatory states apply the PPT scheme.857

The eighth paragraph of Article 29 is not included in the minimum standard. This paragraph 
contains a provision combating abuse of a PE in third countries by not granting treaty 
benefits in the situation where income is allocated to a low-duty PE in a third state.

In the event of the introduction of the proposed treaty definition of resident, the content of 
Article 29 will have to be harmonized because the provision can have an effect on the access 
to the treaty and to the availability of treaty benefits.858 The effects of the definition for the 
application of the LOB provision, the anti-abuse measure as regards PEs and the PPT are 
discussed consecutively.

8.8.1 The LOB provision

The introduction of the threshold in the resident definition will lead to overlap with the LOB 
provision859 (both with the simplified and the detailed one) if and insofar as the threshold 
coincides in substance with the LOB provision. To that extent, the inclusion of a LOB 
provision will no longer be necessary. The inclusion of a LOB provision is only needed if 
the contracting states consider that the threshold leaves too much room for treaty abuse, 
for example for conduit companies. The design of such an additional LOB provision should 
be tailored to the substantive requirements that are already made to the resident by the 
definition. It is beyond the scope of this research to develop such a modified LOB, but such 
LOB should at least include a provision on the basis of which treaty benefits are denied if 
and insofar as and the income derived from the other State does not emanate from, or is not 
incidental to, the business of the resident entity.860

855 Paragraph 4 of the Commentary on Article 29 OECD MC. 
856 Paragraph 22 of the report Preventing the Granting of Treaty Benefits in Inappropriate Circumstances, Action 6 – 2015 Final Report.
857 http://www.oecd.org/tax/treaties/mli-database-matrix-options-and-reservations.htm. Assessed 14 December 2018. 
858 Paragraph 6 of the Commentary on Article 29 OECD MC. 
859 See section 8.2.1. 
860 Compare Article 29(3) of the detailed LOB in paragraph 67 of the Commentary on Article 29 OECD MC. 
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8.8.2 Low-taxed PE

Pursuant to Article 29(8) OECD MC, treaty benefits are not available concerning income 
attributed to a low-taxed PE in a third country, unless that income emanates from or is 
incidental to business activities in that third state. Under the proposal, income that is 
attributed to a PE in a third state, is fully excluded from treaty benefits in the resident state 
because the link between that income and the state of residence is too limited, or at least the 
link between that income and the business operations in the PE state is more significant. 
Since under the proposal the PE itself can claim treaty benefits, to avoid double taxation the 
state of residence should not necessarily (also) grant treaty benefits. 

8.8.3 The Principal Purpose Test

It is expected that the PPT will play an important role in future application of tax treaties, 
particularly in view of the large number of countries that have incorporated the PPT into 
their tax treaties via the MLC. It is therefore important to consider the relationship between 
the PPT and the proposed definition. However, a detailed explanation of the contents of 
the PPT goes beyond the scope of this section.861 In this section the focus is on whether 
the introduction of the threshold for being a resident under the treaty, influences the 
application of the PPT and, if the answer is negative, whether it should. 

Article 29(9) reads: “Notwithstanding the other provisions of this Convention, a benefit 
under this Convention shall not be granted in respect of an item of income or capital if 
it is reasonable to conclude, having regard to all relevant facts and circumstances, that 
obtaining that benefit was one of the principal purposes of any arrangement or transaction 
that resulted directly or indirectly in that benefit, unless it is established that granting that 
benefit in these circumstances would be in accordance with the object and purpose of the 
relevant provisions of this Convention.” 

A superficial reading of the provision already leads to the conclusion that by using open 
standards (e.g. ‘it is reasonable to conclude’, ‘directly or indirectly’, ‘benefit’) and the 
fact that all relevant facts and circumstances should be taken into account, the provision 
can lead to legal uncertainty.862 On the other hand, the provision provides a case-by-case 
approach because it is linked to the taxpayer’s intention: if the arrangement of transaction 
is motivated by business, non-tax considerations, Article 29(9) does not lead to the denial 
of treaty benefits. The question then of course is how to establish that intention. For that 
purpose, all relevant facts and circumstances, including the intent of all parties involved in 
an arrangement or transaction, should be included in an objective analysis.863 Neither the 
861 Reference is made to, inter alia, Lang (2014); De Broe & Luts (2015); Kok (2015); Kok (2016); Pinetz (2016); Báez Moreno 
(2017); Chand (2018); Danon (2018); Kuźniacki (2018); Bosman (2018a).
862 Bosman (2018a), p. 252. 
863 Paragraph 178 of the Commentary on Article 29(9) OECD MC. Bosman (2018a, p. 245) and Kok (2015, paragraph 4.1) in 
my opinion, rightly conclude that there is an ‘objectified subjective test’. 
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provision nor the Commentary on it, provides a safe-harbor rule so that even if an entity that 
is, for example, engaged in the exercise of genuine business activities, treaty benefits can be 
denied. The presence of such activities, which can presumably be assumed to be motivated by 
sound business considerations, does indeed constitute an important indication that the test 
has not been passed, but the provision does not provide any safe-harbor. Thirteen examples 
of the application of the PPT in the Commentary on Article 29(9) can be used as guidelines.864 

Using example G, I will discuss the relationship between Article 29(9) and the proposed 
definition of resident. This example focuses on a listed company (hereafter X), resident in 
state T, with subsidiaries in various other countries. X establishes a regional headquarters 
(hereafter Y) which will provide services to the group entities in a particular region. The 
services to be provided include group management services (accounting, legal, Human 
Resource) and group financing services (financing and treasury services). The choice of R 
as the residence location, is “mainly driven by the skilled labor force, reliable legal system, 
business friendly environment, political stability, membership of a regional grouping, 
sophisticated banking industry and the comprehensive double taxation treaty network 
of State R, including its tax treaties with the five States in which TCO owns subsidiaries, 
which all provide low withholding tax rates.”865 It has been assumed that Y provides its 
services using its own personnel that is competent to make relevant investment decisions 
(for example, in respect of the group financing activities) and is actually capable of doing so. 
It is assumed that Y grants a loan to one of the subsidiaries in the relevant region (hereafter 
Z), resident in state S. State S has a withholding tax on interest of 20% in its national law. 
Under Article 11(2) of the R-S DTC, this withholding tax is reduced to 10% (subject to certain 
conditions), while no treaty applies between T and R. 

Can Y successfully apply the reduced rate on the basis of the treaty, assuming that the R-S 
DTC contains a resident definition with a threshold as proposed in the previous paragraph 
and a PPT conform Article 29(9) OECD MC? Pursuant to Article 11(2), state S is obliged to 

864 Bosman (2018a), p. 250. 
865 Paragraph 181 of the Commentary on Article 29(9) OECD MC. 
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limit the withholding tax to 10% of the interest payments if the interest is paid to a resident 
of state R who is the beneficial owner of the interest. Under the proposed definition, Y is a 
resident of R because the activities of Y in state R are exercised by means of a fixed place of 
business, so that the residence status of Article 11(2) is met. Subsequently, the question is 
whether R can still withhold 20% withholding tax by invoking Article 29(9) OECD MC because 
Y is not a resident of R (assuming that it can be made plausible that the establishment of Y in 
R is motivated by treaty shopping considerations). It seems crucial to me that Article 29(9) 
applies to ‘a benefit under this Convention (...) in respect of an item of income or capital’. 
Due to the link between the treaty benefit and an item income or capital, the focus is on the 
distributive parts of the convention, in this case Article 11(2). From that provision follows 
the benefit with regard to the withholding tax on interest. That benefit is not derived from 
Article 4 OECD MC although the definition of resident is of importance in the application 
of Article 11(2).866 Therefore, in my opinion the test of Article 29(9) can have no consequences 
for the treaty residence itself, but only for the treaty benefits that the treaty resident enjoys 
on the basis of the distributive part of the treaty.867 It follows that the reasons given for the 
establishment of Y in R for the purposes of Article 4 are irrelevant.

The next question is whether the inclusion of the threshold in the treaty definition has 
consequences for the application of Article 29(9). In other words, should it be assumed that 
if the threshold in the resident definition is met, there can no longer be an abusive situation 
to which Article 29(9) OECD MC applies? Under the current provision, this question must 
be answered in the negative, because the presence of real economic activities is no more 
than a (strong) indication that there is no question of treaty abuse. I nevertheless hold that 
the scope of the PPT is too extensive in that respect, because the tax treaty is intended to 
stimulate cross-border economic activities. Obviously, another purpose of the treaty is the 
prevention of tax avoidance, but why would the use of a treaty be regarded abusive if there 
is actual economic activity, even if those activities are located in a treaty country in order 
to use a tax treaty? This seems, to me, exactly what is intended with such a tax treaty. In 
my opinion, the inclusion of the threshold should therefore result in the PPT only being 
applicable to the income and capital of a resident that can not be related to the activities 
of that resident that are taken into account for the application of the threshold. Only in 
respect of treaty benefits that relate to those components the PPT should in my view apply. 
This should be expressed in the Commentary on Article 29(9) OECD MC, through, for 
example, an amendment to paragraph 181. That paragraph currently states that “(w)here 
an arrangement is inextricably linked to a core commercial activity, and its form had not 
been driven by considerations of obtaining a benefit, it is unlikely that its principal purpose 

866 As stated in paragraph 177 of the Commentary on Article 29(9), the steps that are taken to establish residence under 
Article 4(1) and 4(3) could qualify as an arrangement referred to in Article 29(9). If one of the principal purposes of such an 
arrangement was to obtain treaty benefits, the PPT could apply. In my view, this also applies under the pre 2017 Article 4(3) 
OECD MC. Concurring Bosman (2018a), dissenting Kok (2016), p. 411. 
867 Paragraph 174 of the Commentary on Article 29 OECD MC. 
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will be considered to be to obtain that benefit”. After introduction of the PE-threshold it 
should read: “Where an arrangement is inextricably linked to a core commercial activity 
which is part of the business of an enterprise, granting treaty benefits is in accordance with 
the object and purpose of this Convention.” Based on these considerations, in the above 
case, Article 29(9) should not apply if and to the extent the interest received by Y relates to 
the group financing activities performed.

Paragraph 177 of the Commentary on Article 29(9) is also of relevance in this respect. 
According to that paragraph, the terms arrangement or transaction “encompass 
arrangements concerning the establishment, acquisition or maintenance of a person who 
derives the income, including the qualification of that person as a resident of one of the 
Contracting States, and include steps that persons may take themselves in order to establish 
residence. An example of an “arrangement” would be where steps are taken to ensure that 
meetings of the board of directors of a company are held in a different country in order 
to claim that the company has changed its residence.” Hence, the creation of residency 
in a treaty country by means of moving the effective management of an entity should be 
understood as an arrangement in the sense of the PPT, which leads to the denial of treaty 
benefits in respect of an item of income or capital if the other conditions are met. As 
mentioned before, the introduction of the PE threshold in the definition of resident, in my 
opinion, leads to a different approach (see also section 7.3). The PE-threshold contributes to 
a treaty’s (economic) object and purpose: providing certainty as to the tax treatment of cross-
border activities by residents and thus establishing a stable business climate.868 Hence, if a 
commercial arrangement meets the requirements of the threshold, no situation of abuse 
occurs even if the arrangement has been set up to benefit from tax treaties (and, hence, is 
not ‘bona fide’). This does not mean, however, that no treaty benefits can be withheld from 
such a resident. As argued before, the PPT might be applicable to the income and capital of 
a resident that cannot be related to the activities of that resident that are taken into account 
for the application of the threshold.

8.9 Concluding remarks and final proposal for a novel resident definition

This section starts with a brief overview of the considerations discussed in this chapter with 
regard to the definition of resident to the extent relevant for entities, then provides the 
full text of the proposal for a novel resident definition and concludes with an overview of 
the similarities and differences with regard to the current provision. Because this research 
is limited to the treaty position of entities, the definition to be developed should also be 
limited to entities by the inclusion of the phrase ‘other than an individual’.

868 Bammens & De Broe (2010), para. 6. 
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8.9.1 Overview of relevant considerations

Reference to domestic concepts of residence
In order to establish a direct link between the concept of resident in the convention and that 
in the domestic law of the contracting states, the definition should include a reference to that 
domestic law. A resident under the national law of state A for the taxes to which the treaty 
applies is then automatically treaty resident of state A. Through this link with domestic law, 
it is also achieved that multiple entities that are treated as one resident under that domestic 
law also are regarded jointly as resident under the convention. More importantly, with the 
reference to domestic law, the necessity of the inclusion of a general description as ‘liable 
to tax’ lapses, thus any uncertainty about the content of such a term is avoided. If a state 
recognizes an entity as a resident for (for example) its corporate tax, then that entity is in 
principle also a resident under the treaty, regardless of how that entity is treated within that 
corporate tax. For example, the application of any exemptions is not relevant.

A threshold for substantial nexus
In the search for a threshold with which a sufficient nexus between the (potential) treaty 
resident and the treaty state is guaranteed, connection has been sought with concepts 
that are already used in the context of the OECD MC on the assumption that with such a 
conceptual conformity the new definition fits well with the other provisions of the OECD 
MC. The detailed version of the LOB provision in the Commentary on Article 29 OECD 
MC and the PE concept of Article 5(1) were examined. A number of elements have been 
derived from the LOB provision, which have been taken into account when defining the 
term resident. For example, entities that have a special position in the tax policies of the 
contracting states (such as charities and endowments) can be regarded resident without 
the substantive threshold being met. Furthermore, the LOB provision indicates that group 
management and holding activities deserve special attention and that the threshold should 
be applied at consolidated level, so that the actual activities of a group of companies in a 
country are considered on a consolidated basis as much as possible and is abstracted from 
the legal structure of those activities.

Because the LOB provision originated in the US and most OECD countries are not familiar 
with the expressions used in that provision, I propose not to use the LOB as a threshold, but 
to look for a connection with the PE concept of Article 5(1) OECD MC. The use of the PE as 
threshold, in addition to the familiarity of the expression used, has the advantage that the 
PE in the OECD MC itself functions as a quasi-resident because income from third countries 
is also taxed in the PE-state (insofar as this income is attributed to the PE). It would then 
seem logical when designing a threshold for the residence itself, to find a connection with 
the conditions for the PE. For the application of the threshold at consolidated level, use can 
be made of the definition of connected person in Article 5(8) OECD MC.
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The reference to the PE in the treaty definition is limited to the PE within the meaning of 
Article 5(1). The paragraphs 3 up to and including 7 should not apply to the threshold, because 
these paragraphs serve a different purpose compared to that of the resident definition. 

Treaty eligibility of PEs
The granting of treaty benefits to residents of third countries insofar as they have a PE 
in a treaty state is, in my opinion, a small step if for the concept of resident itself, the 
PE serves as a threshold. As far as treaty protection with respect to income arising from 
business activities is concerned, it should not matter in what legal form these activities are 
conducted. The PE itself is, as has been argued already, a quasi-resident because income 
from third countries can be attributed to the PE and taxed in the PE state. The marking of 
the PE as a full resident is in accordance with this. However, this only applies if and insofar 
as income forms part of the PE result, because only for that PE result there is a nexus with 
the PE-state. This will have to be expressed in the definition.

Entities not qualifying under the PE-threshold
The introduction of a threshold means that certain entities will not (longer) qualify as treaty 
residents. However, states may decide to grant treaty benefits to such entities nevertheless, 
but they will have to arrange this through a specific provision. With respect to charities and 
endowments, it can be explicitly stipulated that they qualify as a resident for the treaty.

For entities with investment activities, reference is made to the suggestions from the 
commentary on Article 1 OECD MC. The investment company may, for the purposes of the 
treaty, be considered transparent or it may be possible to claim treaty benefits if and to 
the extent that the underlying investors / shareholders would be entitled to treaty benefits 
if they had invested directly. A specific treaty provision could be introduced for listed 
investment companies and other widely-held funds.

Entities with real estate investments form a separate category because due to the location 
of the real estate, there is automatically a nexus with a state, so it can be considered to 
include the ownership of real estate as a threshold in the definition of resident. Because 
through such a threshold, the status of treaty resident can be established relatively simply, 
it is appropriate to grant such an entity the status of treaty resident through the resident 
definition.

Finally, entities with a PE in the other contracting state that do not qualify under the PE-
threshold, should be regarded treaty resident to avoid (potential) double taxation on the 
profits attributable to that PE. 

References to (taxable) income?
As explained above, it is proposed to grant a PE treaty access insofar as income is attributed 
to that PE. The question of whether such a reference to income should also be included in 
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the treaty definition for entities has also been discussed. Without a reference to income, an 
entity that complies with the PE threshold has unrestricted access to the treaty, also insofar 
as the income cannot be attributed to the activities that establish that the PE threshold is 
met. Insofar as income has to be allocated to a PE in another state, residency should be 
limited. Treaty benefits for that income are granted by the PE State.

For other income that cannot be attributed to the threshold activities, I propose not to 
include restrictions in the resident definition as this would make the assessment of the 
residence very complicated because then the allocation question must be answered for each 
income component. Possible abuse will have to be combated in another way, for example 
trough transfer pricing adjustments, beneficial ownership criteria and the general anti-
avoidance rule of Article 29(9) OECD MC.

Tie breaker
Under the proposed definition there can only be dual residency in the following situation: if 
an entity qualifies as a resident of two states under the PE threshold and receives income that 
can not be attributed to either PE. It is proposed to have the Place of Executive Management 
of the enterprise primarily decisive for such a situation. PEM is where the final decisions as 
regards the activities of the enterprise of the entity as a whole are made. If the application 
of PEM does not produce a result, the contracting states will have to determine by mutual 
agreement which state will deemed to be the state of residence. Under the MAP, the focus 
first should be on the primary PEM and, if that parameter fails to provide a solution, on 
factors that indate economic allegiance to a state (e.g. assets, turnover and profit, and 
employees). 

DTCs with third countries
If an entity is not considered a resident of State A through the application of the tie-breaker 
provision, in my view that entity should also not be a resident of State A under DTC’s with 
third countries because state A no longer has full jurisdiction over that entity. That is why I 
propose to make the residency of an entity under a treaty dependent on the residency under 
other conventions concluded by the same state.

8.9.2 Proposal

Based on the above considerations, I propose the following novel definition of resident for 
purposes of DTCs concerning entities. 

“1). For the purposes of this Convention, the term “resident of a Contracting State” means  
(a) in the case of (State A),

(i) any resident of (State A) for the purposes of State A’s tax laws other than an individual, 
provided that the resident – whether or not together with its connected persons – in (State 
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A) has a fixed place of business through which the business of an enterprise is wholly or 
partly carried on and provided that the resident is not considered resident of another state 
pursuant to a convention for the elimination of double taxation between (State A) and that 
other state, to the extent that the income and capital dealt with by Chapter III and Chapter 
IV is not attributed to a permanent establishment in another state; and

(ii) any resident of (State A) for the purposes of State A’s tax laws other than an individual, if 
and to the extent that resident derives income from immovable property (including income 
from agriculture or forestry) situated in a Contracting State;

(iii) any resident of (State A) for the purposes of State A’s tax laws other than an individual, 
if and to the extent that resident derives profits from an enterprise that carries on business 
in (State B) through a permanent establishment situated therein;

(iv) any resident of another State for purposes of that State’s tax laws, if that resident carries 
on business in (State A) through a permanent establishment therein to the extent that the 
income and capital dealt with by Chapter III and Chapter IV of that resident is attributed to 
that permanent establishment for the purposes of that other State’s tax law;

(b) in the case of (State B),

(i) any resident of (State B) for the purposes of State B’s tax laws other than an individual, 
provided that the resident – whether or not together with its connected persons – in (State 
B) has a fixed place of business through which the business of an enterprise is wholly or 
partly carried on and provided that the resident is not considered resident of another state 
pursuant to a convention for the elimination of double taxation between (State B) and that 
other state, to the extent that the income and capital dealt with by Chapter III and Chapter 
IV is not attributed to a permanent establishment in another state; and

(ii) any resident of (State B) for the purposes of State B’s tax laws other than an individual, if 
and to the extent that resident derives income from immovable property (including income 
from agriculture or forestry) situated in a Contracting State;

(iii) any resident of (State B) for the purposes of State A’s tax laws other than an individual, if 
and to the extent that resident derives profits from of an enterprise that carries on business 
in (State A) through a permanent establishment situated therein;

(iv) any resident of another State for purposes of that State’s tax laws, if that resident carries 
on business in (State B) through a permanent establishment therein to the extent that the 
income and capital dealt with by Chapter III and Chapter IV of that resident is attributed to 
that permanent establishment for the purposes of that other State’s tax law;

2). A person is connected to a resident if, based on all the relevant facts and circumstances, the 
person has control of the resident, the resident has control of the person or both are under the 
control of the same person or persons. In any case, a person shall be connected to a resident 
if one possesses directly or indirectly more than 50 per cent of the beneficial interest in the 
other (or, in the case of a company, more than 50 per cent of the aggregate vote and value of 
the company’s shares or of the beneficial equity interest in the company) or if another person 
possesses directly or indirectly more than 50 per cent of the beneficial interest (or, in the case of 
a company, more than 50 per cent of the aggregate vote and value of the company’s shares or of 
the beneficial equity interest in the company) in the person and the resident.
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3). Where by reason of the provisions of paragraph 1 the resident is resident of both Contracting 
States, then it shall be deemed to be a resident only of the State in which its place of executive 
management is situated. Where a place of executive management is not situated in only one 
of the Contracting States, the competent authorities of the Contracting States will determine 
by mutual agreement the Contracting State of which such resident shall be deemed to be a 
resident for the purposes of the Convention.

4). For the purposes of this Convention, as a “resident of a Contracting State” will also be 
considered, in the case of [State A], a [ ] and, in the case of [State B], a [ ], as well as any other 
pension fund, charity, endowment or entity engaged in comparable activities and resident in 
either Contracting State pursuant to its domestic tax laws, to which the competent authorities 
of the Contracting States agree to apply this paragraph.”

8.9.3 Similarities and differences

The table below provides an overview of the similarities and differences between Article 4(1) 
and 4(3) and the developed proposal. 

Article 4 OECD MC Proposed approach 

Link with resident under domestic law

Article 4(1), first sentence

1. For the purposes of this Convention, the term 
“resident of a Contracting State” means any person 
who, under the laws of that State, is liable to tax 
therein by reason of his domicile, residence, place 
of management or any other criterion of a similar 
nature, (…). 

 
Article 4(1)(a)(i)

1. For the purposes of this Convention, the term “resident of a 
Contracting State” means 

(a) in the case of (State A),

(i) any resident of (State A) for the purposes of State A’s tax laws other 
than an individual (…)

Effect of dual residency for DTCs with third 
states

Article 4(1), second sentence

This term, however, does not include any person who 
is liable to tax in that State in respect only of income 
from sources in that State or capital situated therein.

Article 4(1)(a)(i)

(i) (…) provided that the resident is not considered resident of another 
state pursuant to a convention for the elimination of double taxation 
between (State A) and that other state

Substantive threshold

Not included

Article 4(1)(a)(i)

(i) (…) provided that the resident – whether or not together with its 
connected persons – in (State A) has a fixed place of business through 
which the business of an enterprise is wholly or partly carried on (…) 

Attribution and (actual) taxation of income

Not included

Article 4(1)(a)(i)

(i) (…) to the extent that the income and capital dealt with by Chapter 
III and Chapter IV is not attributed to a permanent establishment 
in another state;
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Article 4 OECD MC Proposed approach 

Real estate entities, not qualifying under the 
threshold

Not included

Article 4(1)(a)(ii)

(ii) any resident of (State A) for the purposes of State A’s tax laws other 
than an individual, if and to the extent that resident derives income 
from immovable property (including income from agriculture or 
forestry) situated in a Contracting State;

Entities, not qualifying under the threshold 
with a PE in the other contracting state

Not included

Artricle 4(1)(a)(iii)

(iii) any resident of (State A) for the purposes of State A’s tax laws 
other than an individual, if and to the extent that resident derives 
profits from of an enterprise that carries on business in (State B) 
through a permanent establishment situated therein;

Treaty eligibility of PE

PE not recognized as treaty resident

Article 4(1)(a)(iv)

iii) any resident of another State for purposes of that State’s tax laws, 
if that resident carries on business in (State A) through a permanent 
establishment therein to the extent that the income and capital dealt 
with by Chapter III and Chapter IV of that resident is attributed to 
that permanent establishment for the purposes of that other State’s 
tax law;

Definition of connected person for purposes 
of substantive threshold

Not included

Article 4(2)

2). A person is connected to a resident if, based on all the relevant 
facts and circumstances, the person has control of the resident, the 
resident has control of the person or both are under the control of the 
same person or persons. In any case, a person shall be connected to a 
resident if one possesses directly or indirectly more than 50 per cent of 
the beneficial interest in the other (or, in the case of a company, more 
than 50 per cent of the aggregate vote and value of the company’s 
shares or of the beneficial equity interest in the company) or if 
another person possesses directly or indirectly more than 50 per cent 
of the beneficial interest (or, in the case of a company, more than 50 
per cent of the aggregate vote and value of the company’s shares or 
of the beneficial equity interest in the company) in the person and 
the resident.
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Article 4 OECD MC Proposed approach 

Tie breaker 

Article 4(3)

3. Where by reason of the provisions of paragraph 1 a 
person other than an individual is a resident of both 
Contracting States, the competent authorities of the 
Contracting States shall endeavour to determine by 
mutual agreement the Contracting State of which 
such person shall be deemed to be a resident for the 
purposes of the Convention, having regard to its 
place of effective management, the place where it is 
incorporated or otherwise constituted and any other 
relevant factors. In the absence of such agreement, 
such person shall not be entitled to any relief or 
exemption from tax provided by this Convention 
except to the extent and in such manner as may be 
agreed upon by the competent authorities of the 
Contracting States.

Article 4(3)

3). Where by reason of the provisions of paragraph 1 the resident is 
resident of both Contracting States, then it shall be deemed to be a 
resident only of the State in which its place of executive management 
is situated. Where the place of executive management is not situated 
in only one of the Contracting States, the competent authorities 
of the Contracting States will determine by mutual agreement the 
Contracting State of which such resident shall be deemed to be a 
resident for the purposes of the Convention.

Other entities, not qualifying under the 
threshold

Not included

Article 4(4)

4). For the purposes of this Convention, as a “resident of a 
Contracting State” will also be considered, in the case of [State A], 
a [ ] and, in the case of [State B], a [ ], as well as any other pension 
fund, charity, endowment or entity engaged in comparable activities 
and resident in either Contracting State pursuant to its domestic tax 
laws, to which the competent authorities of the Contracting States 
agree to apply this paragraph.
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Chapter 9
Conclusions

The term resident is frequently used in the OECD MC. Consequently, for a correct 
application of OECD MC-based tax treaties and, in the light of the OECD MC’s object and 
purpose, a clear definition of the concept of resident is of great importance. That is why the 
following question is central to this research:

In its application to entities, does the definition of resident, contained within Article 4 OECD 
MC, effect conformity with the object of a treaty based on the OECD MC ? If not, how should 
Article 4 OECD MC and/or the related Commentary be adjusted to meet the needs of a treaty 
based on the OECD MC.

For the purpose of answering this research question, the following sub-questions were 
identified. 

1. What follows from the history of Article 4 that is relevant for the interpretation and 
the further development of the provision?

2. Which interpretation method and what means of interpretation should be used to 
interpret Article 4(1) and 4(3) OECD MC? 

3. What is the meaning of Article 4(1) OECD MC if applied to entities? 
4. What is the meaning of Article 4(3) OECD MC if applied to entities that are resident of 

both contracting states pursuant to Article 4(1) OECD MC? 
5. What is the object and purpose of a DTC based on the OECD MC? 
6. What prerequisites apply to a definition of resident for purposes of a DTC as regards 

entities?
7. What amendments to Article 4(1) and 4(3) and/or the Commentary thereon contribute 

to the object and purpose of a DTC based on the OECD MC?
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Before answering the central research question, I elaborate on these sub-questions. Section 
9.1 deals with the sub-questions 1 to 5, to evaluate the effect of Article 4(1) and 4(3) OECD MC 
if applied to entities. Section 9.2 defines the prerequisites for a (any) treaty definition of 
resident in answer to sub-question 6. Section 9.3 covers the proposal for a novel definition 
of resident (sub-question 7). Final conclusions are presented in section 9.4.

9.1 Evaluation of the effect of Article 4(1) and 4(3) OECD MC if applied to 
entities

Section 9.1.1 answers the sub-questions 1 to 5, based on the findings in the previous 
chapters. Reference is made to the sections that provide the input for the answers to the 
sub-questions. The overall conclusions as to the evaluation of the effect of Article 4(1) and 
4(3) are summarized in section 9.1.2. 

9.1.1 Answers to the sub-questions 1 to 5

1. What follows from the history of Article 4 that is relevant for the interpretation and the 
further development of the provision? (section 2.3)

The League of Nations’ activities resulted in the various model tax conventions and 
studies on international taxation. Resulting from these models and studies the following 
topics are derived that are relevant for the interpretation of Article 4 OECD MC and for 
the further development of the provision (section 2.1.8). For interpretation purposes, the 
documentation reflects the development of expressions that are part of ‘international 
tax language’ and are used in Article 4 OECD MC and its Commentary. Therefore, the 
documentation may be relevant to establish the ordinary meaning of these terms as meant 
in Article 31 VCLT. Furthermore the documentation functions as a supplementary means of 
interpretation (see section 3.4.2). For tax policy reasons, choices made in the past may be 
relevant to (re)consider. 

• Personal scope: place of domicile of an entity (the real centre of management)
In the early League of Nations models, nationality is used as the distinguishing 
criterion for personal scope. In later models, nationality is replaced by ´place of fiscal 
domicile´ of both individuals and legal persons. The term ‘resident’ was not yet used. 
The concept of fiscal domicile, insofar as it was deemed important for entities, was 
often characterized by means of the ‘real centre of management’ criterion, a concept 
that has never been specified in the model treaties themselves. Only in the comments 
to the 1925 model the real centre of management is further defined as the ‘effective 
centre’, the ‘brain’ and the ‘management and control’ of the business. What this 
description actually entails has not been explained in more detail.
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There is no evidence that with the use of the term ‘place of domicile’ it was intended 
to refer to the residents’ concepts under the domestic law of the contracting states. At 
least, that is not clear from the model treaties and the explanations. If it can indeed be 
assumed that the term ‘place of domicile’ is a treaty-autonomous concept, then there 
is a different approach in this respect than in the OECD MC. It is not my preference 
to use such a treaty-autonomous approach to the concept of resident (inter alia 
determining the personal scope of the treaty). In my view there should be a direct link 
between the treaty concept and that in domestic law. I will elaborate on this below. 

• Real centre of management used in relation to both residence and source taxation
The real centre of management was not only used to determine the place of domicile 
of an entity, but was also deemed to be a permanent establishment (in a number of 
League of Nations models) for the purposes of source taxation. The same applies to 
the ‘head office of an enterprise’, an expression that was not specified further. For 
example, in the 1925 Model, ‘head office’ (along with the ‘real centre’ or ‘management’) 
was used for both the determination of the place of domicile (relevant for tax on the 
worldwide income) and for the allocation of business income (source taxation). From 
this, in my opinion, a conceptual concurrence can be deduced between the residency 
of entities and the presence of a source of income. If the head office is used both to 
establish a source of income and to determine the place of residence of a company, that 
place of residence (indirectly) constitutes a source of income. The same can be stated 
with regard to the term ‘place of management’, which appears in both Article 4(1) and 
Article 5 OECD MC. If a place of management leads to a permanent establishment 
within the meaning of Article 5, with consequent taxation rights for the source 
state, it can be argued that taxing rights based on residency on the basis of a place of 
management are also based on the presence of a source of income. This observation 
supports my proposal presented in section 8.3 that a permanent establishment should 
be deemed to be a resident for purposes of a DTC. 

• Introduction of fully liable to tax
The term ‘fully liable to tax’, included later on in the Commentary on Article 4 OECD 
MC, was used by Mitchell B. Caroll in his 1933 study as an umbrella term for all those 
situations in which a state claims jurisdiction to tax an entity’s worldwide income. 
In this way, the term was also used by the OECDs WP2 in the development of Article 
4(1) OECD MC. WP2 initially used the expression in the definition of resident. 
After intervention by the Fiscal Committee, the expression was given a place in the 
commentary on Article 4 OECD MC. The manner in which Caroll referred to the term, 
is of importance for its interpretation.
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In 1956, the OEEC took the initiative to develop a model tax treaty. The resident definition 
of Article 4 was introduced. Even more so than the models of the League of Nations, the 
history of the OECD MC, is important for the interpretation of the current definition 
because that history sheds light on the ordinary meaning of the treaty terms (Article 31 
VCLT). Furthermore, history can sometimes reveal why the OECD has chosen a certain 
approach, and the question is whether the arguments that were decisive at the time remain 
so, from a tax treaty policy perspective.

• Necessity of a treaty definition of resident
The introduction of a definition of resident was not deemed necessary by WP2, the 
Working Party that prepared the proposal. WP2 proposed to include only a reference 
to the concept of residence under national law and to introduce only a tie breaker 
provision. The fact that for WP2 the introduction of a treaty definition of resident was 
not self-evident and not even necessary, raises the question of the added value of the 
definition. Apparently, according to WP2, it could also be without. In the second part 
of the present study the question of the necessity of the treaty definition is discussed 
(section 7.3). It is concluded that a definition of resident should be included and that 
such definition should establish that any resident under the domestic law of the 
contracting state, is also regarded a resident for treaty purposes, at least as a starting 
point. 

• Introduction ‘liable to tax’ 
Upon request of the Fiscal Committee, WP2 came up with a draft of the resident 
definition, using the expression ‘fully liable to taxation’ as an overarching reference 
to the (different) concepts used by states to designate entities as residents. By means 
of this reference, WP2 sought to connect with the residents under national law for the 
purpose of the treaty residence; those persons who are resident under domestic law 
should also be regarded as residents of the Convention. 

However, the Fiscal Committee rejected the use of the term full liability to taxation as 
the term was not used in all the OEEC Member States and the expression fully liable 
to taxation was replaced by ‘liable to taxation by reason of domicile, residence, place 
of management or any other similar criterion.’ As this latter phrase in the view of 
WP2 had the same result as expression fully liable to taxation, in my view it can be 
concluded that at least in the opinion of WP2 ‘fully liable to tax’ and ‘liable to taxation 
by reason of …’ coincide. There is also no indication that the Fiscal Committee with the 
introduction of the latter sentence intended a different approach. 

Some of the initial proposals of WP2 included a further condition as regards eligibility 
to treaty benefits. If the right to tax conferred on a contracting state was not exercised 
by that state, according to the WP2s proposal, the other state should not be obliged 
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to refrain from exercising its taxing rights based on domestic law. WP2 thought it 
necessary to include such a further requirement to make sure that treaty benefits 
could only be claimed if the taxpayer was subject to effective taxation, which was not 
certain under the sole requirement that the treaty applied to a person who was liable 
to tax. Such an additional requirement ultimately did not end up in the OECD MC. 
However, the fact that such a separate ‘subject to tax’ test was initially proposed by 
WP2 leads me to conclude that such a requirement is not included in the (fully) liable 
to tax condition.

• Introduction of the second sentence of Article 4(1) OECD MC
The second sentence of Article 4(1) was introduced in view of the treaty access of 
diplomatic and consular personnel. Diplomatic personnel pursuant to international 
law was liable to tax in the receiving state only on income from sources in that state, 
was not to be regarded resident of the receiving state under tax treaties of that 
state. Why the second sentence refers not only to ‘individual’ but uses the broader 
term ‘person’ is unclear. The reference to person made it possible to include in the 
Commentary on the provision, the statement that the second sentence of Article 4(1) 
also applies to dual resident entities and conduit companies. Whether there is indeed 
room for an interpretation of the treaty provision in accordance with Article 31 and 32 
VCLT, as a result of which dual residents and conduit companies do not enjoy treaty 
protection, has been extensively discussed in the interpretation chapter of this study 
(section 5.6). My conclusion, which I explain below, is that this does apply to dual 
residents, but not to entities that are entitled to special arrangements under national 
law which they can apply as conduit companies.

• Treaty entitlement of PEs 
The question of treaty access as a resident of permanent establishments was raised 
during the discussions in the Fiscal Committee on a draft model, but ultimately left 
unanswered. Nevertheless, this is an important issue to be dealt with from a tax policy 
perspective. This policy question has been discussed in detail in the second part of this 
research (section 8.3). Based on the similarities in the taxation of a PE and that of an 
entity, non-discrimination considerations and the ‘authorised OECD approach’ as to 
the attribution of profits to a PE, I propose that a PE should be granted treaty benefits 
in a contracting state of a resident of a third state.

• Definition of resident and source taxation
Under Articles 10 and 11 OECD MC, the expression resident of contracting states not 
only functions to determine which state should treat an entity as resident for purposes 
of taxation of worldwide income, but also to establish a source of income. For example, 
pursuant to Article 10, dividends paid to a resident in state A by a resident in state B may 
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be taxed in state A. Thus, the (shareholding in the) resident in state B is to be considered 
that source of the dividend income. That the term ‘resident’ therefore actually fulfills 
a dual role, has not been considered explicitly by the various committees and working 
groups that drafted the OECD MC. From the documentation, it cannot be established 
why that is the case. However, in my view, the effect of the dual function of resident 
should be taken into account in the evaluation of the definition’s functioning because 
the parameters of establishing a taxable source may very well be different from that of 
establishing residence. 

• Place of effective management as a tie breaker 
The expression ‘place of effective management’ was included in the tie breaker of 
Article 4(3) OECD MC until it was replaced by a MAP in the 2017 OECD MC. However, 
POEM has not been specified and received little attention during the development 
of the 1977 OECD MC. The reason for this does not follow from the available 
documentation. Furthermore, an entity that is a resident of both contracting states 
does not necessarily have its place of effective management in either of the two states. 
In such a (presumably rare) situation, the use of POEM does not provide a solution. 
The tie breaker that was proposed by WP2 in 1957 (section 2.2.1.4.) contained a 
mutual agreement procedure. The proposal has lapsed without further substantive 
explanation, but would have provided a solution inter alia in the situation in which 
POEM would not be in one of the two Contracting States. That is the reason why in my 
view a MAP is to be used as safety net (section 8.6).

In summary, the documentation on the development of the League of Nation’s models and 
the OECD MC, lead to the following observations to the extent relevant for the interpretation 
of Articles 4(1) and 4(3):

(i) the expression ‘liable to tax by reason of ....’ refers to concepts that were used in 
the domestic tax system of the states involved in the development of the different 
models, to determine residence for application of worldwide taxation. This also 
applies to the expression ‘fully liable to tax’, originally included in the proposed 
article, but later on used in the commentary thereon. The documents studied, show 
that this use of ‘fully liable to tax’ can be traced back to 1933. 

(ii) The second sentence of Article 4(1) was introduced to solve the issue of treaty 
entitlement of diplomatic and consular personnel. However, the sentence refers to 
‘person’ in general and not solely to individuals. Why the [broader] term ‘person’ 
was included in 1977, is not clear. 

As regards the further development of the definition of resident, from its history is derived 
that the following topics are to be taken into account: 
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(i) the necessity of a treaty definition; 
(ii) treaty entitlement of PEs;
(iii) the function of the term resident to establish the right of the source state to tax 

certain income.

2. What means of interpretation should be used to interpret Article 4(1) and 4(3) OECD 
MC? (section 3.5)

To evaluate the functioning of Article 4, its meaning should be established in accordance 
with the applicable interpretation provisions: the Articles 3(2) OECD MC and articles 31 
and 32 VCLT. In this dissertation, Article 3(2) OECD MC is treated as a lex specialis to the 
two latter provisions. Pursuant to Article 3(2) OECD MC first it should be assessed what is 
the domestic meaning of a particular treaty expression. If such a domestic meaning can be 
established, it should be assessed whether the context referred to in Article 3(2) OECD MC 
requires another, a treaty autonomous or contextual meaning. In my view the context for 
purposes of Article 3(2) is very broad and consists of all documents that could contribute to 
establish the intention of the parties (e.g. the treaty as a whole, subsequent agreements, 
preparatory documents, the OECD Commentary). From this context it may be derived 
that using another meaning is necessary given an undesired effect of using the domestic 
meaning, e.g. a different application of the treaty by the contracting states to the same facts 
as that could be in breach with the principles of reciprocity and good faith. Also the purpose 
of the treaty may be better served using that other meaning. 

Thus, as a principle rule, the terms used in Article 4(1) and (3) shall have the meaning they 
have under the domestic tax law of the state applying the treaty. If such a domestic meaning 
cannot be established, the terms should be interpreted in accordance with the interpretation 
provisions of the VCLT. If such a domestic meaning can be established, but the context 
requires that a term shall have another meaning, that other meaning should be established 
in accordance with the interpretation provisions of the VCLT. Hence, the interpretation of 
Article 4(1) and (3) dealt with in chapter 5 and 6 of this study, is composed of three stages: 

(i) establishing the domestic law meaning of the term; 
(ii) if a domestic law meaning is established: determining whether the context requires 

another meaning; and 
(iii) if no domestic law meaning is established or if the context requires another meaning: 

establishing the meaning of the term according to the Articles 31 and 32 VCLT. 

In that third stage, the interpretation rules of Articles 31 and 32 serve as a framework for 
treaty interpretation because, I consider the nature of the interpretation process excludes 
a predetermined ranking of methods referred to in Article 31(1). Determining the meaning 
of a treaty term implies that the method(s) to be used and the weighing of the results of the 
different methods depend on the peculiarities of the rules to be interpreted. Within this 

EVALUATION OF THE EFFECT OF ARTICLE 4(1) AND 4(3) OECD MC IF APPLIED TO ENTITIES 9.1



306

framework of Article 31 and 32, the OECD Commentary, though in my view it cannot be 
regarded as context meant in Article 31(2), should be treated as context given its function 
in the international tax area, in particular with regard to the OECD MC. The Commentary 
in that way contributes to the establishment of the ordinary meaning of the terms. The 
Commentary furthermore helps in defining the object and purpose of DTCs as referred to 
in the title and the preamble to the OECD MC. 

Like the Commentary on the OECD MC, historical documents may contribute to uncovering 
the ordinary meaning of undefined treaty terms according to international tax language. 
Additionally, these documents serve as supplementary means of interpretation. Similarly, 
case law, which is used in this study as a litmus test to critically evaluate the preliminary 
conclusions reached as regards the interpretation of the various parts of Article 4. 

3. What is the object and purpose of a DTC based on the OECD MC and what is the role of 
Article 4? (section 4.6)

The object and purpose of a DTC based on the OECD MC is to prevent double taxation and 
tax avoidance and evasion. With the prevention of double taxation, cross-border economic 
activities in the broadest sense are stimulated. The contracting states seek to achieve this 
goal through the allocation of taxing rights and the availability of tax credits or exemptions. 
In this the concept of resident as defined in Article 4 plays an important role. The treaty is 
(only) applicable to residents (Article 1 OECD MC) and the distributive rules of the treaty and 
Articles 23A and 23B OECD MC usually only apply if there is a payment by or to a resident. 
And in the case of dual residency under Article 4(1), the realization of object and purpose 
would be jeopardized if the treaty residence was not unambiguously established. To that 
end, Article 4(3) OECD MC is included.

In addition to the prevention of double taxation, the tax treaty targets the prevention of 
tax avoidance and evasion e.g. through treaty shopping. Parts of the OECD MC (such as 
its title, the preamble and Article 29 OECD MC) and other relevant sources (such as the 
Commentary on Article 1 of the OECD MC) contribute to the understanding of the concept 
of treaty shopping. The question is whether this understanding of treaty shopping also 
contributes to the interpretation of Articles 4(1) and 4(3). It should be acknowledged that, 
for example, the general anti-abuse rule of Article 29(9) OECD MC, applies only after a 
provision has been interpreted in the light of the context and the object and purpose of the 
treaty and its ordinary meaning has been established. The PPT of Article 29(9) is a means 
of last resort: it allows states to disregard certain transactions or arrangements. But to be 
able to disregard a resident, that resident should be acknowledged first. As long as Article 4 
OECD MC does not include a subjective test that assesses the intention of the parties to the 
transaction or arrangement, the prevention of tax avoidance as an object and purpose of 
the treaty, in my view, is irrelevant for the interpretation of Article 4. If the provision would 
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contain only objective characteristics (which might even serve to prevent treaty shopping), 
the treaty definition of resident would form a safe harbor for the treaty shopper. As long as 
no subjective test is introduced, I contend that it cannot be maintained that an entity that 
fulfills all (objective) conditions for residency is not a resident because its motive to be a 
resident is in the use or abuse of the treaty. However, that does not mean that under Article 
29(9) OECD MC a resident’s treaty benefits cannot be withheld. Obviously, residency could 
be established for purposes of treaty shopping and the eligibility for treaty benefits could be 
denied in such a case based on the PPT. However, this does not alter my opinion the PPT 
cannot affect the qualification of resident under Article 4 OECD MC and that the object of 
prevention of treaty shopping can not play a role in the interpretation of Article 4.

4. What is the effect of Article 4(1) OECD MC if applied to entities? (section 5.7)

In order to determine the effect of Article 4(1), first sentence, OECD MC in accordance with 
the applicable provisions for treaty interpretation, first of all the domestic law meaning 
should be established of the various undefined terms used in the provision, in particular 
of ‘under the laws of that State’, ‘liable to tax’, ‘domicile’, ‘residence’, ‘place of management’ 
and ‘a similar nature’. If the meaning could not be deduced from domestic law or if the 
context of the treaty term required otherwise, then the treaty-autonomous, the contextual 
meaning of the term was established.

• Domestic law meaning unless the context otherwise requires (sections 5.1.6 and 5.2)
To determine a (possible) domestic law meaning of undefined treaty terms, research 
has been conducted in the law of Germany, France, the Netherlands, the United 
Kingdom and the United States. With the exception of the expression ‘place of 
management’ and, as regards the UK, the expression ‘domicile’, no domestic law 
meaning can be established for the other terms used in Article 4(1), first sentence. 

The domestic law meaning of the term ‘place of management’ in my view can not be 
used automatically when interpreting Article 4(1) because that would contrary to the 
context of the term (in this case in particular Article 4(1) as a whole and the object and 
purpose of the treaty). Pursuant to the provision, an entity is resident of a contracting 
state, if it is liable to tax under the laws of that state. If the laws of a state are decisive in 
determining the liability to tax, then, at the very least, in my view it seems strained to 
consider the domestic law of the other state decisive for the interpretation of the term 
‘place of management’. Furthermore, the purpose of the treaty may be better served 
if the domestic law meaning in state X is not used to determine whether an entity is 
resident of state Y because the result might be that that entity is not regarded a treaty 
resident whereas it is a resident uder Y’s domestic tax laws. Then (potential) double 
taxation is not avoided. To deny a domestic resident of state Y treaty access based on 
the interpretation of place of management in accordance with the domestic meaning 
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of state X would in my view, also be in breach with the principle of good faith between 
X and Y; X would apply its own, domestic standards of residence to entities which Y 
regards, on the legitimate basis of its own domestic law, its residents. 

• Under the laws of that State (section 5.4.4) 
To qualify as resident in a state, an entity should be liable to tax under the laws of that 
state. From the purpose of Article 4 and the use of the term ‘laws’ in the OECD MC as 
a whole and the Commentary on Article 4 is derived that ‘laws’ refers to substantive 
domestic tax legislation. In dualist states, obligations from international law have 
effect in the domestic sphere through (domestic) legislation. Such legislation is not 
equal to the substantive legislative products that are based on a state’s jurisdiction 
to tax (the former is of a purely procedural nature). In my view, from the context of 
the term ‘laws’ (the treaty as a whole and the OECD Commentary) and its object and 
purpose, it is to be derived that legislation by which a state integrates its international 
legal obligations in its domestic legal order, is not covered by the term ‘laws’. From 
the various passages in the OECD MC that refer to ‘laws’ is to be concluded that 
an interpretation of ‘laws’ in Article 4(1), as meaning the (substantive) domestic 
legislation concurs with the use of the same term in other provisions of the OECD 
MC. Furthermore, that reading concurs with the use of the term in the Commentary 
on Article 4(1) (e.g. paragraphs 4, 8, 8.1 and 8.6). 

• Liable to tax by reason of residence, domicile, place of management or any other criterion of a 
similar nature (section 5.5.4.15)
An entity is resident under the OECD MC if it is liable to tax by reason of residence, 
domicile, place of management or any other criterion of a similar nature. The question 
is what the criteria ‘residence’, ‘domicile’ and ‘place of management’ entail with regard 
to the content of the ‘liable to tax’ requirement. Wat is the ‘nature’ of these criteria? 
From the Commentary on Article 4(1) OECD MC (paragraphs 3 and 21 in particular) 
it can be concluded that these criteria establish a liability to tax that is based on a 
personal attachment to a state (generally referred to as ‘residence taxation’, taxation of 
the world income). Such personal attachment does not necessarily imply a territorial 
nexus. This interpretation is in agreement with the wording of the provision and the 
treaty’s object and purpose which is to divide taxation rights between the state that 
assumed tax jurisdiction on the entity (the residence state) and the state of source. 
Hence, any criterion used in domestic law passes the test of Article 4(1), provided 
such domestic criterion results in residence-based taxation (taxation of worldwide 
income). All that the expression ‘liable to tax’ requires is a state to have assumed full 
tax jurisdiction to the effect that the entity’s liability to tax, based on the domestic tax 
legislation, is unlimited. Whether the resident state’s tax jurisdiction is limited based 
on international (tax) law is irrelevant . 
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The text of Article 4(1) itself in my view does not provide conclusive guidance on the 
meaning of ‘liable to’ and on a choice between ‘formal liable to tax’ and ‘effective liable 
to tax’. The subsequent wording (“based on residence, domicile, place of management 
or any other criterion of a similar nature”) implicitly only refers to a formal liability 
because the criteria mentioned establish a relationship with a certain state, without 
any subsequent requirement relating to any form of an effective liability. In the absence 
of any qualifying criterion substantiating the nature of the liable to tax requirement, 
I consider that the formal approach is preferable to an approach focusing on an 
effective liability to tax. Also the Commentary on the OECD MC does not provide any 
conclusive arguments against the position that ‘liable to tax’ refers to a formal tax 
liability. Moreover, the majority view on the liable to tax requirement expressed in 
paragraph 8.11 points to a formal approach towards liable to tax. In my view, a strong 
argument in favour of the conclusion that ‘liable to tax’ entails such a formal approach, 
is to be derived from the function of Article 4(1) within the OECD MC. The provision 
serves the application of the distributive part of the treaty by attaching a person to the 
tax jurisdiction of a contracting state. Such a person is resident if, as a result of the 
domestic tax legislation, that state has assumed full taxing jurisdiction resulting in 
a unlimited liability to tax. Article 4(1) sets no additional requirements as to the way 
that state uses its tax jurisdiction. This is especially relevant for the treaty position of 
wholly or partly tax exempt entities such as pension funds and entities treated under 
a preferential regime because these entities generally benefit from (part) exemption 
which would cause the denial of the status of treaty residents if liable to tax would 
entail an effective tax liability.

• Tax (section 5.5.5)
Pursuant to the context of the term in ‘tax’ in Article 4 (in particular the OECD MC as 
a whole), that term should be explained in accordance with Article 2, which defines 
the taxes to which the treaty applies. Liability to one of the taxes mentioned, is both 
sufficient and necessary to fully qualify as a treaty resident. Liability to tax must be 
established through factors that result in residence taxation. Liability to impersonal 
taxes or source taxes (taxes on the income from a specific asset or activity, for example 
dividend tax) is not caused by the criteria mentioned and therefore the liability to such 
taxes is not a liability to tax under Article 4(1) OECD MC. 

In summary, under Article 4(1), first sentence, an entity is resident in a contracting state if, 
in its legislation on taxes to which the convention applies, that state has assumed full tax 
jurisdiction over that entity. Full tax jurisdiction refers to the capacity of the residence state 
to tax the entity on its world income, based on the states’ domestic tax legislation. If this 
jurisdiction to tax an entity’s world income – referred to as residence taxation in contrast 
with source taxation – is derived from the criteria mentioned in Article 4(1) (‘by reason of 
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residence, domicile, place of management and any other criterion of a similar nature’), the 
requirements of Article 4(1), first sentence, are met. 

Pursuant to Article 4(1), second sentence, the treaty status of resident is still denied if an entity 
“is liable to tax in that State in respect only of income from sources in that State or capital 
situated therein”. The question is how to apply this second sentence to entities, especially 
conduit companies and entities that are regarded resident of both contracting states pursuant 
to Article 4(1), first sentence (dual resident entities). To assess the scope of the second sentence, 
first should be defined what is meant by ‘income from sources in that State’. 

• Income from sources in that State (section 5.6.2)
The expression ‘income from sources in that State or capital situated therein’, within 
the context of the OECD MC refers to the income and capital that is attributed to the 
non-resident state under the allocation rules of the treaty. A person is not liable to 
tax in the sense of Article 4(1), second sentence, if that person is liable to tax only with 
regard to that income. This conclusion is supported by Article 4(1) and the OECD MC 
as a whole, the introduction to the OECD MC, the (numerous) references to ‘source’ 
in the Commentary on the OECD MC, and the object and purpose of the OECD MC. 
This conclusion applies if and only to the extent all income is covered by the treaty. If, 
for example due to the omission of an ‘other income’ provision (equivalent of Article 
21 OECD MC), part of the income is not dealt with by the allocation rules of the treaty, 
the dual resident company may very well still be liable to tax in the sense of Article 
4(1) in the ‘source’ state. As a consequence, such an entity in my view is resident for 
purposes of DTCs between the ‘source’ state and third states. 

• Conduit companies (section 5.6.3.1)
Conduit companies that benefit from domestic privileges and tax incentives arguably 
cannot be denied the status of resident for treaty purposes based on the second 
sentence of Article 4(1) because such entities are still liable to tax on their world income; 
these entities are completely under the tax jurisdiction of the residence state in the 
sense that the residence state has assumed full tax jurisdiction. The fact that the state 
of residence decides to not fully exercise that right is irrelevant. This conclusion is 
primarily based on the purpose of the second sentence which in my view is to exclude 
persons that are not fully under the tax jurisdiction of a state as a result of international 
(tax) law obligations. An example is the treaty position of foreign diplomats to whom 
the receiving state cannot fully execute its taxation rights under national law due to 
obligations under international law. 
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• Dual resident entities (section 5.6.3.2)
The second sentence of Article 4(1) is introduced to solve the (perceived) indistinctness 
regarding the position of diplomats (section 2.2.3.1). Based on international law, 
diplomats are not fully under a sending states taxing jurisdiction and, thus, are liable 
to tax in the sending state only on income from sources in that state. As a result, 
such diplomats are not regarded residents of the sending state for purposes of the 
tax treaties pursuant to the second sentence. It follows that international obligations 
(treaties) may affect the liability to tax as referred to in the second sentence. 

Based on the wording of the second sentence, it not only applies to individuals but also 
to entities. As from the 2008 amendment, according to the Commentary on Article 
4(1), the second sentence has an effect on the position of dual resident entities. An 
entity that is resident of two contracting states (e.g. the Winner state and the Loser 
state) pursuant to Article 4(1) of the Winner-Loser DTC, is deemed to be resident of 
one of these states under Article 4(3) (e.g. the Winner state). Under the interpretation 
of the second sentence propagated by the Commentary, the consequence of the 
application of Article 4(3) of the Winner-Loser DTC is that the entity is liable to tax 
in the Loser state, only on income from sources in the Loser state. I agree with that 
interpretation. Despite the fact that under the domestic laws of the Loser state, the 
entity still is liable to tax on its world income, as a result of the conclusion of the treaty 
with the Winner state, the Loser state no longer has full tax jurisdiction over the 
entity. If under the jurisdiction that the Loser state retains, the entity’s liability to tax 
is limited to the income from sources in the Loser state (meaning the income that is 
attributed to the Loser state under the allocation rules of the Winner-Loser treaty). As 
a consequence, that entity is not fully liable to tax as is required to qualify as a treaty 
resident under the DTCs between the Loser state and third countries. In my view, this 
follows from the wording of the provision, Article 4(1) as a whole and the object and 
purpose of the OECD MC (in addition to the 2008 amendment in the Commentary). 
It is important to note that for the application of the second sentence of Article 4(1) 
under a treaty between the Loser state and a third state, there is no need to enter into 
the interpretation of Article 4 in the Winner-Loser DTC. In my view, it is a matter of 
fact if the Winner-Loser DTC results in liability to tax of the dual resident entity in the 
Loser state that is limited to income from sources in that state. 

5. What is the effect of Article 4(3) OECD MC if applied to entities that are resident of both 
contracting states pursuant to Article 4(1) OECD MC? (sections 6.1.8 and 6.2.3)

Chapter 6 assesses both Article 4(3) of the pre 2017 OECD MC and Article 4(3) of the 2017 OECD 
MC. The pre 2017 OECD MC used the POEM as the distinguishing criterion to solve a case 
of dual residency. It is not possible to provide a comprehensive definition (or description) 
of the term POEM based on the wording of the OECD-MC and the Commentary thereon. 
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The wording is indeterminate whereas the Commentary is ambiguous and does not provide 
clear criteria especially as regards the level of management that should be focused on when 
determining POEM. However, the interpretation and application of POEM in the case law 
discussed in section 6.1.7, show great similarity. “Effective management” is defined as: 

- the ‘decisive decisions as regards the overall business strategy’ (Denmark);
- the ‘strategic decisions that determine the conduct of the activities of the enterprise 

as a whole’ (France);
- the ‘key decisions and the final responsibility for these decisions’ (Netherlands);
- the ‘key management and commercial decisions necessary for the conduct of the 

business’ (UK).

Only in Germany the focus is not on the (actual) top level management, but on day-to-day 
management: the decisions that transform the company’s fundamental and strategic policy 
into day-to-day action. Furthermore, all courts apply a substance-over-form approach 
under which the formal representative of an entity only performs the effective management 
if it actually performs the effective management. In line with the approach in most cases, 
I argue that in determining the POEM, it is necessary to link up with the place where the 
strategic decisions as regards the entity’s activities are taken (for example decisions on 
financing and (dis)investments). The focus should be on the work of executive directors and 
the activities of the supervisory bodies are only of minor importance. 

In article 4(3) of the 2017 OECD MC a Mutual Agreement Procedure is introduced to provide 
a solution for dual residency and to assign the place of residence to one of the contracting 
states. Under that provision the position of the taxpayer solely depends on the willingness 
of the contracting states to reach an agreement (apart from a possible application of 
arbitration provisions). Furthermore, the factors to be taken into account by the states are 
left to the discretion of the states. This might lead to arbitrary choices as to what factors are 
to be used in a specific case. And even only a risk of improper use of the treaty could be used 
to deny a taxpayer residence in a certain state. 

Since states are not obliged to reach agreement as to the place of residence, a situation 
of double taxation may continue to exist (depending on the availability of any domestic 
measures). This, however, also provides an opportunity for treaty shopping because there 
is no winner or loser state and as a consequence, the entity is in neither state liable to tax 
only on income from sources therein as meant in the second sentence of Article 4(1) and the 
entity is still resident of both states under DTCs with third states.

The MAP provision should be improved by providing more guidance as to the factors 
to be used, by making the procedure compulsory and by introducing a proper means of 
judicial supervision. The factors referred to, should be in order of priority, thus providing 
a sequential test. These factors should assign the entity’s treat residence to the state with 
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which it has the most substantial link, starting with POEM, followed by the location of the 
most senior staff and the headquarters of the entity. An advantage of such a MAP-tie breaker 
is that dual residence is solved even if POEM is not located in one of the two countries. 

9.1.2 Conclusion

From the interpretation of Article 4(1) OECD MC in chapter 5 and of Article 4(3) of the pre 
2017 OECD MC and Article 4(3) 2017 OECD MC in chapter 6, it can be deduced which parts 
of the provision function accurately and what parts should be clarified, supplemented or 
replaced. Though the meaning of the terms used in Article 4(1) can be established by means 
of the interpretation methods available, divergent views exist with respect to the meaning 
of a number of elements of the provision. To avoid differences in interpretation, which 
lead to uncertainty in the application of the treaty, the wording of the provision should be 
changed. This concerns (i) the link with the domestic tax law of the contracting states by 
means of the expression ‘liable to tax’; and (ii) the effect of treaty residence of dual resident 
entities under treaties with third countries (the application of Article 4(1), second sentence). 

(i) Link with domestic tax law of the Contracting States and the use of ‘liable to tax’

The current definition establishes a link with the concept of residence of entities under 
the domestic law of the contracting states by means of the phrase ‘liable to tax by 
reason of residence, domicile, place of management or any other criterion of a similar 
nature’. Such a direct link with the residence criterion under national law should be 
maintained because only if entities under national law are considered as resident for 
the relevant taxes, is the application of the convention considered appropriate. After 
all, those entities are (possibly) confronted with double taxation. However, the way in 
which this link is designed gives rise to ambiguities. This applies in particular to the 
use of the term ‘liable to tax’. In my opinion, this term refers to a formal tax liability. 
There is, however, a difference of opinion on this conclusion. Therefore, in my view it 
is advisable to reconsider the manner in which domestic law is referred to in general 
and the use of the term ‘liable to tax’ in particular.

(ii) Dual resident entities and Article 4(1), second sentence

The relationship with third countries should be taken into account in the situation where 
an entity is regarded as a resident of the other treaty state on the basis of the tie breaker 
provision. The waiver of taxing rights under a tax treaty for the benefit of the other state, 
leads to a reduced jurisdictional claim. Therefore, in my view it can not be maintained 
against third countries that there is still sufficient authority over that entity that justifies 
treatment of such an entity as a resident under a treaty with a third state. In view of 
the disagreement that exists with regard to the interpretation of the second sentence of 
Article 4(1), it is preferable to provide this explicitly in a new treaty definition.
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The tie breaker provision of Article 4(3) needs to be clarified and strengthened because the 
term POEM is interpreted differently and the MAP creates legal uncertainty due to the 
non-binding nature of the procedure and the lack of clarity with regard to the criteria to 
be applied. These aspects are taken into account in my proposal for a treaty definition of 
resident (section 9.3). 

In addition to these considerations as regards the elements of the current provision that may 
require clarification or adaptation, two issues are to be considered that are not currently 
dealt with by the definition. This concerns the recognition of PE as a treaty resident (section 
8.3) and the question of whether the issue of attribution and (actual) taxation of income869 is 
relevant for the definition of resident (section 8.5).

9.2 Prerequisites for a treaty definition of resident

This section defines the prerequisites for a definition of resident as regards entities for 
purposes of a DTC and thus answers the sixth research question (reference is made to the 
conclusions in section 7.4). The prerequisites identified arise from (i) the nature of the 
relationship between the entity and the country of residence (justification of residence 
based taxation), (ii) the relationship between states (the scope of tax jurisdiction) and (iii) the 
object and purpose of tax treaties and the role of the definition of resident in those treaties. 

• Justification of residence based taxation (section 7.1)
The question is which circumstances justify a country designating a company as a 
resident with the consequence that the entire income of that company can be taxed 
under a corporate income tax system. The preceding question about the grounds 
for justifying corporation tax on worldwide income in itself is not relevant for this 
dissertation. It is assumed that there are justifying grounds to involve entities 
in corporate taxation. The question is what justifies the fact that a particular state 
classifies a particular company as a resident. 

In particular, corporation tax has an anti-deferral function. Without a levy of 
corporation tax at the level of the company, shareholders could prevent the levy of 
income tax on certain income (profits from business activities and income from 
investments) by interposing an entity. If the mere existence of the company would be 
ignored, either the state of residence of the shareholders or the state in which business 
activities are performed through a permanent establishment would have had the 
right to levy tax on certain income. The state that is entitled to, should also consider 
the company a resident. The criteria that should be used to determine residency of 
entities should therefore be linked to the activities and/or assets that would have led 

869 The expression ‘liable to tax’ in my view refers to the position of the entity and not to the treatment of the income. 
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to the levying of income tax if the corporate veil would have been pierced. Therefore, 
to determine the place of residence of an entity that derives active income, the place of 
residence should be linked to the place where that entity conducts its business activity. 
In case an entity derives passive income, the place of residence should preferably be 
linked to the place of residence of the shareholder(s). 

• Scope of tax jurisdiction (section 7.2.4)
An unequivocal substantive residence-definition (not using merely references to 
domestic law concepts) used as a preference rule for tax treaty purposes and the 
attribution of taxing rights, is in accordance with a division of sovereignty and 
jurisdiction based on reasonableness (closeness of connection). 

• Object and purpose of DTCs (section 7.3)
From a tax policy perspective, the primary goal of a DTC is to stimulate cross border 
(economic) activities. DTCs provide certainty as to the tax treatment of cross-border 
activities by residents and thus establishing a stable business climate. Through DTCs, 
double taxation is avoided. However, the actual occurrence of double taxation is not 
a prerequisite for applying a DTC. Treaty benefits should not be available if from 
the facts of the case can be derived that no ‘real’ and genuine cross border activities 
are employed. Assuming that the underlying purpose of DTCs is to stimulate such 
activities, granting treaty access in cases without (substantial) activities would be 
contrary to that aim. On the other hand, denying treaty access if substantial activities 
are performed and sufficient economic nexus is available would, in my view, also be 
contrary to the purpose of tax treaties. The challenge is to establish an objective and 
substantive threshold for treaty access that helps to distinguish between genuine cross 
border activities – for which DTCs are entered into in the first place – and artificial 
ones. Such an objective and substantive threshold also contributes to the role of the 
term resident in establishing a source of income under various attributive rules of the 
OECD MC.

If sufficient nexus is available, it is fully in accordance with the primary goal of tax 
treaties (the encouragement of cross border economic activities) to grant treaty access 
even if that nexus is created solely or with the primary objective to benefit from one 
or more tax treaties. In addition, by means of a substantive threshold, a dam has been 
raised against treaty abuse, which is in accordance with a use of tax jurisdiction, in 
which the interests of other states are also taken into account. However, the substantive 
threshold should in principle also apply in bona fide cases, thus in the absence of treaty 
shopping considerations because it is in accordance with the purpose of tax treaties to 
allow treaty benefits only if there are actual economic activities in the residents’ state.
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It follows that a novel definition of resident, insofar as applicable to entities, should 
contain elements by which only those entities are regarded residents of a particular state 
that have sufficient economic ties to that country - which in the proposal is concretized 
by reference to a PE as meant in Article 5(1) OECD MC. It is therefore in accordance with 
these theoretical principles that such companies are eligible to treaty benefits if residence 
is linked to the place where business activities are conducted. Furthermore, it is irrelevant 
what motives were the basis for the establishment (under national law) of an entity in a 
given state (in contrast to the PPT in Article 29(9) OECD MC). Entities with substantial 
activities should in principle be eligible to treaty benefits, even though these activities have 
been set up to make use of the treaty. Treaty benefits relating to income of entities that that 
do not meet the substantive test and derive passive income, should in principle accrue to the 
shareholder(s) of these entities. In practice, many entities will derive both active (business) 
and passive income. In such a case, treaty residence could be limited in so far as the income 
can be attributed to the activities that qualify under the threshold. However, the issue of the 
attribution of the income would then become more manifest, resulting in uncertainty as to 
treaty eligibility. Therefore, I propose to refrain from extending the threshold to the nature 
of the income received by the entity. 

9.3 Proposal for a novel treaty definition of resident

This section presents a proposal for a novel definition of resident for purposes of DTCs, 
including a tie breaker provision. Insofar as terms in the definition are unclear and give 
rise to differences in interpretation and uncertainty as to the application of the treaty, the 
definition does not function adequately. This is the case with regard to the ‘liable to tax’ 
requirement, the scope of the second sentence of Article 4(1) OECD MC and the tie breaker 
provisions of both the 2014 and the 2017 OECD MC. The definition also does not function 
adequately if it does not cover elements that, given the treaties’ object and purpose, should 
be covered. In my opinion this applies to a substantive threshold and the eligibility of the 
PE as a resident. 

Therefore, the definition presented in this section contains the following components. 
Firstly, in order to establish a direct link between the concept of resident in the convention 
and that in the domestic law of the contracting states, a reference to that domestic law 
is included (“any resident of (State A) for the purposes of State A’s tax laws other than an 
individual”). If a state recognizes an entity as a resident for (for example) its corporate tax, 
then that entity is in principle also a resident under the treaty, regardless of how that entity 
is treated within that corporate tax. For example, the application of any exemption is not 
relevant. Multiple entities that are treated as one resident under that domestic law also are 
regarded jointly as resident under the convention. 
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Secondly, the concept of the PE of Article 5(1) OECD MC functions as a threshold (“provided 
that the resident – whether or not together with its connected persons – in (State A) has 
a fixed place of business through which the business of an enterprise is wholly or partly 
carried on (“permanent establishment”). For the application of the threshold at consolidated 
level, the definition of connected person in paragraph 2 of the proposed definition is similar 
to that of Article 5(8) OECD MC. The paragraphs 3 and 4 of Article 5 OECD MC should not 
apply to the threshold, because these paragraphs serve a different purpose compared to 
that of the resident threshold. Articles 5(5) to 5(7) in my view should not be included either 
because the nexus between these activities and the country concerned in my view is too 
loose for purposes of the threshold.

It is to be acknowledged that the PE threshold also applies to entities that pay certain items 
of income (e.g. dividends or interest) to residents in another and therefore also serves as 
a threshold for the recognition of a source of income. For example, X, resident under the 
domestic law of state A, pays dividends to Y, resident of state B. If X would not meet the 
PE-threshold, Article 10(1) of the OECD MC would not apply. Then, in my view, the income 
is dealt with by Article 21 OECD MC pursuant to which state B may tax the dividends. In my 
view, this result is fully in accordance with the purpose of the threshold which is to attribute 
taxation rights only to states in which substantive economic activities are performed. 

Thirdly, under the proposal treaty eligibility is available to residents of third countries in so 
far as they have a PE in a treaty state. However, this only applies if and insofar as income 
forms part of the PE result, because only for that PE result there is a nexus with the PE-state. 
This is expressed in the definition (“any resident of another State for purposes of that State’s 
tax laws, if that resident carries on business in (State A) through a permanent establishment 
therein to the extent that the income and capital dealt with by Chapter III and Chapter IV 
of that resident is attributed to that permanent establishment for the purposes of that other 
State’s tax law”). Insofar as income has to be allocated to a PE in another state, eligibility to 
treaties of the residence state should not be available. Treaty benefits for that income are 
granted by the PE State. For income that can not be attributed to the threshold activities in 
the residence, I propose not to include restrictions in the resident definition as this would 
make the assessment of the residence very complicated because then the allocation question 
must be answered for each income component.

Fourthly, if an entity qualifies as a resident of two states under the PE threshold and receives 
income that can not be attributed to either PE that entity will have a dual residence status 
under the proposal. Therefore a tie breaker provision is included in paragraph 3, using the 
Place of Executive Management (“PEM”) of the enterprise as a distinguishing criterion. In 
my view, PEM does not differ from POEM in substance, but introducing the reference to 
the executive management should avoid divergent views on that. In the Commentary on the 
novel definition, examples should be included from which is to be derived that PEM refers 

PROPOSAL FOR A NOVEL TREATY DEFINITION OF RESIDENT 9.3



318

to the ‘strategic decisions that determine the conduct of the activities of the enterprise as 
a whole’ and ‘the key decisions and the final responsibility for these decisions’. PEM is “the 
place where the actions to be taken by the entity as a whole are determined.”

If the application of PEM does not produce a result, the contracting states will have to 
determine by mutual agreement which state will deemed to be the state of residence. If 
an entity is not considered a resident of State A by applying the tie breaker provision, I 
submit that entity should also not be a resident of State A under DTC’s with third countries 
because state A no longer has full jurisdiction over that entity. That is why in the proposal, 
the residency of an entity under a treaty depends on the residency under other conventions 
concluded by the same state (“provided that the resident is not considered resident of 
another state pursuant to a convention for the elimination of double taxation between 
(State B) and that other state”).

Fifthly, the introduction of a threshold in principle means that certain entities will not 
qualify as treaty residents anymore. However, states may decide nevertheless to grant 
treaty benefits to specific entities (e.g. charities and endowments), but they may arrange 
this through the provision in paragraph 4. Entities with investment activities, may, for 
the purposes of the treaty, be considered transparent or it may be possible to claim treaty 
benefits if and to the extent that the ultimate investors / shareholders would be entitled to 
treaty benefits if they had invested directly. A specific treaty provision should in my view be 
introduced for listed investment companies and other widely-held funds. Furthermore, to 
prevent double taxation on the income from real estate (dealt with in Article 6 OECD MC) 
entities with real estate investments should qualify as residents. Therefore, the proposed 
threshold should be supplemented with the provision that a resident of a contracting state 
that derives income from an immovable property situated in one of the contracting states is 
considered to be a resident for treaty purposes to the extent of that income. In that option, 
income from an immovable property effectively functions as a threshold. A comparable 
measure in included for entities that only perform entrepreneurial activities in the PE-state. 
In its state of residence, the PE-threshold is not met and, thus, that entity is not eligible for 
treaty benefits. Such a case could lead to double taxation because under their respective 
law, both states may tax the PE-profits. To prevent this (undesired) effect, such entities 
should qualify as treaty residents, to the extent of the profits from the PE.

Finally, if a commercial arrangement meets the requirements of the threshold, no situation 
of abuse occurs even if the arrangement has been set up to benefit from tax treaties (and, 
hence, is not ‘bona fide’). This does not mean, however, that no treaty benefits can be 
withheld from such a resident. The PPT might be applicable to the income and capital of a 
resident that can not be related to the activities of that resident that are taken into account 
for the application of the threshold. 
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Based on the above considerations, I propose the following novel definition of resident for 
purposes of DTCs as regards entities. 

“1). For the purposes of this Convention, the term “resident of a Contracting State” means  
(a) in the case of (State A),

(i) any resident of (State A) for the purposes of State A’s tax laws other than an individual, 
provided that the resident – whether or not together with its connected persons – in (State 
A) has a fixed place of business through which the business of an enterprise is wholly or 
partly carried on and provided that the resident is not considered resident of another state 
pursuant to a convention for the elimination of double taxation between (State A) and that 
other state, to the extent that the income and capital dealt with by Chapter III and Chapter 
IV is not attributed to a permanent establishment in another state; and

(ii) any resident of (State A) for the purposes of State A’s tax laws other than an individual, if 
and to the extent that resident derives income from immovable property (including income 
from agriculture or forestry) situated in a Contracting State;

(iii) any resident of (State A) for the purposes of State A’s tax laws other than an individual, 
if and to the extent that resident derives profits from an enterprise that carries on business 
in (State B) through a permanent establishment situated therein;

(iv) any resident of another State for purposes of that State’s tax laws, if that resident carries 
on business in (State A) through a permanent establishment therein to the extent that the 
income and capital dealt with by Chapter III and Chapter IV of that resident is attributed to 
that permanent establishment for the purposes of that other State’s tax law;

(b) in the case of (State B),

(i) any resident of (State B) for the purposes of State B’s tax laws other than an individual, 
provided that the resident – whether or not together with its connected persons – in (State 
B) has a fixed place of business through which the business of an enterprise is wholly or 
partly carried on and provided that the resident is not considered resident of another state 
pursuant to a convention for the elimination of double taxation between (State B) and that 
other state, to the extent that the income and capital dealt with by Chapter III and Chapter 
IV is not attributed to a permanent establishment in another state; and

(ii) any resident of (State B) for the purposes of State B’s tax laws other than an individual, if 
and to the extent that resident derives income from immovable property (including income 
from agriculture or forestry) situated in a Contracting State;

(iii) any resident of (State B) for the purposes of State A’s tax laws other than an individual, if 
and to the extent that resident derives profits from of an enterprise that carries on business 
in (State A) through a permanent establishment situated therein;

(iv) any resident of another State for purposes of that State’s tax laws, if that resident carries 
on business in (State B) through a permanent establishment therein to the extent that the 
income and capital dealt with by Chapter III and Chapter IV of that resident is attributed to 
that permanent establishment for the purposes of that other State’s tax law;
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2). A person is connected to a resident if, based on all the relevant facts and circumstances, the 
person has control of the resident, the resident has control of the person or both are under the 
control of the same person or persons. In any case, a person shall be connected to a resident 
if one possesses directly or indirectly more than 50 per cent of the beneficial interest in the 
other (or, in the case of a company, more than 50 per cent of the aggregate vote and value of 
the company’s shares or of the beneficial equity interest in the company) or if another person 
possesses directly or indirectly more than 50 per cent of the beneficial interest (or, in the case of 
a company, more than 50 per cent of the aggregate vote and value of the company’s shares or of 
the beneficial equity interest in the company) in the person and the resident.

3). Where by reason of the provisions of paragraph 1 the resident is resident of both Contracting 
States, then it shall be deemed to be a resident only of the State in which its place of executive 
management is situated. Where a place of executive management is not situated in only one 
of the Contracting States, the competent authorities of the Contracting States will determine 
by mutual agreement the Contracting State of which such resident shall be deemed to be a 
resident for the purposes of the Convention.

4). For the purposes of this Convention, as a “resident of a Contracting State” will also be 
considered, in the case of [State A], a [ ] and, in the case of [State B], a [ ], as well as any other 
pension fund, charity, endowment or entity engaged in comparable activities and resident in 
either Contracting State pursuant to its domestic tax laws, to which the competent authorities 
of the Contracting States agree to apply this paragraph.”

9.4 Conclusion

This section answers the central question of this research: 

“In its application to entities, does the definition of resident, contained within Article 4 OECD 
MC, effect conformity with the object of a treaty based on the OECD MC? If not, how should 
Article 4 OECD MC and/or the related Commentary be adjusted to meet the needs of a treaty 
based on the OECD MC.” 

The goal of the OECD MC is to prevent double taxation and to prevent tax avoidance and 
evasion. The OECD MC attempts to avoid double taxation through the allocation of taxing 
rights through allocation clauses and double taxation provisions. In this way, the taxpayer 
concerned is given certainty about the tax position and tax consequences of cross-border 
activities. The promotion of such cross-border activities is the underlying purpose of tax 
treaties. 

The term resident plays an important role in the allocation provisions and the rules on the 
elimination of double taxation, so that an unambiguous definition of resident contributes 
to the achievement of the goals of the OECD MC. Although the applicable interpretation 
methods (Article 3(2) OECD MC and articles 31 and 32 VCLT) provide an interpretation of 
Article 4(1) and 4(3) which leads to the definition contributing to the achievement of the 
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goals of the treaty, it is to be concluded that the outcome will not be unanimously accepted. 
This concerns in particular the meaning of ‘liable to tax’ and that of the second sentence of 
Article 4(1). Clarification of the provision on these elements contributes to (better) achieving 
the objective of the tax treaty. This also applies to the expression POEM in Article 4(3). 
Furthermore, a better functioning of the treaty can be achieved by the introduction of the 
resident status of PEs because of the similarities between the treatment in (international) 
tax law of a PE and an entity. The state in which the PE is located, is entitled to tax the 
(entire) income attributable to the PE (with the obligation for the State of residence to take 
measures to prevent double taxation). In my opinion, it also fits in this concept to treat the 
PE as a resident for tax treaties concluded by the PE-State.

Furthermore, the introduction of a substantive threshold in the resident definition would 
arguably benefit the operation of the treaty. As a threshold, the conditions set in Article 5(1) 
OECD MC for a PE could be used. By means of a PE threshold, only entities with substantive 
economic activities are considered residents for purposes of DTCs, irrespective of whether 
the establishment of such an entity in a given country is motivated by tax avoidance 
considerations. The PE threshold functions as a safe-harbor. Cases where PE thresholds 
are not met do not, in principle, qualify for treaty benefits, unless a special provision is 
introduced. In my opinion, this should be done for e.g. pension funds and charitable 
institutions; entities that focus on collective investments; real estate entities; and entities 
with (only) a permanent establishment abroad. Appropriate measures should be included 
to avoid abuse of these additional measures. 

I also propose to include a tie breaker in the new definition in which the place or executive 
management is decisive in the first instance, but which also has a mandatory MAP 
procedure. The treaty definition in which these components are included is not simpler 
than the current one. In size such a definition is also significantly larger. In my opinion, 
the new definition fits in better with the (relevant) economic activities than that of the 
current Article 4 OECD MC. Moreover, because existing ambiguities are removed, the new 
definition better contributes to the realization of the OECD MC’s goal.
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Summary

Only a resident of one of the contracting states can benefit from a tax treaty drawn up 
in accordance with the OECD MC. The personal scope of such a treaty is therefore partly 
determined by the meaning of the term ‘resident’. The same term appears in many other 
provisions in the OECD MC. For the operation of these provisions, it is therefore also very 
important to determine exactly who qualifies as a resident. According to the first paragraph 
of Article 4, a person is a resident of a contracting state if he, “under the laws of that State, is 
liable to tax therein by reason of his domicile, residence, place of management or any other 
criterion of a similar nature”. However, a person is not regarded resident if he “is liable 
to tax in that State in respect only of income from sources in that State or capital situated 
therein.” If an entity is considered to be a resident of both contracting states based on the 
first paragraph, it should be determined on the grounds of the third paragraph of Article 4 
in which of the two states that entity will be deemed resident. This study revolves around 
the question of when an entity qualifies as a resident within the meaning of Article 4. The 
following main questions are addressed: In its application to entities, does the definition 
of resident, contained within Article 4 OECD MC, effect conformity with the object of a 
treaty based on the OECD MC? If not, how should Article 4 OECD MC and/or the related 
Commentary be adjusted to meet the needs of a treaty based on the OECD MC?

Chapter 2 deals with the history of the treaty definition of Article 4(1) and the tie breaker 
of Article 4(3). Both provisions already appear in the first draft model tax convention that 
the OECD published in 1963, although some changes have been made since then. But 
even earlier, in the model tax treaties developed by the League of Nations, concepts have 
been used that can be found in the models of the OECD or the Commentary. Because the 
development of both the models of the League of Nations and that of the OECD shed light on 
the contents of the current treaty provision, this development is relevant when interpreting 
Article 4. Based on the history of the provision, it is established that the expression ‘liable 
to tax by reason of …’ refers to concepts that have been (and still are) used in the domestic 
tax system of most states, to establish the residency of entities liable to taxation on their 
world income. Further conditions regarding the scope of the tax liability under national law 
are not set. Furthermore, it is concluded that in a critical evaluation of the current treaty 
definition, three items should be discussed: (i) whether a treaty definition is necessary, 
(ii) whether treaty benefits should accrue to permanent establishments and (iii) whether 
the definition of ‘resident’  should be changed insofar as the expression is relevant in the 
context of taxation by a source state.

In order to determine which requirements are imposed on a treaty resident, the various 
elements of the treaty definition have been interpreted. Chapter 3 explains the approach on 
treaty interpretation applied in this study. In this respect the interpretation provisions of 
Article 3(2) of the OECD MC and Articles 31 and 32 of the VCLT play an important role, with 
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Article 3(2) being a lex specialis. If the meaning of undefined treaty terms cannot be derived 
from domestic law, or if the context requires another meaning, it is necessary to establish 
that meaning on the basis of the framework for interpretation provided in the Articles 31 
and 32 VCLT. Firstly, the various elements that are of importance in treaty interpretation, 
such as the (literal) text, the context of the term, the object and purpose of the treaty and, 
finally, the principle of good faith, have been evaluated separately and, subsequently, the 
results have been weighed against each other. In that process, the OECD Commentary was 
used as a ‘quasi context’. This commentary often sheds light on the ‘ordinary meaning’ of 
the expressions and helps determining the purpose and purport of the treaty. Case law has 
subsequently been used as a litmus test to critically evaluate the results of the interpretative 
process.

The object and purpose of a tax treaty based on the OECD MC is important in this study 
for two reasons. Firstly, the main question, pivotal to the research, refers to the purpose 
of tax treaties. Secondly, the object and purpose is relevant for the application of Article 
31(1) of the VCLT. In chapter 4 it has been established that the purpose of a tax treaty is to 
prevent double taxation and furthermore tax evasion and avoidance. Article 4 determines 
(partially) the personal scope of the treaty and plays a role in the application of the allocation 
provisions (chapters III and IV) and the regulations for preventing double taxation (Article 
23A or 23B). The text of Article 4 and the explanatory notes contain only objective criteria 
for concluding residence status. Therefore, if the conditions are met, on the basis of the 
underlying motives for the establishment an entity cannot be denied the status of resident. 
Consequently, the prevention of tax evasion and avoidance cannot fulfill an important role 
for interpretative purposes. This of course does not mean that in situations of abuse treaty 
benefits cannot be denied.

Chapter 5 examines the effect of Article 4(1) if the provision is applied to entities. First the 
meaning of the various expressions under national law is sought, in particular ‘under the 
legislation of that state’, ‘liable to tax’, ‘domicile’, ‘residence’, ‘place of management’ and ‘any 
other criterion of a similar nature’. It is concluded that in the national law of the countries 
which acted as reference (Germany, France, the Netherlands, the United Kingdom and 
the United States) the expressions used in Article 4 (1) are not defined, with exception of 
the term ‘place of management’. However, because of the context of the term, that latter 
expression should also be interpreted according to its treaty meaning.

On the basis of an interpretation in accordance with the framework of Articles 31 and 32 of 
the VCLT, it is concluded that the above elements of the first sentence of Article 4(1) refer 
to the criteria used by states to establish residence based taxation, taxation of an entity’s 
world wide income. Commonly used criteria are explicitly mentioned: domicile, residence 
and place of management. A similar criterion is any criterion on the basis of which a state 
applies or may apply residence taxation.
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The second sentence of Article 4(1) still can exclude the treaty residence. This second sentence 
should be applied to entities and should lead to exclusion of entities as treaty residents of a 
state that are not fully under that state’s taxing jurisdiction. In the context of the OECD MC, 
the expression ‘income from sources in that State or capital situated therein’ refers to the 
income allocated to the other state under the allocation provisions in the treaty. An entity 
is not liable to tax within the meaning of the second sentence if that entity can be liable to 
taxation only in respect of that income.

It follows that conduit companies, though these may effectively not be fully liable to tax as a 
result of a domestic measure, are not excluded as a result of the second sentence of Article 
4(1) OECD MC. Such entities still are fully under that state’s taxing jurisdiction. However, 
the second sentence may have such an effect on dual resident companies. These companies, 
as a result of the tie breaker provision of Article 4(3), may not be liable to tax under the 
second sentence in the loser state. 

From the analyses in chapter 5, it follows that it is advisable to further clarify various 
elements of Article 4(1). Although its meaning in my view can be determined by means of the 
various methods of interpretation, there is no common understanding as to the meaning of 
some parts of the provision. This concerns the term ‘liable to tax’, in particular with regard 
to its application to subjectively exempt entities, and furthermore the terms in the second 
sentence of Article 4 (1) and its application to entities with double residence.

Chapter 6 deals with the tie breaker of Article 4(3), both that of the pre-2017 OECD MC and 
that of the 2017 OECD MC. In the pre-2017 OECD MC, the POEM is decisive: an entity is 
deemed to be a resident of the country in which the POEM is located. Although the text of 
the provision and the commentary on it give some direction with regard to the contents of 
this term, much uncertainty remains, especially as regards the level of management that 
determines POEM. With regard to the MAP, an amendment is recommended because of the 
non-mandatory nature of the procedure and the lack of clarity about the criteria to be applied 
by the states. Therefore it is concluded that the term POEM should be better defined and that 
the MAP should have a binding character. Moreover it should be made clear which criteria 
will be used to determine the place of residence and how these criteria relate to each other.

A proposal that avoids the uncertainties regarding a number of elements of Article 4(1) 
and 4(3) and corrects omissions, is presented in chapter 8. However, it is appropriate to 
consider in advance the conceptual prerequisites to which the resident concept must comply 
(chapter 7). The first established prerequisite is derived from the arguments that can be 
used to justify the recognition of an entity as resident for corporate taxation. The premise 
here is that only in case a state has a sufficiently justified claim with respect to a particular 
entity, that entity should also be regarded as a resident of that state for the application of 
the treaty. The anti-deferral character of corporation taxation is deemed decisive in this 
respect. It is concluded that the claim is justified provided that a source of income is located 
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in the state in question, in particular if a business activity and/or immovable property is 
located in that state. In that situation, the residency of the entity could best be linked to the 
location of such a source of income. With regard to the residency of an entity with income 
that cannot be allocated to a specific source (such as dividend, interest and royalties if the 
underlying shares, receivables and rights are not part of the assets of a business), it is the 
place where the shareholders are located that should be decisive. 

Obviously this distinction, being based on the nature of the income with regard to the 
starting point for the location of an entity, is very difficult in practical terms. Many entities 
will have both forms of income, and affiliation to the place of residence or location of 
shareholders is particularly complicated with listed entities. Nevertheless, the distinction 
was used as a starting point in the development of a new treaty definition in chapter 8.

The second conceptual prerequisite for the novel definition relates to the scope of the tax 
jurisdiction of a state and the way in which it is defined in relation to that of other states. 
The principle of the ‘closeness of connection’ is used as the guiding principle. It considers 
whether there is a sufficient degree of economic allegiance of an entity with a state. In case 
a certain entity is economically and financially connected to two states, the tax jurisdiction 
must be divided according to the degree of allegiance.

Thirdly, chapter 7 explores which policy considerations underlie the conclusion of a tax 
treaty. What do states intend to achieve when entering into such a treaty? The decisive 
factor is stimulating cross-border economic activities. Through a tax treaty such activities 
are encouraged by avoiding double taxation and providing certainty as to the tax treatment 
of income and capital in the countries involved. In order to ensure that this objective is 
achieved, it is important to distinguish artificial set ups from actual economic activities for 
which the treaty is intended. A dam must be raised against abuse of the tax treaty. Insofar 
as there can be abuse through the residency, the definition of resident is the appropriate 
place to combat this abuse through the introduction of substance requirement.

As announced above, chapter 8 presents a proposal for a novel definition of resident, which 
aims to correct for the ambiguities and omissions of the existing definition and which - 
at the same time - as far as is reasonably and practically possible, meets the theoretical 
principles set out in chapter 7. 

The proposed treaty provision comprises the following elements.

1)  A direct reference to the domestic treatment of the entity: an entity that qualifies as a 
resident for the purposes of the taxes to which the convention applies is, in principle, 
also a resident for the purposes of the convention. Because of this direct reference, 
the expression ‘liable to tax by reason of …’ is no longer necessary.

2) Sufficient substance as a condition for treaty residence: an entity should only 
be regarded as a resident if the activities of that entity can be considered to form 
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a permanent establishment within the meaning of article 5(1) OECD MC. With 
regard to the substance requirements to be introduced, the conditions set out in the 
Limitations on Benefits provision of Article 29 of the OECD MC have been considered. 
Due to the relative unfamiliarity of the vast majority of OECD member states with 
this provision (originating from the US), preference is given to the permanent 
establishment concept of Article 5 of the OECD MC.

3)  A resident of a third State shall also be a resident of the tax treaty if and insofar as 
there is a permanent establishment (Article 5(1) OECD MC) of that resident in a 
contracting state.

4)  For certain entities that do not fulfill the substance requirement, a separate measure 
should be considered. Pension funds and charitable institutions could be explicitly 
deemed as residents by means of a separate provision. Investment funds and 
investment institutions should be allegeable to treaty benefits if and insofar as the 
underlying participants would have received treaty benefits. Entities with investments 
in real estate should be regarded as residents of the state in which the real estate is 
situated, but only insofar as the income from that real estate is concerned. A separate 
arrangement should also be included for entities with a permanent establishment 
in the other treaty state. If such an entity is not considered to be a treaty resident, 
the state in which the entity is deemed resident under domestic law is not obliged to 
provide for the avoidance of double taxation in respect of the income attributable to 
the permanent establishment. Therefore, such an entity should be considered as a 
resident of the treaty with regard to that income.

5) Due to the substance conditions included in the proposed definition, the number 
of cases in which the proposal will involve dual residency is limited. Only in case an 
entity exercises activities in both contracting states that qualify under the substance 
test and certain income can not be attributed to these activities, a tie breaker should 
be decisive. It is proposed to use the place of the executive management of the entity 
as a tie breaker. If the place of executive management does not provide a solution, a 
compulsory MAP should be applied. 

Finally, chapter 9 provides answers to the pivotal question raised in this research. It is 
concluded that although the meaning of Article 4(1) and (3) can be established through 
generally accepted interpretation methods, it is advisable to clarify certain elements. This 
concerns in particular the ‘liable to tax’ test, the scope of the second sentence of Article 4(1) 
and the tie breaker of the third paragraph. Taking into account the conceptual theoretical 
assumptions set out in chapter 7, which lead to the introduction of substance requirements, 
a proposal has been presented for a novel treaty provision that contributes to the realization 
of the purpose of a tax treaty.
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Samenvatting

Alleen personen die gelden als inwoner van een verdragsluitende staat kunnen een beroep 
doen op een belastingverdrag dat is opgesteld conform het OESO-Modelverdrag. De 
personele reikwijdte van zo’n verdrag wordt dus mede bepaald door de inhoud van de term 
‘inwoner’. Dezelfde term komt in tal van andere bepalingen in het OESO-Modelverdrag 
voor. Ook voor de werking van die bepalingen is het derhalve van groot belang vast te 
stellen wat precies met de term ‘inwoner’ wordt bedoeld. Art. 4 bepaalt wie als inwoner 
wordt aangemerkt. Volgens het eerste lid van die bepaling is een persoon inwoner van een 
verdragsluitende staat als hij, “ingevolge de wetgeving van die staat, aldaar aan belasting 
is onderworpen op grond van zijn woonplaats, verblijf, plaats van leiding of enige andere 
soortgelijke omstandigheid”. Echter, een persoon “die in die staat slechts aan belasting is 
onderworpen ter zake van inkomsten uit bronnen in die staat” is geen inwoner voor het 
verdrag. Indien een entiteit – hier te verstaan als elke rechtspersoon en elke rechtsvorm 
die voor de belastingheffing als een eenheid, als een persoon, wordt behandeld  op grond 
van het eerste lid als inwoner van beide verdragsluitende staten wordt aangemerkt, dient 
op grond van het derde lid van art. 4 te worden vastgesteld van welk van beide staten voor 
toepassing van het belastingverdrag de entiteit als inwoner geldt (de tie breaker). Deze studie 
draait om de vraag wanneer een entiteit als inwoner in de zin van art. 4 geldt. De volgende 
hoofdvraag staat centraal: “Draagt de definitie van inwoner zoals neergelegd in art. 4 van 
het OESO-Modelverdrag op de juiste manier bij aan het bereiken van de doelstelling van 
een belastingverdrag dat is gebaseerd op het OESO-Modelverdrag indien de bepaling wordt 
toegepast op entiteiten? Zo niet, hoe zou de bepaling en/of het commentaar daarop moeten 
worden aangepast?”

Om het antwoord op deze vraag te vinden komt allereerst in hoofdstuk 2 de geschiedenis 
van de verdragsdefinitie van art. 4(1) en de tie breaker van het derde lid aan de orde. Beide 
bepalingen komen al voor in het eerste concept modelbelastingverdrag dat de OESO in 
1963 publiceerde, zij het dat sindsdien wel enkele wijzigingen zijn doorgevoerd. Maar 
ook al eerder, in de door de Volkerenbond ontwikkelde modelbelastingverdragen, zijn 
begrippen gebruikt die zijn terug te vinden in de modellen van de OESO of het commentaar 
daarop. Omdat de ontwikkeling van zowel de modellen van de Volkerenbond en die van 
de OESO licht werpt op de inhoud van de huidige verdragsbepaling, is deze ontwikkeling 
in hoofdstuk 2 besproken. Op basis hiervan kan ten eerste worden vastgesteld dat de 
uitdrukking ‘onderworpen aan belasting op grond van …’ verwijst naar concepten die in 
de nationale stelsel van meeste staten werden (en worden) gebruikt voor de vaststelling 
van inwonerschap van entiteiten die zijn onderworpen aan een belastingheffing over hun 
wereldwinst. Nadere voorwaarden voor wat betreft de omvang van de belastingplicht 
naar nationaal recht worden niet gesteld. Verder is op basis van de totstandkoming van 
de bepaling geconcludeerd dat bij een kritische evaluatie van de huidige verdragsdefinitie 
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een drietal vragen aan de orde dient te komen: (i) is een verdragsdefinitie noodzakelijk, (ii) 
zouden verdragsvoordelen moeten toekomen aan vaste inrichtingen en (iii) moet het begrip 
‘inwoner’ anders worden gedefinieerd voor zover de uitdrukking van belang is in het kader 
van belastingheffing door een bronstaat. 

Om vast te stellen welke eisen worden gesteld aan een verdragsinwoner, zijn de verschillende 
elementen van de verdragsdefinitie geïnterpreteerd. In hoofdstuk 3 wordt ingegaan op de 
uitgangspunten die in deze studie ten aanzien van verdragsinterpretatie zijn gehanteerd. 
Daarbij spelen het interpretatievoorschriften van art. 3(2) van het OESO-Modelverdrag 
en de artikelen 31 en 32 van het Weens verdrag inzake het verdragenrecht een belangrijke 
rol, waarbij art. 3(2) geldt als een lex specialis. Als de betekenis van niet in het verdrag 
gedefinieerde begrippen niet kan worden ontleend aan het nationale recht of als de context 
van de verdragsterm een andere betekenis vereist, vormen de artikelen 31 en 32 van het 
Weens verdrag inzake het verdragenrecht het raamwerk voor de interpretatie van art. 4(1) 
en 4(3). De verschillende elementen die van belang zijn bij verdragsinterpretatie, zoals de 
(letterlijke) tekst, de context van de term, doel en strekking van het verdrag en de goede 
trouw, zijn eerst afzonderlijk toegepast en de resultaten daarvan zijn vervolgens tegen elkaar 
afgewogen alvorens een conclusie is getrokken. Daarbij is het OESO Commentaar gebruikt 
als ‘quasi context’. De toelichtingen in het commentaar werpen vaak licht op de ‘gewone 
betekenis’ van de uitdrukkingen en helpen bij het vaststellen van doel en strekking van het 
verdrag. De jurisprudentie die in de IBFD Tax Treaty Case Law database is gerubriceerd 
onder art. 4 OESO-Modelverdrag, is vervolgens gebruikt als lakmoesproef om de resultaten 
van het interpretatieve proces kritisch te toetsen.  

Doel en strekking van een op het OESO-Modelverdrag gebaseerd belastingverdrag is in 
deze studie om twee redenen van belang. Ten eerste wordt in de hoofdvraag die in het 
onderzoek centraal staat, verwezen naar het doel van belastingverdragen. Ten tweede is 
voor de toepassing van art. 31, lid 1 van het Weens verdrag inzake het verdragenrecht, doel 
en strekking relevant. In hoofdstuk 4 is nader ingegaan op doel en strekking. Het doel van 
een belastingverdrag is het voorkomen van dubbele belasting en van belastingontwijking 
en -ontduiking. Art. 4 bepaalt (mede) wat de persoonlijke reikwijdte van het verdrag is 
en speelt een rol bij de toepassing van de toewijzingsbepalingen (de hoofdstukken III en 
IV van het OESO-Modelverdrag) en de regelingen ter voorkomen van dubbele belasting 
(art. 23A of 23B van het OESO-Modelverdrag). Omdat de tekst van art. 4 en de toelichting 
slechts objectieve maatstaven bevatten om te concluderen tot inwonerschap, kan, als aan 
de voorwaarden is voldaan, een entiteit de status van inwoner niet worden ontzegd op basis 
van de achterliggende motieven voor de vestiging. Voor interpretatieve doeleinden speelt 
het voorkomen van belastingontduiking- en ontwijking dan ook geen rol. Dit wil uiteraard 
niet zeggen dat verdragsvoordelen niet kunnen worden geweigerd in situaties van misbruik 
(bijvoorbeeld op basis van art. 29, lid 9 OESO-Modelverdrag).  
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Hoofdstuk 5 onderzoekt de werking van art. 4(1) indien de bepaling wordt toegepast op 
entiteiten. Allereerst wordt gezocht naar de betekenis in het nationale recht van verschillende 
uitdrukkingen, met name van ‘ingevolge de wetgeving van die staat’, ‘onderworpen 
aan belasting’, ‘woonplaats’, ‘verblijf’, ‘plaats van leiding’ en ‘enige andere soortgelijke 
omstandigheid’. Geconcludeerd is dat in het nationale recht van de landen die als referentie 
hebben gefungeerd (Duitsland, Frankrijk, Nederland, Verenigd Koninkrijk en de Verenigde 
Staten) de bovenstaande uitdrukkingen die zijn gebruikt in art. 4(1) niet zijn gedefinieerd, 
met uitzondering van de term ‘plaats van leiding’. Die laatste uitdrukking dient echter, 
vanwege de context van de term, ook verdragsrechtelijk te worden geïnterpreteerd. 

Op basis van een interpretatie volgens het raamwerk van de artikelen 31 en 32 van het Weens 
verdrag inzake het verdragenrecht leiden de genoemde elementen van de eerste volzin 
van art. 4(1) tot de conclusie dat een entiteit als inwoner van het verdrag moet worden 
aangemerkt als een verdragsluitende staat in zijn nationale regeling ten aanzien van een 
van de belastingen waarop het verdrag van toepassing is, die entiteit als inwoner aanmerkt 
vanwege zijn vestigingsplaats, plaats van werkelijke leiding of een soortgelijk criterium en 
op grond daarvan het gehele, wereldwijde inkomen van die entiteit in de belastingheffing 
betrekt of kan betrekken.

De tweede volzin van art. 4(1) kan vervolgens het verdragsinwonerschap alsnog uitsluiten. 
Deze tweede volzin dient ook te worden toegepast op entiteiten en leidt de ertoe dat 
vennootschappen waarop een staat slechts in bepaalde mate zijn belastingjurisdictie kan 
uitoefenen, niet als inwoner voor toepassing van het verdrag kan worden aangemerkt. De 
uitdrukking ‘inkomsten uit bronnen in die staat’ verwijst, gezien de context van het OESO-
Modelverdrag, naar het inkomen dat op grond van de toewijzingsbepalingen in het verdrag 
is toegewezen aan de andere staat. Een entiteit die alleen voor wat betreft dat inkomen aan 
belastingheffing kan worden onderworpen, is niet onderworpen aan de belastingheffing 
in de zin van de tweede volzin. Hieruit volgt dat conduit companies, die weliswaar op grond 
van een nationaalrechtelijke regeling niet aan volledige belastingheffing zijn onderwerpen, 
toch niet op grond van de tweede volzin kunnen worden uitgesloten van het inwonerschap 
voor het verdrag. De staat waarin zo’n entiteit is gevestigd wordt immers niet beperkt in de 
mogelijkheden de entiteit toch volledig in de heffing te betrekken. De tweede volzin heeft 
echter wel zo’n effect op vennootschappen met een dubbele vestigingsplaats, die (op grond 
van de tie breaker bepaling in een verdrag met een derde-staat) in de loser-staat slechts 
beperkt in de belastingheffing kunnen worden betrokken. 

Hoewel de betekenis van de verschillende uitdrukkingen van art. 4(1) door middel van de 
verschillende interpretatiemethoden kan worden vastgesteld, verdient het aanbeveling 
diverse elementen van de bepalingen te verduidelijken omdat over hun betekenis 
verschillend wordt gedacht. Dit betreft de uitdrukking ‘onderworpen aan belasting’, met 
name voor wat betreft de toepassing daarvan op subjectief vrijgestelde lichamen, en de 
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termen in de tweede volzin van art. 4(1) en de toepassing daarvan op entiteiten met dubbel 
inwonerschap. 

Hoofdstuk 6 behandelt de tie breaker van art. 4(3), zowel die van het pre-2017 OESO-
Modelverdrag als die van het 2017 OESO-Modelverdrag. In het pre-2017 OESO-
Modelverdrag is de plaats van der wekelijke leiding (place of effective management, hierna: 
POEM) doorslaggevend: een entiteit wordt geacht inwoner van het land te zijn waarin de 
POEM is gelegen. Hoewel de tekst van de bepaling en het commentaar daarop wel enige 
richting geven voor wat betreft de inhoud van deze term, blijft veel onduidelijkheid bestaan. 
In art. 4(3) van het 2017 OESO-Modelverdrag is als tie breaker een onderling overleg 
procedure (mutual agreement procedure, hierna: MAP) voorgeschreven. Ten aanzien van de 
MAP geldt dat een aanpassing is aan te bevelen vanwege het onverplichte karakter van de 
procedure en de onduidelijkheid over de door de staten te hanteren criteria. De conclusie 
is dan ook dat voor een betere werking van de tie breaker, de term POEM beter zou moeten 
worden gedefinieerd en de MAP een bindend karakter zou moeten hebben. Tevens moet  
duidelijker worden gemaakt welke criteria de verdragsluitende staten zullen gebruiken 
voor de vaststelling van het inwonerschap en hoe deze criteria zich onderling verhouden.  

Een voorstel waarmee de geconstateerde onzekerheden en onduidelijkheden ten 
aanzien van een aantal elementen van art. 4(1) en 4(3) wordt voorkomen en omissies 
worden hersteld, is gepresenteerd in hoofdstuk 8. Eerst zijn echter de conceptuele 
randvoorwaarden waaraan het inwonersbegrip moet voldoen, uitgewerkt (hoofdstuk 7). 
De eerste voorwaarde die aan bod komt, heeft te maken met de rechtvaardigingsgronden 
voor het als inwoner beschouwen van een entiteit met als effect het belasten van het gehele, 
wereldwijde inkomen van die entiteit. De doorslaggevende rechtvaardigingsgrond voor de 
heffing van belasting over de wereldwinst is naar mijn mening het anti-uitstel karakter van 
de vennootschapsbelasting; zonder vennootschapsbelasting op het niveau van het lichaam, 
zou belastingheffing worden uitgesteld zolang de door het lichaam behaalde winst niet 
wordt uitgekeerd aan de aandeelhouders. Daarbij geldt als premisse dat alleen als een 
staat een voldoende gerechtvaardigde claim heeft ten aanzien van een bepaalde entiteit, 
die entiteit ook voor toepassing van het verdrag als inwoner van die staat zou moeten 
worden aangemerkt. Geconcludeerd is dat sprake is van een gerechtvaardigde claim als 
in de bewuste staat een bron van inkomen is gelegen. Daarvan is sprake als in die staat 
een onderneming is gevestigd en/of onroerende zaken zijn gelegen. Het inwonerschap 
van de entiteit zou in die situatie het beste gekoppeld kunnen zijn aan de locatie van zo’n 
bron van inkomen. Ten aanzien van het inwonerschap van een entiteit met inkomen dat 
niet aan een bepaalde bron kan worden toegewezen (zoals dividend, rente en royalty’s 
als de onderliggende aandelen, vorderingen en rechten geen onderdeel uitmaken van het 
ondernemingsvermogen), geldt dat het beste kan worden aangesloten bij de plaats waar de 
aandeelhouders zijn gevestigd. Het moge duidelijk zijn dat dit theoretische onderscheid 
aan de hand van de aard van het inkomen voor wat betreft het aanknopingspunt voor de 
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vestigingsplaats van een entiteit, praktisch gezien zeer lastig te hanteren is. Veel entiteiten 
zullen beide vormen van inkomen hebben en aansluiting bij de woon- of vestigingsplaats 
van aandeelhouders is vooral bij beursgenoteerde entiteiten ingewikkeld. Niettemin is het 
onderscheid als startpunt gehanteerd bij de ontwikkeling van een nieuwe verdragsdefinitie 
in hoofdstuk 8. 

Het tweede conceptuele uitgangspunt voor de voorgestelde definitie heeft te maken met 
de reikwijdte van de belastingjurisdictie van een staat en de wijze van afbakening daarvan 
ten opzichte van die van andere staten. Het beginsel van de ‘closeness of connection’ is bij de 
invulling van de belastingjurisdictie leidend. Het gaat er om of sprake is van een voldoende 
mate van economische verbondenheid tussen een entiteit en een staat. En als een bepaalde 
entiteit in zekere en voldoende mate economisch verbonden is met twee staten, dient de 
belastingjurisdictie te worden verdeeld naar de mate van verbondenheid. 

Ten derde is in hoofdstuk 7 onderzocht welke beleidsmatige overwegingen ten grondslag 
liggen aan het sluiten van een belastingverdrag. Wat beogen staten door het aangaan van 
zo’n verdrag te bereiken? Doorslaggevend is het stimuleren van grensoverschrijdende 
economische activiteiten. Via een belastingverdrag worden dergelijke activiteiten 
gestimuleerd doordat dubbele belasting wordt voorkomen en zekerheid wordt verschaft 
over de fiscale behandeling van inkomen en kapitaal in de betrokken landen. Om ervoor te 
zorgen dat deze doelstelling wordt bereikt, is het van essentieel belang kunstmatige opzetjes 
te onderscheiden van daadwerkelijke economische activiteiten waarvoor het verdrag is 
bedoeld. Tegen misbruik van het belastingverdrag dient een dam te worden opgeworpen. 
Voor zover er sprake kan zijn van misbruik via het inwonerschap, is de definitie van inwoner 
de aangewezen plek om dat misbruik te bestrijden.

In hoofdstuk 8 is een voorstel voor een nieuwe definitie van inwoner gepresenteerd 
waarmee de onduidelijkheden en omissies van de bestaande definitie worden verholpen 
en die – tegelijkertijd – zoveel als redelijkerwijs en praktisch mogelijk, voldoet aan de 
theoretische uitgangspunten vastgesteld in hoofdstuk 7. De voorgestelde verdragsbepaling 
bevat de volgende elementen: 

1) Een directe verwijzing naar het nationale recht van de verdragsluitende staten: een 
entiteit die voor toepassing van de belastingen waarop het verdrag van toepassing is 
als inwoner wordt aangemerkt is, in beginsel, ook inwoner voor toepassing van het 
verdrag. Door deze directe verwijzing is de uitdrukking ‘onderworpen aan belasting’ 
niet meer nodig. 

2) Voldoende substance (als uitdrukking van voldoende economische verbondenheid) als 
voorwaarde voor verdragsinwonerschap: een entiteit kan alleen als inwoner worden 
aangemerkt als de activiteiten van die entiteit gelden als een vaste inrichting in de zin 
van art. 5(1) OESO-Modelverdrag. Overwogen is voor wat betreft de substance-eisen 
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aan te sluiten bij de voorwaarden die zijn opgenomen in de Limitations on Benefits-
bepaling van art. 29 OESO-Modelverdrag. Vanwege de relatieve onbekendheid bij de 
overgrote meerderheid van de OESO-lidstaten met deze bepaling (die afkomstig is 
uit de VS), wordt de voorkeur gegeven aan aansluiting bij het vaste inrichting begrip 
van art. 5 OESO-Modelverdrag. 

3)  Een inwoner van een derde-staat geldt eveneens als inwoner voor het belastingverdrag 
indien en voor zover sprake is van een vaste inrichting van deze inwoner in een 
verdragsluitende staat. 

4) Voor bepaalde entiteiten die niet aan het substance vereiste voldoen, dient een 
separate regeling te worden overwogen. Pensioenfondsen en charitatieve instellingen 
zouden via een separate bepaling expliciet als inwoner kunnen worden aangemerkt. 
Beleggingsfondsen en beleggingsinstellingen dienen verdragsvoordelen te genieten 
indien en voor zover de achterliggende participanten verdragsvoordelen toekomen. 
Entiteiten met beleggingen in vastgoed dienen te worden aangemerkt als inwoner 
van de staat waarin het vastgoed is gelegen, maar alleen voor zover het de inkomsten 
uit dat vastgoed betreft. Ook voor entiteiten met een vaste inrichting in de andere 
verdragsstaat dient een separate regeling te worden opgenomen. Als zo’n entiteit 
niet wordt aangemerkt al inwoner voor het verdrag, is de woonstaat niet verplicht 
tot het geven van voorkoming van dubbele belasting voor wat betreft het inkomen 
dat toerekenbaar is aan de vaste inrichting. Daarom dient een dergelijke entiteit als 
inwoner voor het verdrag te gelden voor wat betreft dat inkomen. 

5) Vanwege de substance voorwaarden die zijn opgenomen in de voorgestelde 
definitie, is het aantal gevallen waarin onder het voorstel sprake zal zijn van dubbel 
inwonerschap beperkt. Slechts indien een entiteit in beide verdragsluitende staten 
activiteiten uitoefent die kwalificeren onder de substance test en bepaald inkomen 
niet aan deze activiteiten kan worden toegerekend, moet een tie breaker de beslissing 
brengen. Het voorstel is om daarvoor de plaats van het executive management van de 
door de entiteit gedreven onderneming doorslaggevend te laten zijn. 

In hoofdstuk 9 ten slotte, wordt antwoord gegeven op de vraag die in dit onderzoek centraal 
staat. Geconcludeerd wordt dat, hoewel door middel van de algemeen geaccepteerde 
interpretatiemethoden de betekenis van art. 4(1) en (3) kan worden vastgesteld, het desondanks 
aanbeveling verdient bepaalde elementen te verduidelijken. Dat betreft met name de 
‘onderworpen aan belasting’ toets, de reikwijdte van de tweede volzin van art. 4(1) en de tie 
breaker van het derde lid. Rekening houdend met de conceptuele,  theoretische uitgangspunten 
die zijn vastgesteld in hoofdstuk 7, welke leiden tot de introductie van substance voorwaarden 
in de definitie van inwoner, is een voorstel gedaan voor een verdragsbepaling, die de 
verwezenlijking van het doel van een belastingverdrag dichterbij brengt. 
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