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Summary of the Questions
Question 1 – The Government invites stakeholders to comment on the advantages and disadvantages of a domestic law approach, a treaty based
approach, or a combination of both.

Question 2 – The Government invites stakeholders’ comments on the relative merits of the various approaches to treaty shopping identified by the
OECD as well as whether there are other approaches and types of rules that should be considered by Canada in evaluating how best to address the
problem of treaty shopping.

Question 3 – The Government invites stakeholders’ views on whether a general approach is preferred over a relatively more specific and objective
approach.

Question 4 – The Government invites stakeholders’ views on whether a main purpose test, if enacted in domestic tax laws, would be effective in
preventing treaty shopping and achieve an acceptable level of certainty for taxpayers.
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Question 5 – The Government invites input on which of the approaches (a main purpose approach or a more specific approach) strikes the best
overall balance between effectiveness, certainty and simplicity, and ease of administration.

Question 6 – For stakeholders who favour a more specific approach over a main purpose approach, the Government invites input on the design of the
conditions and the exceptions (e.g., the substantive business operations and derivative benefits exceptions) under a more specific approach as well as
any other exceptions that should be considered under this approach with a view to ensuring the measure is effective and applies in a reasonably
straightforward manner with predictable outcomes.

Question 7 – The Government invites stakeholders to comment on whether or not a domestic anti-treaty shopping rule should apply if a tax treaty
contains a comprehensive anti-treaty shopping rule.
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Introduction
As indicated in Economic Action Plan 2013, the Government continues to actively negotiate and conclude tax treaties to reduce barriers to international
trade and investment, combat tax evasion and avoidance, strengthen Canada’s bilateral economic relationships, and create enhanced opportunities for
Canadian businesses abroad. Tax treaties generally promote these economic objectives by establishing rules for the prevention of double taxation and
reducing rates of withholding taxes imposed on cross-border payments. Canada now has more than 90 tax treaties in force, and more under
negotiation, and is committed to maintaining an extensive and effective tax treaty network.

At the same time, insofar as another purpose of tax treaties is to prevent tax avoidance and evasion, it is important that safeguards exist to ensure
that taxpayers cannot make improper use of Canada’s tax treaties. Treaty shopping arises when, for example, a person who is not entitled to the
benefits of a tax treaty with Canada uses an entity in a country with which Canada has concluded a tax treaty and, to obtain Canadian tax benefits,
earns or realizes income sourced in Canada indirectly through that entity. As described in sections 1 and 5 below, treaty shopping defeats the
purposes of Canada’s bilateral tax treaties and poses risks to the Canadian tax base.

Distinguishing between acceptable uses of a tax treaty and treaty shopping can be difficult given the complexity of international transactions and the
increasing sophistication of international tax planning. Nevertheless, there is both direct and circumstantial evidence that treaty shopping exists and
that the unintended consequences of treaty shopping are significant. Many other countries are better positioned to address treaty shopping, either as a
result of favourable judicial decisions or having taken more decisive steps to address treaty shopping in their domestic laws or tax treaties.

The intention of this consultation process is to examine a range of possible approaches to address the practice of treaty shopping into Canada. The
purpose of this paper is to serve as the basis for a discussion aimed at reaching a workable solution to the problem of treaty shopping. In finding a
solution to treaty shopping, the main goals are to ensure that Canada remains an attractive destination for foreign investors and that all of the
purposes of Canada’s tax treaties are achieved.

The first section of this paper defines treaty shopping. The second section sets out Canada’s position on treaty shopping and the third section
discusses recent judicial experience. The fourth section describes the evidence of treaty shopping and the fifth section explains unintended
consequences of treaty shopping. The sixth section canvasses the possible approaches to preventing treaty shopping. The seventh section explores
approaches for striking a balance between general and specific rules. The eighth section concludes with a description of the consultative process.
Finally, the ninth section summarizes questions and issues on which the Government invites stakeholders’ comments.

1. Treaty Shopping – The Hallmarks
“Treaty shopping” generally refers to a situation under which a person who is not entitled to the benefits of a tax treaty uses an intermediary entity



that is entitled to such benefits in order to indirectly obtain those benefits.[1] Such practice is generally considered to be an “improper” use of tax
treaties.[2]

The above definition covers a wide variety of arrangements, but generally Canada has found treaty shopping to occur where all of the following
circumstances exist:[3]

An entity (“intermediary entity”), resident in a country with which Canada has a tax treaty, claims the application of the tax treaty to obtain
a reduction of Canadian tax otherwise payable on income earned in Canada;

The intermediary entity is owned or controlled mainly by residents of another country which are not entitled to at least the same treaty
benefits (“third country residents”);

The intermediary entity pays no or low taxes in its country of residence on the item of income earned in Canada (taking into account
deductible amounts paid to third country residents[4] and other relevant aspects of the tax system in the country where the intermediary is
resident); and

The intermediary entity does not carry on real and substantial business activities (other than managing investment income) in its country of
residence.

Where the combination of the circumstances listed above is observed, there is strong evidence that one of the main purposes of the existence of the
intermediary entity is to receive the income for the benefit of third country residents (that is, to engage in treaty shopping).[5] Under these
circumstances, Canada would be justified in denying tax treaty benefits. Such a use of intermediary (or “conduit”) entities is generally considered to be
an “improper” use of tax treaties, contrary to their object and purpose, because the benefits of the tax treaty are claimed by an entity lacking
economic substance and a bona fide purpose, and accrue to a third country resident not entitled to claim treaty benefits directly. In general, the more
substantial the commercial or economic presence of an entity in a jurisdiction, the less likely the entity is to be engaged in treaty shopping. In practice,
the “impropriety” of a structure is closely linked to the artificiality of the tax structure and the intermediary’s lack of economic substance.

2. Canada’s Position on Treaty Shopping
Canada has, for many years, consistently expressed the position that it would challenge treaty shopping arrangements. Clear expressions to this effect
were included in the 1995 technical explanation accompanying Article XXIX A (Limitation on Benefits) of the third protocol to the Canada-US Treaty
(under this Article, only persons satisfying specific and objective tests are generally eligible for treaty benefits):

“[…] Canada prefers to rely on general anti-avoidance rules to counter arrangements involving treaty-shopping through the United States. […]
Paragraph 7 [which states that the Article does not limit a state from applying its domestic anti-abuse rules] was added at Canada’s request to
confirm that the specific provisions of Article XXIX A and the fact that these provisions apply only for the purposes of the application of the
Convention by the United States should not be construed so as to limit the right of each Contracting State to invoke applicable anti-abuse rules.
Thus, for example, Canada remains free to apply such rules to counter abusive arrangements involving “treaty-shopping” through the United States
[…].”[6]

Moreover, although not limited to treaty abuse in the nature of treaty shopping, the 2004 Budget clarified, by way of amendments to the general anti-
avoidance rule (“GAAR”) in subsection 245(4) of the Income Tax Act and the introduction of section 4.1 of the Income Tax Conventions Interpretation
Act, the intended application of the GAAR to tax treaties.

Canada participates actively in the work of the OECD pertaining to the Model Tax Convention and supported the development of the OECD
Commentary on the improper use of treaties (see section 1 of the Annex). In fact, Canada has included certain of the OECD-suggested approaches to
addressing treaty shopping in its tax treaties. For example, entities that benefit from preferential tax regimes have been denied access to treaty
benefits under many of Canada’s treaties.[7] In addition, Canada has included a so-called main purpose test in 16 of its treaties and in particular in its
most recent tax treaties.[8] As described further below, the main purpose test applies to deny access to tax treaty benefits where one of the main
purposes of the transactions involved was to obtain such benefits. Moreover, Canada concluded a bilateral comprehensive limitation on benefits article
in the Fifth Protocol to the Canada-US Treaty.

In addition, the Canada Revenue Agency (the CRA) has a long history of maintaining publicly that it would challenge treaty shopping[9] and, as
discussed below, has challenged several treaty shopping cases in the courts. Thus, Canada has been taking steps to challenge treaty shopping for over
two decades.

3. Canada’s Judicial Experience
With one exception, Canadian court cases have not assisted the government in addressing treaty shopping in Canada. As discussed in more details
below, Canadian courts have generally accepted that treaty shopping occurred in the cases before them, but did not find a clear tax treaty policy or
legislative intent to deny the application of a tax treaty benefit to any particular treaty shopping arrangement.

Canada’s position on treaty shopping is consistent with the Supreme Court of Canada’s determination in Crown Forest Industries[10] that treaty
shopping was contrary to the purpose of the Canada-US Treaty. Although the case was decided based on the meaning of a “resident of a contracting
state” for purposes of the Treaty, Justice Iacobucci, in a unanimous decision, observed that the taxpayer’s argument meant that a foreign corporation
(in that case incorporated in the Bahamas) could be a resident of the United States for purposes of the Convention without having any US tax liability
and that this possibility was “highly undesirable”. In this context, he wrote the following on treaty shopping:

“[…] “Treaty shopping" might be encouraged in which enterprises could route their income through particular states in order to avail themselves of
benefits that were designed to be given only to residents of the contracting states. This result would be patently contrary to the basis on which
Canada ceded its jurisdiction to tax as the source country, namely that the U.S. as the resident country would tax the income.[11]

However, more than 10 years following the Crown Forest Industries decision, the leading Canadian treaty shopping case involving the GAAR was
decided in favour of the taxpayer. In MIL (Investments) S.A.,[12] the corporate taxpayer was continued from Cayman Islands (a jurisdiction with which
Canada does not have a tax treaty) to Luxembourg (a treaty country) shortly before it realized capital gains on the disposition of taxable Canadian
property.[13] Upon its continuance to Luxembourg, the corporate taxpayer became a resident of Luxembourg for purposes of the Canada-Luxembourg
Convention, positioning it to make a claim under the Convention to exempt the capital gain from tax in Canada. The Crown argued that this case



involved treaty shopping and, as such, represented an abuse of the provisions of the Convention that exempted the capital gain from tax in Canada.
The Tax Court of Canada concluded that the GAAR was not applicable and that there was no inherent anti-abuse rule in the Convention. The Tax Court
stated:

“…I do not agree that Justice Iaccobucci’s obiter dicta can be used to establish a prima facie finding of abuse arising from the choice of the most
beneficial treaty. There is nothing inherently proper or improper with selecting one foreign regime over another. Respondent’s counsel was correct
in arguing that the selection of a low tax jurisdiction may speak persuasively as evidence of a tax purpose for an alleged avoidance transaction, but
the shopping or selection of a treaty to minimize tax on its own cannot be viewed as being abusive. It is the use of the selected treaty that must be
examined.”[14]

In a short decision, the Federal Court of Appeal dismissed the Crown’s appeal in MIL (Investments) on the basis that it was unable to find an object or
purpose of the exempting provision of the Convention whose abuse would justify a departure from the plain meaning of the words of the provision.
This decision is a particularly strong statement by the Federal Court of Appeal, indicating that the courts in Canada require further legislative direction
before finding that treaty shopping is an improper (and abusive) use of tax treaties.

In Prevost Car Inc.,[15] the CRA challenged a treaty shopping case on the basis that a conduit entity was not the “beneficial owner” of the Canadian-
source income on which treaty benefits were sought. The case involved dividends paid on the shares of a Canadian resident corporation that were held
by a Dutch corporation which in turn was owned by corporate shareholders in Sweden and the United Kingdom. The withholding tax rate on dividends
paid to the Dutch holding company were lower than would have been the case had dividends been paid directly to the corporate shareholders in
Sweden and the United Kingdom. Even though the terms of the shareholders agreement essentially required the Dutch holding company to pass
through as dividends to its shareholders any dividends received from its Canadian subsidiary, the Tax Court found that the intermediary Dutch holding
corporation was the beneficial owner of the dividends and the Federal Court of Appeal affirmed the Tax Court’s interpretation of beneficial ownership.

The narrow meaning ascribed to beneficial owner in Prevost Car Inc. means that the beneficial ownership requirement in this context is not sufficient to
deny treaty benefits to an intermediary entity. In particular, even though the intermediary foreign holding company in this case was effectively a direct
conduit (i.e., it did not pay tax on dividends received, distributed substantially all of its income to third country residents who owned it, and had no
employees or activities other than with respect to the ownership of shares of a subsidiary), it was not denied treaty benefits on the basis of beneficial
ownership.

Similarly, the notion of beneficial owner was also argued by the Government in Velcro Canada[16] as the basis on which to deny treaty benefits in a
treaty shopping case. In Velcro Canada, a corporation resident in the Netherlands Antilles, which would have been subject to a withholding tax rate in
Canada of 25% on royalties paid by a Canadian company, incorporated an intermediary company in the Netherlands and essentially assigned to it the
right to receive royalty payments from the Canadian company. The intermediary company in the Netherlands remitted 90% of the royalties received to
its parent in the Netherland Antilles within 30 days, pursuant to a sub-licencing agreement between the Dutch intermediary and the Netherlands
Antilles company. This was a classic “stepping stone” conduit structure.[17] The Government argued the case on the basis that the Dutch intermediary
was not the beneficial owner of the royalties received. The Court followed the decision in Prevost Car Inc.

Collectively, these three cases indicate in relatively strong terms that the courts in Canada are not currently inclined to find against taxpayers in treaty
shopping cases. In other words, the courts in Canada require clearer legislative direction to the effect that treaty shopping is an improper use of
Canada’s tax treaties.

The CRA has also discovered numerous other cases of treaty shopping that have been resolved out of court. Moreover, since the recent judicial
decisions, the Income Tax Rulings Directorate of the CRA has received additional requests for Advance Tax Rulings in cases involving treaty shopping.

4. Evidence of Treaty Shopping
The above discussion regarding Canada’s judicial experience described the use of treaty shopping arrangements in Canada, involving significant
amounts of Canadian tax. However, these cases do not provide evidence of treaty shopping beyond the specific circumstances of the litigation and
cannot be used to assess the extent of the existence of treaty shopping in the Canadian context. To attempt to assess the scale of treaty shopping, it
is necessary to consider aggregate statistics on foreign direct investment (FDI).

In the aggregate statistics on FDI, it is difficult to distinguish indirect investment through intermediaries from direct investment, and even more
difficult to separately identify cases involving indirect investment for tax planning purposes. Moreover, the use of intermediaries may involve tax
planning other than treaty shopping. For example, intermediaries in low tax jurisdictions (or jurisdictions with preferential regimes) may be used to
reduce or defer taxation in the country in which the ultimate beneficial owner is resident and not the source country, as in the case of treaty
shopping.[18] Nevertheless, a comparison of FDI and trade data, and an understanding of the domestic tax and treaty policies of those countries that
rank among the largest in terms of FDI in Canada provides circumstantial evidence that the scale of treaty shopping may be significant.

In general, unusually high levels of inbound and outbound FDI can be an indicator that a country commonly serves as a conduit investment country.
Table 1 provides circumstantial evidence on the existence and use of conduit countries to indirectly route investment from the residence country of the
investor, to the final destination (source) country of investment. This table builds on a table included in a recent study by Jack Mintz and Alfons
Weichenrieder.[19] It compares the total stock of inbound and outbound FDI as a percentage of gross domestic product (GDP) across a number of
countries. While not conclusive, ratios of FDI stocks to GDP that are several times the OECD average suggest that the particular country is used for
conduit investment.

As indicated above, indirect investment is not always driven by treaty shopping; it may reflect other objectives of a multinational enterprise. For
example, the top three countries identified in Table 1 do not have significant tax treaty networks. However, they do provide other significant tax
benefits to investors. The remaining countries have significant tax treaty networks and many are understood to have domestic tax regimes that make
them favoured intermediary jurisdictions for investment in other countries. Some of these conduit countries may be more popular in certain regions.

Table 1: Top 10 Countries with the Highest Ratio of Foreign Direct Investment Inbound and Outbound Stocks as a
Percentage of GDP (Averaged over 2006 to 2010 for 159 countries)

Rank Country
FDI Outbound

Stock (%)
FDI Inbound 

Stock (%)
Sum of Inbound and 

Outbound Stocks (%)

1 British Virgin Islands 26,138.93 15,186.57 41,325.50

2 Cayman Islands 1,982.93 3,072.33 5,055.26



3 Liberia 522.59 573.78 1,096.36

4 Hong Kong 402.66 454.29 856.95

5 Iceland 325.32 247.42 572.74

6 Luxembourg 185.62 165.88 351.50

7 Belgium 168.76 171.59 340.35

8 Singapore 141.63 194.32 335.95

9 Switzerland 155.34 88.11 243.45

10 Netherlands 116.92 82.60 199.52

 

40 Canada 38.37 34.73 73.10

 OECD 62.02 49.02 111.04

Sources: UNCTAD statistical database, May 2013
* OECD computed as weighted average (by GDP); OECD membership as of 2013

Indirect FDI flows in the geographical patterns of FDI from home countries to host countries[20] are becoming increasingly important. As international
organizations have noted, various mechanisms are behind these increasing indirect FDI flows, including low or no tax jurisdictions and offshore
financial centres as well as the use of special purpose entities (SPEs)[21] that are more prevalent in developed countries such as the Netherlands and
Luxembourg.[22] In this respect, a recent OECD Report provided information on FDI positions (stock) held through SPEs. The OECD cited, for example,
the fact that more than 80% of total inbound stock investments into the Netherlands for 2011 were investments through SPEs and that more than
75% of outbound stock investments from the Netherlands were made through SPEs. Similarly, more than 90% of both Luxembourg’s inbound and
outbound stock investments for 2011 were made through SPEs.[23] Although caution must be exercised in interpreting such numbers for the reasons
set out above, the concentration of inbound and outbound FDI in these countries by SPEs, together with their extensive treaty networks and
favourable domestic tax regimes, suggests that these countries may be used extensively for treaty shopping purposes.

Table 2 identifies the largest countries of origin for Canada’s inbound FDI stock, and the rankings of these countries in terms of trade with Canada. The
countries identified represent a mix of economies with which Canada has significant economic linkages, and countries which are common sources of
indirect investment. For example, investors in the United States, the United Kingdom, Japan and China make significant investments in Canada. The
appearance of these countries in the top ten FDI investing countries is unsurprising, given that there are significant economic linkages between these
countries and Canada, as evidenced by the trade partner rank. However, other countries seem to rank higher in making FDI investments into Canada
than the economic linkages suggested by the trade partner rank would warrant. For example, Luxembourg ranks only 72 on the trade partner rank,
but number seven in terms of the source of investment in FDI stocks in Canada.[24] Other countries, such as the Netherlands and Switzerland, also
show up in the top ten investor countries, suggesting that they play a role in conduit investments, although not all investments undertaken through
multiple countries are driven by treaty shopping.  

Table 2: Top 10 Countries Investing in Canada 
(averages 2006-2010)

Rank Country
Stock of FDI Investment

in Canada ($ billions) Tade Partner Rank*

1 United States 292.69 1

2 Netherlands 46.16 12

3 United Kingdom 45.79 3

4 Switzerland 18.59 15

5 Brazil 14.35 13

6 Japan 13.30 4

7 Luxembourg 10.87 72

8 Germany 9.73 6

9 China 8.45 2

10 Australia 4.68 17

Source: Statistics Canada Cansim Table 376-0051
* Ranking of countries for which both FDI and trade data are available; Ranking determined as the sum total merchandise imports and merchandise exports.
Due to data availability, the average FDI calculation for China user the years 2007 to 2010.

A country with a high ranking in terms of inbound FDI stocks in Canada, even when paired with a low ranking on economic linkages demonstrated by
trade partner rank, does not demonstrate the existence of treaty shopping. As established in section 1 above, Canada would consider treaty shopping
to occur where certain circumstances exist in combination. It could, however, suggest that a significant volume of indirect investment is routed
through such countries by ultimate beneficial owners making investments in Canada sourced from third countries (which Canadian statistics do not
identify). The appearance of countries in Table 2, such as the Netherlands and Luxembourg, understood to be significant conduit investment locations
as suggested in the discussion on FDI and SPEs data, combined with the experience of CRA auditors and the cases which have been taken to court,
are indicative that treaty shopping has a significant role in inbound direct investment in Canada.

5. Unintended Consequences of Treaty Shopping



Where treaty shopping occurs, tax treaties concluded between Canada and its treaty partners can indirectly provide tax benefits to third country
residents. While Canada is prepared to reduce the level of Canadian taxation imposed on residents of trading partners by concluding a bilateral tax
treaty, Canada’s intention is to extend benefits under that treaty only to residents of that country. For several reasons, it is inappropriate for residents
of a country with which Canada does not have a tax treaty (or has a tax treaty but with less favourable terms) to indirectly access tax treaty benefits
by treaty shopping through an intermediary resident in a country with favourable tax treaty terms.

First, if third country residents obtain reductions in Canadian taxes by treaty shopping into Canada, the benefits flow only in one direction as those
third country residents enjoy Canadian tax relief on their indirect investments in Canada, but Canadian residents may not enjoy the same benefits on
their investments in that third country.

Second, in cases of treaty shopping, the benefits of a tax treaty may flow to persons residing in a country with which Canada does not have a
significant bilateral economic relationship or possibly to countries with which Canada had decided for other reasons that it did not wish to conclude a
tax treaty. In these cases, treaty shopping effectively extends tax treaty benefits to residents of a third country without giving Canada the opportunity
to negotiate terms that would reflect the tax system in that third country as well as Canada’s bilateral relationship with it. This may also allow
residents of that third country to enjoy Canadian tax reductions while remaining insulated from exchange of information provisions under Canada’s tax
treaties that enable the CRA to obtain information relevant to the administration and enforcement of the Income Tax Act.

Finally, when Canada intends to reduce Canadian taxation on non-residents (whether resident in a tax treaty country or not), it does so by amending
the Income Tax Act and not indirectly by accepting treaty shopping practices.[25]

The use of Canada’s tax treaties for treaty shopping purposes undermines the bilateral nature of a tax treaty. Absent anti-treaty shopping safeguards,
Canada’s ability to appropriately constrain tax treaty benefits within a particular bilateral relationship is compromised, undermining Canada’s ability to
conclude tax treaties with terms that correspond to and reflect each particular economic relationship between Canada and its tax treaty partners.

6. Possible Approaches to Preventing Treaty Shopping

6.1 Overview and tax policy objectives

As indicated above, Canada’s recent attempts to address treaty shopping in the Courts have been unsuccessful. Thus, notwithstanding the policy and
administrative statements and actions on the part of the Department of Finance and the CRA, recent judicial experience in Canada suggests that the
CRA requires clearer legislative authority to successfully challenge treaty shopping arrangements.

There are a wide range of approaches to preventing treaty shopping. The threshold question for countries is whether treaty shopping rules should be
included in domestic tax laws or in tax treaties. In addition, regardless of whether a country adopts a domestic law or treaty based approach, it must
also be determined whether to adopt a general anti-treaty shopping rule or a more specific anti-treaty shopping rule. Each approach has pros and
cons and, as a practical matter, it may be necessary to combine different approaches and types of rules.

Key considerations with respect to each of the main approaches and types of rules are discussed briefly in this section of the paper. In particular, in
evaluating alternative approaches and types of rules, consideration must be given to the following tax policy objectives:

1. Effectiveness – would the approach target treaty shopping with the appropriate degree of precision or would it produce outcomes that may be
under-inclusive (i.e., would not adequately prevent treaty shopping) or over-inclusive (i.e., would undermine Canada’s treaty network and create a
barrier to foreign investment in Canada with adverse effects on economic efficiency, growth, and competitiveness), and can it be implemented in a
timely manner?

2. Certainty and simplicity for taxpayers – would the approach produce predictable outcomes and be reasonably straightforward to understand and
to apply in practice?

3. Ease of administration for the CRA – would the approach be relatively easy for the CRA to administer?

6.2 Domestic tax rules or treaty-based rules

As indicated above, the threshold question is whether treaty shopping rules should be included in Canada’s domestic tax laws or whether Canada
should continue to negotiate treaty-based rules. Because of the nature of tax treaties as bilateral agreements, it could be asserted that the solution
resides in the on-going negotiation (and re-negotiation) of tax treaties to include in each of them appropriate safeguards against treaty shopping.
However, the speed with which the tax policy objectives could be achieved under a treaty-based approach would depend largely on the resources
dedicated to treaty negotiations and the availability and receptiveness of Canada’s treaty partners to negotiate. As a practical matter, amending every
treaty in Canada’s tax treaty network that does not have an anti-treaty shopping measure would likely take decades.

One possible response to the concern about the time it would take to re-negotiate substantially all of Canada’s tax treaties is that only a small number
of tax treaties represent most of the problem. Thus, it could be asserted that successful re-negotiations with those countries would significantly curtail
treaty shopping. However, even if it were possible to re-negotiate Canada’s treaties with certain countries where conduit entities are common – a
difficult task given that these countries may not wish to re-negotiate – other conduit countries may emerge. Accordingly, a treaty-based approach, on
its own, would likely be ineffective as it would not serve as a timely response to the treaty shopping problem facing Canada today.

In contrast, if Canada were to adopt a domestic law approach, amendments could be implemented in a timely manner. Domestic law provisions to
prevent tax treaty abuse are endorsed by both the OECD and the United Nations (the “UN”);[26] both organizations consider that tax treaties may be
subject to domestic anti-avoidance rules in cases involving treaty shopping.[27] For clarity, if a domestic law approach were adopted, it would provide
that the domestic law provisions prevail over tax treaties; however, it should be recognized that Canada’s intention would be to clarify and codify its
position concerning treaty shopping in a manner consistent with the OECD and UN Model Commentaries as well as the laws and practices of several
other countries.[28]

In addition to the significant benefit that a domestic law approach could be implemented and effective in less time than a treaty-based approach, the
fact that it would also have immediate effect across Canada’s entire tax treaty network would facilitate a greater consistency in practice than would
unfold if Canada were to rely exclusively on treaty-based solutions.

Although a treaty-based approach would potentially allow for more comprehensive provisions compared to a domestic law approach, which provisions
may be constrained in order to avoid a conflict with existing treaty obligations, a combination of both approaches could also be considered. This
combination approach would enable the CRA to address treaty shopping arrangements upon enactment of the domestic rules and also enable the



Government to consider more comprehensive provisions to determining eligibility for treaty benefits in the course of negotiations with particular
countries. (See also the discussion in section 7.3 below.)

Q.1 The Government invites stakeholders to comment on the advantages and disadvantages of a domestic law approach, a treaty based
approach, or a combination of both.

6.3 General or specific anti-treaty shopping rules

In broad terms, the approaches available to address treaty shopping range from a general anti-treaty shopping rule to more specific anti-treaty
shopping rules. The OECD Commentary sets out various approaches that countries have used to address treaty shopping. Although the OECD
contemplates the possibility that countries may implement domestic anti-abuse rules, it has traditionally limited its suggested approaches to those
which countries might consider in bilateral treaty negotiations. Nevertheless, certain of the approaches identified could be considered for
implementation in domestic tax laws. The following types of rules are generally described in the Commentary to Article 1 of the OECD Model
Convention:[29]

The look-through approach disallows treaty benefits to a company owned or controlled, directly or indirectly, by persons who are not
residents of a contracting state;

The subject-to-tax approach provides that treaty benefits in the country of source are granted only if the income in question is subject to
tax in the country of residence; and

The channel approach disallows treaty benefits in cases where an intermediary company receives what would be treaty-protected income if
more than 50% of that income is paid to satisfy claims (deductible amounts) of a person not resident in the country of the intermediary
company and who has, directly or indirectly, a substantial interest in (or exercises management or control over) the company.

The Commentary indicates that these solutions are of a general nature and need to be accompanied by specific provisions to ensure that treaty
benefits will be granted in bona fide cases. This recognizes that these specific anti-treaty shopping rules may be over-inclusive and, accordingly,
require some exceptions in order to ensure the measure is appropriately targeted to treaty shopping. Such exceptions could include:[30]

a general bona fide provision – where the company can establish that its principal purpose is motivated by business reasons and not to
obtain tax benefits under the Convention;

a business activity provision – where the company is engaged in substantive business operations in the residence state and the income on
which treaty benefits is sought is connected with such operations;

an amount of tax provision – where the reduction of tax claimed is not greater than the tax actually imposed by the Contracting State of
which the company is a resident;

a stock exchange provision – where the principal class of shares of the company is registered on an approved stock exchange in a
contracting state; and

an alternative relief provision – where the third country residents owning the intermediary company are resident in countries that have tax
conventions with the contracting state from which relief from taxation is claimed and those conventions provide no less tax relief than that
claimed under the particular convention (also referred to as a derivative benefits provision). 

The OECD Commentary also sets out an approach for states wishing to address treaty shopping in a comprehensive way. This approach is essentially a
US-style limitation of benefits (LOB) article, similar to Article XXIX A of the Canada-US Treaty. Under this approach, only persons satisfying specific
and objective tests are eligible for treaty benefits. The premise underlying this approach is that if any of the objective tests for eligibility are satisfied,
the requisite treaty shopping motive is not present and treaty benefits should be granted.[31] Although more targeted and certain in application, this
LOB approach can also be over-inclusive and generally contains a provision enabling contracting states to grant treaty benefits on a discretionary basis
in appropriate circumstances. At the same time, this comprehensive and mechanical approach to dealing with treaty shopping can also be under-
inclusive and, accordingly, domestic law measures may still be required to address treaty shopping cases.[32]

The OECD Commentary also discusses a general anti-abuse rule that applies only to specific types of income. This approach would deny treaty benefits
that restrict source country taxation in respect of dividends, interest, and royalties (and other income) in cases where the main purpose or one of the
main purposes of any person (e.g., a conduit entity) concerned with the creation or assignment of an interest in property (e.g., shares, debt-claims, or
rights) is to take advantage of the treaty provision by means of that creation or assignment. As indicated above, Canada has included this general rule
in several tax treaties.

Aside from special treaty rules that address, for example, preferential tax regimes, most countries that deal with the problem of treaty shopping in
their tax treaties use a general rule (i.e., a provision denying tax treaty benefits where transactions have been entered into for the main purpose of
obtaining these benefits), such as the main purpose test described above.[33] However, some countries (e.g., Japan and the United States) prefer to
address the issue with specific and comprehensive rules governing limitations on benefits.

Q.2 The Government invites stakeholders’ comments on the relative merits of the various approaches to treaty shopping identified by the OECD
as well as whether there are other approaches and types of rules that should be considered by Canada in evaluating how best to address the
problem of treaty shopping.

6.4 The use of general or specific approaches – considerations in the Canadian context

The Government recognizes the difficult trade-offs in choosing between general and specific approaches to preventing treaty shopping. General
approaches seem less complex – particularly in comparison to the specific and comprehensive rule-based approach of the comprehensive LOB article –



yet they explicitly authorize tax administrations and the courts to deny treaty benefits in treaty shopping cases. However, general approaches may
produce less certain outcomes in some cases (compared to a comprehensive LOB article) and, accordingly, may expose businesses to some
compliance risks. General approaches risk being both over-inclusive (depending on how they are applied by tax authorities) and under-inclusive (if
taxpayers can support a tax filing position based on a purpose test or a general exception). The burden on tax authorities may also be significant in
terms of developing guidance, administering ruling requests, and carrying out audit and enforcement activities.

Notwithstanding the challenges with general approaches, there are several attractions. For example, Canada has already adopted certain general
approaches in its tax treaties, as discussed above, and therefore has some familiarity with them. Moreover, general approaches, whether in the form
of a main purpose rule or a more specific anti-conduit rule, are consistent with what the OECD considers abusive; therefore, the implementation of
such a rule in Canada’s domestic law should not be in conflict with treaty obligations. As indicated above, the ability to implement a general anti-treaty
shopping rule in domestic laws would enable Canada to begin addressing treaty shopping much sooner than would be possible under a treaty-based
approach, an important consideration given the situation in Canada today.

Conversely, adopting a more specific rule would generally have the advantage of greater certainty for businesses but may produce more inappropriate
outcomes, absent the exercise of discretionary authority.

Q.3 The Government invites stakeholders’ views on whether a general approach is preferred over a relatively more specific and objective
approach.

7. Striking a Balance Between General and Specific Rules

7.1 Considerations regarding effectiveness and certainty

As indicated above, Canada has implemented a main purpose test in 16 tax treaties, including in many recent treaties.[34] In principle, this approach
requires the CRA to make a factual determination as to whether the main purpose (or one of the main purposes) of certain creations or assignments
of income or property, or of the establishment of the person who is the beneficial owner of the income, was to access the benefits of a particular tax
treaty. As indicated above, the OECD contemplates the use of a main purpose test in the context of specific types of income (e.g., dividends, interest,
royalties, and other income); however, it would be necessary to consider whether a main purpose test, if enacted in Canada’s domestic laws, should
apply to other treaty provisions. For example, where tax treaties contain more favourable terms under the Capital Gains Article than under domestic
law, it would be important to ensure that those treaties could not be used by third country residents to avoid paying Canadian tax arising on the
disposition of taxable Canadian property.  

The factual determination required under a main purpose test is similar to that required to make an “avoidance transaction” determination under the
GAAR – in particular, whether the primary purpose of a transaction (or series of transactions of which the transaction was a part) was to achieve a tax
benefit, broadly defined. There are also several other provisions in the Income Tax Act that contain a purpose test and require a determination of
whether a main purpose of a transaction (or series of transactions) was to achieve a particular tax benefit.[35] Thus, a main purpose test is relatively
familiar to both Canada’s treaty partners and Canadian tax advisors. On this basis, a main purpose test, if implemented in Canada’s domestic laws,
could strike a reasonable balance between effectiveness and certainty.

As indicated in section 6.4, another view is that a main purpose test involves a meaningful element of uncertainty, both for taxpayers and the
government. Under this view, even though a main purpose test can be considered a relatively objective fact-finding rule, ascertaining a taxpayer’s
purpose in carrying out a particular transaction has an element of subjectivity. There is a risk that taxpayers may exploit this subjectivity and self-
assess treaty benefits in cases that in fact are motivated by treaty shopping. From the Government’s perspective, such an outcome would be
undesirable.

Q.4 The Government invites stakeholders’ views on whether a main purpose test, if enacted in domestic tax laws, would be effective in preventing
treaty shopping and achieve an acceptable level of certainty for taxpayers.

7.2 Dealing with the difficult cases

If there are concerns that the effectiveness and certainty objectives may not be achieved under a main purpose test, another general approach is to
implement in Canada’s domestic laws an anti-treaty shopping rule that is more specific. Such a rule would set out objective conditions which, if
satisfied, would indicate the presence of treaty shopping. For example, such a rule could deny tax treaty benefits to an entity (a conduit) where:

1) the entity is owned or controlled, directly or indirectly, by residents of one or more third countries;

2) the entity pays, in the country in which it is resident, no or low taxes on the item of income earned in Canada (taking into account deductible
amounts paid to third country residents and other relevant aspects of the tax system in the country where the intermediary is resident);

3) the entity is not engaged in substantive business operations in its country of residence (other than managing investment income); and

4) the third country residents referred to in (1) or (2) are not all resident in a country with which Canada has a tax treaty, and that treaty provides
at least as much tax relief on the particular item of income as the particular tax treaty.

This approach contains elements from each of the look-through approach, the subject-to-tax approach, and the channel approach discussed in the
OECD Commentary on Article 1. It also contains exceptions for entities meeting a substance test and entities controlled by third country residents
which would have enjoyed similar tax treaty benefits (a so-called “derivative benefits test”). The Government recognizes that additional legislative or
administrative guidance may be required in connection with each of these provisions; however, this approach has the benefit of expressing more
clearly than a main purpose test what constitutes treaty shopping.[36] In addition, it would be possible to provide the Minister of National Revenue
with the authority to grant treaty relief in appropriate cases.

The Government recognizes that there is a wide range of circumstances in which intermediary entities are used that do not involve treaty shopping.



For taxpayers in those circumstances, objective rules could produce predictable and appropriate outcomes. However, a move to more specific and
objective rules also involves some risks for the Government in that it may provide taxpayers with a “road-map” for creating factual conditions
necessary to avoid the anti-treaty shopping rule. Thus, in order to maintain effectiveness, the exceptions to any specific and objective test must be
designed such that they cannot be easily or artificially satisfied. To achieve effectiveness, this practical reality may involve tightening the conditions
and placing greater reliance on a discretionary authority of the Minister of National Revenue to grant treaty benefits in appropriate circumstances.

Q.5 The Government invites input on which of the approaches (a main purpose approach or a more specific approach) strikes the best overall
balance between effectiveness, certainty and simplicity, and ease of administration.

Q.6 For stakeholders who favour a more specific approach over a main purpose approach, the Government invites input on the design of the
conditions and the exceptions (e.g., the substantive business operations and derivative benefits exceptions) under a more specific approach as
well as any other exceptions that should be considered under this approach with a view to ensuring the measure is effective and applies in a
reasonably straightforward manner with predictable outcomes.

7.3 The interaction between domestic law and treaty-based approaches

If Canada were to adopt a domestic law approach, the question arises as to whether such domestic law provisions should apply in the case of tax
treaties containing more comprehensive anti-treaty shopping provisions, such as Article XXIX-A (Limitation on Benefits) of the Canada-U.S. Tax
Treaty. On the one hand, depending on the formulation of either a general or specific anti-treaty shopping rule under domestic law, it may be that the
domestic law rule complements the treaty-based anti-treaty shopping rule.[37] On the other hand, on the basis that a US-style LOB rule is a
comprehensive rule under which only persons satisfying specific and objective tests are eligible for treaty benefits, it may be inappropriate to impose
additional rules in such circumstances.

Q.7 The Government invites stakeholders to comment on whether or not a domestic anti-treaty shopping rule should apply if a tax treaty
contains a comprehensive anti-treaty shopping rule.

8. Consultative Process
As stated in the Introduction, the intention of this consultation is to examine a range of possible approaches to address the practice of treaty shopping
into Canada. The purpose of this consultation is to serve as the basis for a discussion aimed at reaching a workable solution to the problem of treaty
shopping.

The Government will use the responses from this consultation to evaluate whether new rules would have the potential to address the issue of treaty
shopping.

How to Comment
The Government invites comments from stakeholders regarding any element of this paper by December 13, 2013.

Comments may be submitted to Treaty.Shopping-Chalandage.Fiscal@fin.gc.ca

Also, written comments can be forwarded to:

Treaty Shopping
Department of Finance
L’Esplanade Laurier
17th Floor, East Tower
140 O’Connor Street
Ottawa, Canada K1A 0G5

To add to the transparency of the consultation process, the Department of Finance will post submissions on the Department of Finance website, with
the consent of the submitting party. We ask that, in providing your submission, you state whether you consent to posting your submission on the
Department of Finance website. If you make a submission, please clearly indicate if you would like the Department of Finance to:

Post your submission on the Department of Finance website; and

Include your name and/or the name of the organization which you represent with your submission when posting it on the Department of
Finance website.

We also request that submissions which are to be posted on the Departmental website be provided electronically in PDF format or in plain text.

The Department of Finance will not post submissions that do not clearly indicate a preference to be posted on our website.

Once received by the Department of Finance, all submissions will be subject to the Access to Information Act (ATI Act) and may be disclosed in
accordance with its provisions. If a request pertaining to your submission is received under the ATI Act, you will be consulted under Section 27 of the
ATI Act.

9. Summary of the Questions



Question 1 – The Government invites stakeholders to comment on the advantages and disadvantages of a domestic law approach, a treaty based
approach, or a combination of both.

Question 2 – The Government invites stakeholders’ comments on the relative merits of the various approaches to treaty shopping identified by the
OECD as well as whether there are other approaches and types of rules that should be considered by Canada in evaluating how best to address the
problem of treaty shopping.

Question 3 – The Government invites stakeholders’ views on whether a general approach is preferred over a relatively more specific and objective
approach.

Question 4 – The Government invites stakeholders’ views on whether a main purpose test, if enacted in domestic tax laws, would be effective in
preventing treaty shopping and achieve an acceptable level of certainty for taxpayers.

Question 5 – The Government invites input on which of the approaches (a main purpose approach or a more specific approach) strikes the best
overall balance between effectiveness, certainty and simplicity, and ease of administration.

Question 6 – For stakeholders who favour a more specific approach over a main purpose approach, the Government invites input on the design of the
conditions and the exceptions (e.g., the substantive business operations and derivative benefits exceptions) under a more specific approach as well as
any other exceptions that should be considered under this approach with a view to ensuring the measure is effective and applies in a reasonably
straightforward manner with predictable outcomes.

Question 7 – The Government invites stakeholders to comment on whether or not a domestic anti-treaty shopping rule should apply if a tax treaty
contains a comprehensive anti-treaty shopping rule.

ANNEX
OECD and Other Countries Position on Treaty Shopping

1 – OECD Position on Improper Use of Tax Treaties

In January 2003, the OECD issued extensive revisions to the Commentary to the OECD Model which addresses the relationship between tax treaties
and domestic anti-avoidance rules and problems concerning the improper use (or abuse) of tax treaties.

Under the heading “Improper use of the Convention”, the 2003 OECD Commentary on Article 1 states:  

8. It is also important to note that the extension of double taxation conventions increases the risk of abuse by facilitating the use of artificial legal
constructions aimed at securing the benefits of both the tax advantages available under certain domestic laws and the reliefs from tax provided for
in double taxation conventions.

9. This would be the case, for example, if a person (whether or not a resident of a Contracting State), acts through a legal entity created in a State
essentially to obtain treaty benefits that would not be available directly. Another case would be an individual who has in a Contracting State both
his permanent home and all his economic interests, including a substantial shareholding in a company of that State, and who, essentially in order to
sell the shares and escape taxation in that State on the capital gains from the alienation (by virtue of paragraph 5 of Article 13), transfers his
permanent home to the other Contracting State, where such gains are subject to little or no tax.

9.1 This raises two fundamental questions that are discussed in the following paragraphs:

whether the benefits of tax conventions must be granted when transactions constitute an abuse of the provisions of these conventions are
entered into (see paragraphs 9.2 and following below); and

whether specific provisions and jurisprudential rules of the domestic law of a Contracting State that are intended to prevent tax abuse
conflict with tax conventions (see paragraphs 22 and following below).

9.2 For many States, the answer to the first question is based on their answer to the second question. These States take account of the fact that
taxes are ultimately imposed through the provisions of domestic law, as restricted (and in some rare cases broadened) by the provisions of tax
conventions. Thus, any abuse of the provisions of a tax convention could also be characterised as an abuse of the provisions of domestic law under
which tax will be levied. For these States, the issue then becomes whether the provisions of tax conventions may prevent the application of the
anti-abuse provisions of domestic law, which is the second question above. As indicated in paragraph 22.1 below, the answer to that second
question is that to the extent these anti-avoidance rules are part of the basic domestic rules set by domestic tax laws for determining which facts
give rise to a tax liability, they are not addressed in tax treaties and are therefore not affected by them. Thus, as a general rule, there will be no
conflict between such rules and the provisions of tax conventions.

9.3 Other States prefer to view some abuses as being abuses of the convention itself, as opposed to abuses of domestic law. These States,
however, then consider that a proper construction of tax conventions allows them to disregard abusive transactions entered into with the view of
obtaining unintended benefits under the provisions of these conventions. This interpretation results from the object and purpose of tax conventions
as well as the obligation to interpret them in good faith (see Article 31 of the Vienna Convention on the Law of Treaties).

9.4 Under both approaches, therefore, it is agreed that States do not have to grant the benefits of a double taxation convention where
arrangements that constitute an abuse of the provisions of the convention have been entered into.

9.5 It is important to note, however, that it should not be lightly assumed that a taxpayer is entering into the type of abusive transactions referred
to above. A guiding principle is that the 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.

9.6 The potential application of general anti-abuse provisions does not mean that there is no need for the inclusion, in tax conventions, of specific
provisions aimed at preventing particular forms of tax avoidance. Where specific avoidance techniques have been identified or where the use of such
techniques is especially problematic, it will often be useful to add to the Convention provisions that focus directly on the relevant avoidance
strategy. Also, this will be necessary where a State which adopts the view described in paragraph 9.2 above believes that its domestic law lacks the
anti-avoidance rules or principles necessary to properly address such strategy.



[…]

22. Other forms of abuse of tax treaties (e.g. the use of a base company) and possible ways to deal with them, including “substance-over-form”,
“economic substance” and general anti-abuse rules have also been analysed, particularly as concerns the question of whether these rules conflict
with tax treaties, which is the second question mentioned in paragraph 9.1 above.

22.1 Such rules are part of the basic domestic rules set by domestic tax laws for determining which facts give rise to a tax liability; these rules are
not addressed in tax treaties and are therefore not affected by them. Thus, as a general rule and having regard to paragraph 9.5, there will be no
conflict.

Treaty shopping was, in the mind of the OECD, an improper use of tax treaties at least as far back as 1986, as evidenced by the Conduit Report. The
Report said:

D. Main characteristics of “conduit configurations”

6. Through the configurations described above, the conduit company takes advantage of the treaty provisions under its own name in the State of
source; economically, however, the benefit goes to persons not entitled to use that treaty. A net tax advantage results because little or no taxation
occurs in the State(s) of conduit.

The advantage arises in the source country. As its tax laws deal adequately with the situation (it generally taxes all non-residents including the
conduit company), the problem is created exclusively by the treaty itself and therefore can only be dealt with under the treaty.

7. This situation is unsatisfactory in several ways:

a) treaty benefits negotiated between two states are economically extended to persons resident in a third State in a way unintended by the
contracting States; thus the principle of reciprocity is breached and the balance of sacrifices altered;

b) Income flowing internationally may be exempted from tax altogether or be subject to inadequate taxation in a way unintended by the contracting
states. This situation is unacceptable because the granting by a country of treaty benefits is based, except in specific circumstances, on the fact that
the respective income is taxed in the other State or at least falls under the normal taxing regime of that State;

c) The State of residence of the ultimate beneficiary has little incentive to enter into a tax treaty with the State of source, because the residents of
the State of residence can indirectly receive treaty benefits from the state of Source without the need for the State of Residence to provide
reciprocal benefits.

Finally, the Committee on Fiscal Affairs of the OECD is currently considering a wide-ranging project to develop a comprehensive action plan to address
several issues relating to “base erosion and profit shifting” (BEPS). One of the issues identified as contributing to BEPS in the 2013 OECD background
report on BEPS is treaty shopping.

2 – UN Model Commentary Concerning Specific and General Legislative Anti-abuse Rules in Domestic
Law

In 2011, significant revisions were made to the UN Model Commentary concerning the relationship between domestic law and treaties in the context of
specific and general anti-abuse rules found in domestic law. This commentary is substantially the same as the OECD Commentary, although it contains
a more complete and clearer discussion of the relationship between domestic tax rules and treaty rules. The following is an excerpt of the commentary
dealing with general legislative anti-abuse rules found in domestic law:

20. Some countries have included in their domestic law a legislative anti-abuse rule of general application, which is intended to prevent abusive
arrangements that are not adequately dealt with through specific rules or judicial doctrines.

21. As is the case for specific anti-abuse rules found in domestic law, the main issue that arises with respect to the application of such general anti-
abuse rules to improper uses of a treaty is possible conflicts with the provisions of the treaty. To the extent that the application of such general
rules is restricted to cases of abuse, however, such conflicts should not arise. This is the general conclusion of the OECD, which is reflected in
paragraphs 22 and 22.1 of the Commentary on Article 1 of the OECD Model Convention and with which the Committee agrees:

22. Other forms of abuse of tax treaties (e.g. the use of a base company) and possible ways to deal with them, including substance-over-form”,
“economic substance” and general anti-abuse rules have also been analysed, particularly as concerns the question of whether these rules conflict
with tax treaties […].

22.1 Such rules are part of the basic domestic rules set by domestic tax laws for determining which facts give rise to a tax liability; these rules
are not addressed in tax treaties and are therefore not affected by them. Thus, as a general rule and having regard to paragraph 9.5, there will
be no conflict […].

22. Having concluded that the approach of relying on such anti-abuse rules does not, as a general rule, conflict with tax treaties, the OECD was
therefore able to conclude that “[…] States do not have to grant the benefits of a double taxation convention where arrangements that constitute
an abuse of the provisions of the convention have been entered into.”
(1) [Paragraph 9.4 of the Commentary on Article 1 of the OECD Model Convention]

23. That conclusion leads logically to the question of what is an abuse of a tax treaty. The OECD did not attempt to provide a comprehensive reply
to that question, which would have been difficult given the different approaches of its member countries. Nevertheless, the OECD presented the
following general guidance, which was referred to as a “guiding principle” (2) [Paragraph 9.5 of the Commentary on Article 1 of the OECD Model
Convention]:

A guiding principle is that the 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.

24. The members of the Committee endorse that principle. They considered that such guidance as to what constitutes an abuse of treaty provisions
serves an important purpose as it attempts to balance the need to prevent treaty abuses with the need to ensure that countries respect their treaty
obligations and provide legal certainty to taxpayers. Clearly, countries should not be able to escape their treaty obligations simply by arguing that
legitimate transactions are abusive and domestic tax rules that affect these transactions in ways that are contrary to treaty provisions constitute
anti-abuse rules.



25. Under the guiding principle presented above, two elements must therefore be present for certain transactions or arrangements to be found to
constitute an abuse of the provisions of a tax treaty:

a main purpose for entering into these transactions or arrangements was to secure a more favourable tax position, and

obtaining that more favourable treatment would be contrary to the object and purpose of the relevant provisions.

26. These two elements will also often be found, explicitly or implicitly, in general anti-avoidance rules and doctrines developed in various countries.

27. In order to minimize the uncertainty that may result from the application of that approach, it is important that this guiding principle be applied
on the basis of objective findings of facts, not solely the alleged intention of the parties. Thus, the determination of whether a main purpose for
entering into transactions or arrangements is to obtain tax advantages should be based on an objective determination, based on all the relevant
facts and circumstances, of whether, without these tax advantages, a reasonable taxpayer would have entered into the same transactions or
arrangements.

3 – Other Countries’ Experience Dealing With Treaty Shopping

Canada is not the only country that is concerned with treaty shopping. Many countries have taken legislative or administrative steps to address treaty
shopping or have successfully challenged treaty shopping in their domestic courts. The following are very brief summaries of some of the approaches
understood to be used in these countries to address treaty shopping.[38]

The United States was one of the first countries to raise an objection to treaty shopping and it remains the most forceful in combating it. The United
States’ domestic tax law and tax treaties contain robust measures to protect their treaties from abusive tax planning. These measures include specific
anti-conduit rules and regulations in United States’ domestic law, as well as a tax treaty policy that requires the inclusion of a comprehensive
Limitation on Benefits provision (the “LOB”)) in all United States’ tax treaties. The United States’ courts also have developed various judicial doctrines
(economic substance, business purpose, and sham) that can apply in a tax treaty context to deny an intermediary benefits under a U.S. tax treaty.

The United Kingdom has chosen to take a more general approach and has included a main purpose test in the dividends, interest, and royalties
articles of more than 60 tax treaties. For example, paragraph 5 of Article 11 of the 2008 United Kingdom - Netherlands tax treaty reads as follows:

5. No relief shall be available under this Article if it was the main purpose or one of the main purposes of any person concerned with the assignment
of the interest, or with the creation or assignment of the debt-claim in respect of which the interest is paid, or with the establishment, acquisition or
maintenance of the company that is the beneficial owner of the interest and the conduct of its operations, to take advantage of this Article. In any
case where a Contracting State intends to apply this paragraph, its competent authority shall in advance consult with the competent authority of
the other Contracting State.

Recently, the U.K. introduced special limitation clauses in its treaties with Bahrain and Hong Kong to protect U.K. taxes on interest income.

Germany has chosen a domestic legislative remedy to prevent treaty shopping and in so doing has implemented an anti-treaty shopping rule.[39]

According to Germany’s anti-treaty-shopping rule (as amended by Germany in January 2012 to comply with EU law), German withholding tax relief
can be claimed only to the extent that:

(1) the foreign company's shareholders (all of them in the chain of ownership) would have been entitled to a refund or exemption had they
received the income directly (the “shareholder test”); and

(2) either :

(a) the foreign company's gross receipts for the year is derived from its own active business activities ("active business test"); or

(b) (i) there are economic or other significant non-tax reasons for the interposition of the foreign company (“business purpose test”), and (ii) The
foreign company has adequate business substance to engage in its business and participates in general commerce (the “substance test”).

The German Ministry of Finance has also published a circular dealing with the interpretation of the anti-treaty shopping rule.[40]

France won a major treaty shopping case at the highest court (le Conseil d’État) based on the notion of “fraude à la loi”.[41] Fraude à la loi refers to
any action undertaken for the sole purpose of avoiding tax in a way not previously envisioned by the legislator. The theory behind the concept fraude à
la loi is similar to an economic substance-over-form approach.

In Australia, the domestic general anti-avoidance rule applies in treaty cases whether or not its application amounts to a treaty override. This is the
same as in Canada except that the general anti-avoidance rule in Australia does not contain a misuse or abuse exception. Australia’s GAAR applies if
the dominant purpose of the scheme was to obtain the tax benefit. The Commissioner expressed the view in a Draft Taxation Determination that
“[w]here an arrangement is put in place merely to attract the operation of a particular tax treaty in the context of a broader structuring arrangement,
this may be a scheme or a part of a scheme which otherwise satisfies the terms of Part IVA, and any tax benefit obtained in relation to such a scheme
may be cancelled”. [42]  

China has a general anti-avoidance rule which applies to tax treaty abuse. Under China’s GAAR, the absence of a reasonable business purpose is the
core of the rule. Moreover, China’s State Administration of Taxation issued in 2009 a circular (Circular 601) that provides a definition of the concept of
“beneficial owner”, the result of which is to prevent non-residents from treaty shopping in the context of Chinese-source dividends, interest, and
royalties.[43] Since circulars and other administrative positions in China are considered to have a higher status than those in Canada, China has
effectively introduced a relatively specific anti-treaty shopping rule in the form of a definition of beneficial owner. According to Circular 601, “beneficial
owner” is essentially defined as a person who:

1) owns or has control over the Chinese-sourced income, or over the rights or assets that may give rise to Chinese-sourced income;

2) is engaged in substantial business activities;

3) is not an agent; and

4) is not a conduit company (defined as a company established for the purposes of avoiding taxes).



The circular further provides factors under which a person would not be considered to be the beneficial owner (negative factors). The emphasis of
these factors is on whether the person claiming the tax treaty benefit is carrying on substantial business activities in the treaty country, and the
burden of establishing this lies on that person.

[1] According to the OECD Glossary of Tax Terms, “treaty shopping” refers to “[a]n analysis of tax treaty provisions to structure an international
transaction or operation so as to take advantage of a particular tax treaty. The term is normally applied to a situation where a person not resident in
either of the treaty countries establishes an entity in one of the treaty countries to obtain treaty benefits.” See also Larking, IBFD International Tax
Glossary, 5th ed. (2005).

[2] See section 1 of the Annex which sets out the OECD’s position on the improper use of tax treaties. Also, paragraph 47 of the Commentary on
Article 1 of the United Nations Model Convention clearly provides that treaty shopping is an improper use of tax treaties.

[3] Paragraph 4 of the OECD Report Double Taxation Convention and The Use of Conduit Companies (1986), for example, sets out similar
circumstances.

[4] The direct conduit structure used in treaty shopping schemes usually involves an intermediary entity that is subject to little or no tax on the receipt
of treaty-protected income. “Stepping stone conduit” structures involve an intermediary entity that is subject to tax but is able to claim an offsetting
deduction in respect of amounts owing to residents of a third country where little or no tax is paid on the income.

[5] It is important to note that other situations, such as the creation of special rights or the assignment of property in an attempt to qualify income for
treaty benefits in another person’s hands, may also constitute treaty shopping.

[6] Technical Explanation to the 1995 Canada-U.S. protocol regarding Article XXIX-A (Limitation on Benefits), paragraphs 1 and 7. Even after the 2007
Protocol to the Canada-US Treaty when Canada began to apply the limitation on benefits article, Canada preserved its right to apply its domestic rules
to counter abusive arrangements involving treaty shopping.

[7] See paragraph 21.1 of the Commentary on Article 1 of the OECD Model Convention. Such rule has been included in over 40 Canadian tax treaties.

[8] See paragraph 21.4 of the OECD Commentary on Article 1 of the OECD Model Convention and Canada’s tax treaties with: Hong Kong (2012);
Poland (2012); New Zealand (2012); Colombia (2008); Mexico (2006); Oman (2004); Peru (2001); Uzbekistan (1999); Chile (1998); Kazakhstan
(1996); Lithuania (1996); Ukraine (1996); Estonia (1995); Latvia (1995); and United Kingdom (1978).

[9] For example, in answering the question “Does Revenue Canada believe that ‘treaty shopping’ is subject to the general anti-avoidance rule” at the
1993 Corporate Management Tax Conference, CRA said: “… where a non-resident of Canada enters into a series of transactions designed primarily to
secure an exemption or reduction from Canadian tax under an income tax convention Canada has with another country, the Department would seek to
apply the general anti-avoidance rule to deny any tax benefit such transactions would otherwise produce…”. In 2006, the CRA stated at the seminar of
the International Fiscal Association (Canadian Branch) that it would challenge payments to an intermediary recipient if it did not have an office,
employees, activities, or significant other assets and was required to remit the payments to a third party (see Canadian Tax Highlights, Volume 20,
Number 3, March 2012). See also Income Tax Technical News no. 35, dated February 26, 2007.

[10] 95 DTC 5389.

[11] Paragraph 52 of the decision.

[12] 2006 TCC 460 (Aff’d 2007 DTC 5437 (Federal Court of Appeal)).

[13] A non resident of Canada is taxable in Canada on, among other things, capital gains arising on the disposition of taxable Canadian property,
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