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force to change many tax treaties
from 1 January 2019

14 May 2018

Inbrief

The Multilateral Convention to Implement Tax Treaty Related Measuresto Prevent BEPS (MLI) will
enterinto force on 1 July 2018, following Slovenia depositing the fifth ratificationinstrument on22
March2018.

Earlier, the followingjurisdictions deposited their instruments of ratification with the OECD: Republic of
Austria, theIsleof Man, Jersey,and Poland.

The entryinto force of the MLI for double tax treaty Parties (as defined) determines when its provisions
comeinto effect for the treaties between them. Different dates potentially apply for withholding taxes,
other taxes, mutual agreement proceduresto resolve disputes, and theuse of arbitrationto resolve
disputes, where territorieshave chosento apply arbitration.

We expect a significant number ofthe current 78 signatoriesto ratify the MLI and lodge the instrument
ofratification with the OECDin time for many provisionstobe in effect from 1 January2019. For
bilateral treatiesthis broadly relates to:

¢ withholding tax eventsarisingfrom 1 January 2019 where the parties have both fully ratified before 1
October2018

¢ other taxes foraccounting periods beginningonorafter 1 January 2019 under the Austria-Slovenia,
Austria-Poland and Slovenia-Poland treaties (or othertreaties in the unlikely situation in which the
partiesfully ratify before 1 October 2018and agreeto 1 January 2019 ratherthanthe agreed default
period)

¢ mutual agreement procedures where thelatest party to ratify doesso in September 2018 (so it could
be earlierthan1 January 2019 where both parties ratify before 1 September 2018),and

e arbitrationcases, whereboth partiesoptin andthelatest partyto ratify doessoin September 2018 (so
it couldbeearlierthan 1 January 2019 where both partiesratify before 1 September 2018).

Alternative effective dates will apply to many provisions and circumstances, and careful scrutiny willbe
necessary of the various defaults and options.
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This Tax Policy Bulletin provides an overview of when and for which provisionsthe MLI willenter into effectin the
bilateral tax treatiesofthe MLI signatories. The Bulletin also covers the - largely unforseen - consequences of territories’
differing reservationsregarding hybrid mismatches, treaty abuse, permanent establishments and dispute resolution.

Indetail

Background

The MLI coversrecommendations from the base erosion and profit shifting (BEPS) project that affect double tax treaties.
This appliesboth to various minimum standards and some additional recommendations. The MLI was developed under
Action15and encompasses recommendations for:

e Action2 (hybrid mismatches)

e Action6 (treatyabuse)

e Action7 (permanentestablishments),and
e Action14 (disputeresolution).

On 7 June 2017, 68territories signed the MLI and a further ten have signed it since then, making 78 signatories so far. Of
these, fivehave now obtained the status of ratification territories - Republic of Austria (22 September 2017),theIsle of
Man (25 October2017),Jersey (15 December 2017), Poland (23 January 2018) and Slovenia (22 March 2018). Six further
territories have currently committed to sign.

With the aid of our MLI tracker, we have estimated the number of existing treaties involving combinations of status
territories assetoutin the diagram below. Some of these are not ‘covered tax agreements’ (CTAs) within the MLI’s terms,
i.e., they havenotbeenlisted by both partiesforthe purposes ofthe MLI, oftenbecause a newtreatyis already being
negotiated.

Both territories have
ratified MLI - 7 treaties

One territory has One territory has

committed, the other has ratified, the other has
ratified, signed or is
committed - 139 treaties
Source: PwC MLI Tracker

Both territiories have signed
MLI - 1,290 treaties

Other - 1437 treaties

signed - 173 treaties

Countries that were partofthe post-BEPS discussionsonthe MLIbut have notsigned the MLIinclude the US, Brazil,
Kazakhstan and Ukraine. Of these, only Kazakhstanto datehasgiven a firm commitmentto signthe MLI. The others,
alongwiththe remainder ofthe 113 country BEPS Inclusive Framework, willbe expected to meet the BEPS minimum
standards in alternative ways (e.g., viabilateral agreement or protocol).

Therearesome MLI provisions that MLI signatory territories are required to apply unless, again, they will meet those
minimum standards in alternative ways. Some provisions are entirely optional. Other textsin the MLI provide choicesof
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approach. Territories have deposited withthe OECD their draft ‘positions’in these respectsand must make them final on
ratification.

The range of materials published by the OECD1to helpinterpret the MLI was described in our Tax Policy Bulletin of13
June 2017.

Entry into force and entry into effect

Entry into force

Now that five territorieshaveratified the MLI and deposited withthe OECDtheirinstruments of ratification to gether with
a statement oftheir final positions (‘ratification/ deposit’), the MLI has a date onwhich it willenterinto force under
Article 34(1) ofthe MLI. Thatdateis 1 July 2018.

This date affects the potential timing for whenthe MLI will enterinto effectin relationto a treatyto which one ofthose
five movers is a Party. Inpractice it is determinative onlyin relationto the A ustria-Slovenia, Austria-Poland and Slovenia-
Polandtreaties. The other fourtreatiesinvolving combinations of these territoriesare not CTAs. The interaction of the
entry into force date and timing ofwhen provisionstake effect is set outbelow.

The MLI will generally enter into force under Article 34(2) as regards any other territory three clear monthsfromits
ratification/ deposit by thatterritory.

The diagram below shows the process of entry into force for the first five ratifiersand theoreticalillustrationsfor State 6
(say,ratification/ deposit between the date of this bulletinand 1 July 2018) and State 7 (say, ratification/ deposit after 1
July 2018).

Entry into effect
1 Jul
2018
:> MLI in foree under international \
3 months + 1t public law and for States 1to 5
of next month !

Statei Statez State3  Stategq Sta:te 5
(Austria) (ToM) (Jersey) (Poland) (S]ov:tania) State 6 w State7

Signing MLI 22 Sept 250ct 15Dec 23Jan 22 Mar 3 . \
zJune 2017 2017 2017 2017 2018 2018 ! 5 months + 1%t | MLI in force for State 6

i of next month

[ MuUm forcA
'. 3 months + 15t i for State 7
| of next month | 1

The effective dates from which the MLI provisions will modify the wording of a particular CTA differ according to the
matterin pointand options made by the Parties.

The default datesare:

e Withholding taxes (WHT) - events from 1 January followingthe latest MLI entryinto force date for the Parties (Article
35(1)(a))

e Other taxes- taxable/ accounting periods (APs) beginning from six months after the latest MLI entry into force date for
the Parties (Article 35(1)(b))
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¢ Mutualagreement procedures (MAP)- eligible cases presented fromthelatest MLI entryinto force date for the Parties
(Article3s5(4)),and

e Arbitration- cases presented fromthelatest MLI entryinto force date for the Parties and cases presented priorto that
from the date mutually agreed by the Parties (Article 36(1)).

The main (but notonly) options available to MLI territories include the right to:

e asymmetrically (i.e., foritsown purposes only)have the WHT rules apply earlier, to events occurring from thelatest
MLI entryinto force date for the Parties (Article 35(2))

o asymmetricallyhavetheothertaxes rulesapplylater,to APs beginning fromthe 1 January following six months after
the latest MLI entry into force date forthe Parties (Article 35(3)) - which Austria has done, as shownin the diagram
below,andJerseyhasalso done

o symmetrically (i.e., ifthe parties to a CTA agree) have the other taxesrules apply sooner, to APsbeginning froman
agreed/ notified date afterthelatest MLI entryinto force date for the Partiesbut before six months afterthatdate
(Article 351)(b))

e restrict the application of MAP to WHT and other taxes withinscope ofthe MLI, rather than by reference to the time
the caseis presented (Article 35(6)) - whichtheIsleof Manand Jersey have done,and

o restrict theapplication of arbitration for existing cases to the extentthe Partiesmutually agree (Article 36(2)) - which
Austriaand Sloveniahave done, applying that proviso to the treaty between them as well as potentially in relation to
other treaties to which theyare parties (but not the treaties they have with Poland, as Poland has notoptedinto the
arbitration provisions).

The diagram below shows the process of entry into effect for the Austria-Slovenia treaty and a theoreticalillustration for
Austriaand anotherterritory, State X (entryinto force, say, on 1 September 2018) where State X chooses default MLI start
date optionsand opts into the arbitration provisions.

MLI entry into 1Jul18 18ep18
force date: Austria  State X
Slovenia
i . N
Austr'i.a— Slovenia: EEffectwe or MAP purposes - both >
entry into effect N
dates: Effective for arbitration purposes, or mutually agreed date for existing cases - both l/>
| Effective for other purposes (AP starting on or after) - both >
| Effective for WHT purposes - both D
A 4 : :
H j ' I
] Effective for MAP purposes - both I/B
: : B
[ Effective for arbitration purposes, or mutually agreed date for existing cases - both V§
Austria-State X 3 ' | Effective for other purposes (AP starting on or
(which chooses 1 ! : after) — State X

defaults): entry | :

into effect dates: | ! EEffective for other purposes (AP
} : starting on or after) - Austria >
i—Eﬁ'ective for WHT purposes - both: 4:>

1 Dec 2018 1Jan 2019 1 Mar 2019 1Jan 2020

Afterthe MLI has enteredinto force for a territory, a territory canadd extra CTAsorrelax reservations (in wholeorin
part) - territories may not strengthen orretract their reservations, meaningthatin practice they can only move closerto
the BEPS 2017 Model Tax Convention, rather thanaway fromit. There are special provisionsto deal with these situations
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that broadlyreplace the effective date for the changes to the entry into force date in the above calculations. Similarly there
are adjustments if a territorylater optsin to the arbitration provisions, although the other partyhasa period oftime to
acceptthechangesinrelationto a particular CTA.

Hybrid mismatches

BEPS Action 2 recommended best practices (not minimum standards) for the mattersbriefly set outbelowthat could be
partly addressed by the MLI. Reference is made to the relevant article of the MLI and the equivalent article(s) of the OECD
Model Tax Convention (MTC). The ability for a territory to o pt-out (reserve) or make a relevant choice is also summarised.

MLI Model Comments Optionality
artide
Art 3 — Transparent entities | 1 Denies benefits where there is no taxation of income dueto transparency Can reserve either or
both

23A/23B Limits double tax relief

Art 4 — Dual resident 4 Replaces effective m anagement tie-breaker with competent authority Can reserve outright or

entities agreement in specific
circumstances

Art 5 — Application of 23A Addresses non-taxation arising from including the exemption method where | Can reserve outright or

methods for elimination of incomeis not taxed in the source statein certain circumstances, by requiring | in specific

double taxation a tax credittobe given for tax imposedin the other territory instead circumstances

To illustrate one ofthese by reference to a hypothetical example, consider the impact of MLI Article 4 (Dual resident
entities)onthe structure below involving Australian entities dual resident also in another Territory Y (or other
Territories). Australiais chosen here only because ofthe need to illustrate the positionin relation to a given territory
and onewhose residence rules couldinteractwith those ofother territoriesin waysthat give rise to dual residence
situations.

- ParentCo
Terrifory A
|.I' |'
o HoldCo
/7| Temitory 3 A Milarts |
] [ DRCs
| ! |
" | OpCo
. HoldCo (Territory ¥,
TE;TT?.!‘DTy C | GPCD
(Australia)

Using our MLI Tracker, weidentify 15 Australian treaties in which MLI Art. 4 doesnotapply and 16 treatiesin w hich
the textof Paragraph1ofArt. 4 applieswith a differentlast sentence. Consider one, say Malta, fromthe displayednon-
applicable list and another, say the UK, from the applicable list. Australia’s draft positionslodged with the OECDnotify
bothtreaties as CTAs and, asrequired by MLIArt. 4(4), notify that Article 4(5) in the Malta treaty and Article 4(4)in
the UK treaty - similar to Article 4 in the OECD Model - contain anexisting dualresidence tie-breaker (as describedin
the compatibility clause in MLI Art.4(2)), which it does notexclude by reservation from application ofthis MLI article.
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e However, while Malta’s draft positions notify the Australia treaty as a CTA they reserveentirely againstthe
application ofthis MLI article in relationto any of Malta’s CTAs.

e On theother hand, the UK’sdraft positionsnotify the Australiatreaty asa CTA and equally notify Article 4(4) of
the Australiatreaty as containing anexisting dualresidence tie-breaker which it does notexclude by
reservation.

One difference between Australia’s draft positions and the UK’s draft positions is the reference in the formerto
replacement in the new tie-breakerofthe finalsentence. That substitution applies to deny any relief orexemption where
the Competent Authorities cannot agree onthe taxpayer’sresidence (the default would o therwise have beento allow for
the possibility o fthe Competent Authorities providing a measure of relief or exemption). That applies irrespective of the
UK being silent on the matter.

So, the positions are summarised in our MLI Tracker in relation to MLIArt.4 as:

e Australia-Maltatreaty: No changesto existing treaty
o Australia-UKtreaty: “Art. 4(4) of existing treaty is replaced by Art. 4(1)ofthe MLI (withlast sentence of Art.
4(1) replaced by text described in Art. 4(3)(e)ofthe MLI)".

Treaty abuse

Breadthoftreaty abuse recommendations in MLI

BEPS Action 6 setoutto addresswhatit referred to as situationsin which “Taxpayers engaged in treaty shoppingand
other treaty abuse strategies undermine tax sovereignty by claimingtreaty benefitsin situations where these benefitswere
notintended to be granted, thereby depriving countries of tax revenues”. It recommended newtreaty anti-abuse rulesthat
provide safeguardsagainstthe abuse of treaty provisions (but offer a certain degree of flexibility regarding howto do so).
These cover not only treaty shopping, which involves strategies through which a personwhois nota resident of a State
attempts to obtainbenefitsthata tax treaty concluded by that State grantst o residents of that State, but also the more
underlying purpose of treaties and some specific transactions or structures. Beforelooking at the Principal Purpose Test
(PPT) and Limitation on Benefits (LoB) tests - including the simplified LOB, or S-LOB, and detailed LOB - the table below
provides a brief summary ofthe various MLI Articlestargeted at treaty abuse:

MLI Model Comments Optionality
artide

Art 6 — Purpose of a tax treaty Preamble | Clarifies that tax treaties are not intendedto create BEPS minimum standard, but
opportunities for double non-taxation through evasion or can reserve if existing
avoidance equivalent wording

Art 7 — Prevention of treaty abuse N/A Provides an anti-avoidance rule or PPT, optional additional BEPS minimum standard, but
S-LOB test (and suggests territories indicate if they intend to | some optionality (see further
move toward a detailed LOB test) below)

Art 8 — Dividend transfer 10 Adds a minimumh olding period of 365 daysto any Can reserve outright or where

transactions ownershiptestsin dividend WHT articles existing minimum holding

period

Art 9 — Capital gains from alienation | 13 Introduces a 365 day period for testing whether an entity was | Can reserve outrightor in

of sharesderiving value principally directly or indirectly land-rich (i.e. apply test continuously specificcircumstances

from immovable property throughoutthe year)
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Art 10 — Anti-abuse where low taxed | N/A Discretionary denial of treaty benefits where income earned | Can reserve outright or in

PE in thirdterritory by exempt branch taxed at <60% of Head Office tax rate specific circumstances

Art 11— Application of treaties to N/A Inserts a ‘savings clause’ confirming that a treaty does not Can reserve outright or where
restrict a territory’s right totaxits restrict a territory’s righttotaxits own residents,otherthan | existing provisions

own residents in specified circumstances (e.g. corresponding adjustments)

Scopeofthe PPT,S-LOBand LOB

Of the treatyabuserules, Article7 hasdrawn the greatest interest. In regard to a minimum standard on anti-treaty
shopping, the BEPSreport recommended three options (or equivalent restrictions):

e the PPT
e the PPTwitha S-LOB, or
e adetailed LOBwitheither ananti-conduit rule or a purposetest.

The PPT appliesby defaultunder the MLI (under Article 7(1)) and territories can reserve against it (under Article 7(15)(a))
only in certain circumstancesin which they will otherwise meet the minimum standard. Where a benefitwould be denied
underthe PPT,aterritorycanoptin to grantthebenefitora differentbenefitthatwould havebeengranted to an
applicant taxpayerin the absence ofthe transaction or arrangement (under Article 7(4), and after consultin gwith the
Competent Authority ofthe other Party to the CTA).

The current MLI signatory/ ratificationterritories have all chosen to applyin CTAs one of the first two options each
involvingthe PPT, ratherthan reservingin favour of a detailed LOB. However, of these, Canada, Chile, Colombia, Kuwait,
Mauritius, Norway, Poland, Senegal, and Seychelleshaveindicated anintention, in time, to adopt a detailed LOBin
additionto orinstead ofthe PPT. Further, our MLI Tracker indicates that, notwithstanding territories’ overall choices,
thereare 15 CTAsin relationto whichthe PPT doesnot apply despite it beinga minimum standard to adopt one of the
threeroutes - a territory can reserve the right for existing treaty provisions to continue onthebasis thattheyare already
sufficiently robust (Article 7 (15)(b), e.g., Germany’s draft positions make this reservation and notify provisionsin the
treatieswith China, Israel,Japanand Mauritiuswhere it believesthis is the case).

To illustrate this by reference to a hypothetical example, consider the impact of the MLI PPT on the structure below
involving a Luxembourg holding and finance company with a number of o perating companiesin the US and the EU,
with permanent establishments (PEs)in Greece and Denmark.

Lux Loan
Loans --------{ HoldCo& |------—.____
» Loan
] [ ;
| | | | &
EU OpCos srizell US OpCo

Greece PE DenmarkPE

The PPTwill nothave a direct impactonthe US operating company since the US has not signed the MLLI.
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The PPTwould not (on the basis of draft positions) have a directimpact onthe Senegal operating company. Senegal has
signedthe MLI and generally chosento adoptthe PPT and S-LOBpending negotiation of a detailed LOB. Howeuver, it
has reserved against the application of the PPT in relation to the CTA with Luxembourg onthe basis that the existing
treaty betweenthem contains a sufficiently robust purpose test already. Luxembourg doesnot choose generally to apply
the S-LOB, nor doesit apply additional optionsto allow the S-LOB symmetrically or asymmetrically in these
mismatched cases - so the S-LOB does notapply at allto the Luxembourg-Senegal CTA.

Withinthe EU, the Luxembourg-Estonia treaty is notyetrelevant as Estonia is only committed to signing the MLI and
has notyetdone so,while Luxembourg does not have a treaty with Cyprus.

Asregardsthe EU operating companies, our MLI Tracker also shows that Luxembourg’s CTAs with 8 EU Member
Statesinclude the additional discretionary elementwhen a taxpayerfailsthe PPTwhile the other 17 Member States
apply the PPTwithoutit. Ofthe EU Member States, Luxembourg only notifies itstreaty withthe UK ashaving an
existing purpose testin Article X(3)(d), whichwill thenbereplaced by the PPT; in othercases, the PPT (and
discretionary benefits) provisions supersede the CTA’s provisions, though the wording strictly states “to the extent that
those provisionsare incompatible with the existing text” (under Article 7(17)(a)). Further, Bulgaria andSlovakiahave
chosento apply the S-LOB, but as noted above, since Luxembourg does not choose the S-LOBnorapply additional
optionsto allowthe S-LOB symmetrically or asymmetrically in these mismatched cases, the S-LOBdoesnotapply to the
CTAs Luxembourg has with those Member States.

Houwever, forthe PEs, Denmark’sdraft positions show that while it doesn't wantto apply the S-LOB generally, where a
Party withw hichit has a CTA chooses to apply the S-LOB, Denmarkwill also apply it forpurposesofthat CTA (under
Article 7(7)(a))- so ifthe head office of the Denmark PEis in Bulgaria or Slovakia, the CTAsit haswith those Member
Stateswould apply the S-LOB as well as the PPT. On the other hand, Greece’s draft positions show that it optsin to
allow a Party withwhichit hasa CTA to apply the S-LOB asymmetrically - only to its ownresidents (under Article
7(7)(b)) - so ifthe head office of the Greek PEwereto bein Bulgariaor Slovakia, those Member Stateswould apply the
S-LOB to theirresidentsunder the CTAs with Greece, while Greece wouldnot apply it to itsresidents.

Natureofthe PPT
In moredetail, the MLI deniesa benefitunder a CTA if:

¢ notwithstandingany provisionsofthe CTA

e itisreasonableto conclude,havingregardto all relevant facts and circumstances, that obtaining thatbenefit was one of
the principal purposes

¢ ofany arrangementortransaction that resulted directly orindirectly in that benefit

e unlessitisestablished that grantingthat benefitin these circumstances would be in accordance with the objectand
purpose ofthe relevant provisions of the CTA.

Therewassome guidance onthenature ofthe PPT in the BEPS report, whichhasnowbeentransposed into the OECD’s
2017 updated MTC and Commentary. That suggests that it is an objective test of what it is reasonable to conclude —in
light ofthe factsand circumstances. What was the reason or were the reasons for why the transactiontook place or howit
was structured? Obtaining a treatybenefitneed notbe the sole ordominant purpose. If an arrangement is inextricably
linked to a core commercial activity, and itsform hasnot been driven by considerations of obtaining a [treaty] benefit, the
PPTis unlikelyto apply. So, forexample,

o wherethisis no substancein an intra-group finance company and no non-treaty benefitreasontolocate there —the
PPTis likely to apply

¢ wherea sub-holdingcompany is established to hold local subsidiaries for reasonsincluding transportation, time zone,
language andlocalbusiness partners and it undertakes a range of activities and has thelocal peopleto do allofthis —
the PPTis unlikely to apply.

The PPT will need to be considered both in relation to transactions and arrangements already entered into, whenthe PPT
did notneedtobeconsidered atthe time, and prospectively in relation to future events.
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The obviousabsence of caselaw and guidance from tax authorities makes it difficult tolook to previouslegal
interpretations. However, casessuch as Starrin the US that deal with a purpose testin the context ofthe US-Swisstreaty
may be instructive. Whilethereis no direct read acrossfromthetest dealt with in Starr to the MLI, the commentson
principal purpose and conclusionsreached were considered in the context of a matrix of countriesand considerations for
relocation ofa business. One of the considerations was treatybenefits; this wasdeemed to indicate a principal purpose of
the transactions.

Thereis alsolikely tobea differentinterpretation of PPTsin relationto EU and EEA territories. More specifically,
followingtherecent Eqiom case the CJEU has confirmed that, in applying anti-abuse rulesto treaties, these rulesshould
not infringe onthe fundamental freedoms, such as Freedom of Establishment. Accordingly, where the PPT may otherwise
apply, buttherelevant taxpayer in another EU/EEA territory satisfies the genuine economic arrangement test derived
from the Cadbury Schweppes line of cases, the PPT should not prevent treaty benefits.

Similartests already existin specific countries (e.g., UKlaw)so there willbe some further experience of applying the
principles either under case precedent or guidance from tax authorities, etc. [t may be harderto tellhow countries without
any purposive tests will approach the interpretation of the PPT.

Permanent establishments

BEPS Project Action7 recommended that various changes should be made to clarify and amend the ‘threshold test’ for
activitiescarried out by an enterprise in another territory that would treatit as having a taxable presence (i.e.,a PE) in
that territory, to which profitwould be attributable. The main provisions in the MLI targeted at modifying the threshold as
typically applied within double tax treatiesare summarised below:

MLI Model Comments Optionality

artide
Art 12 — Artificial PE avoidancethrough 5(5) Clarifies rules applicable to when an agentacting in a Can reserve outrightin
commissionaire and similar strategies - the territory for an enterprise in another territory will relation tothe Article asa
dependentagent PE (DAPE)and constitute a PE in the first territory, subjecttothe typical | whole
independent agent rules exclusion where it is an independent agent.

An independent agent canstill be a PE ifacting
exclusively or almost exclusively for ‘closely related’
foreign resident enterprises.

Art 13— Artificial PE avoidance through 5(4) Makes exemptions either subject to overall ‘preparatory Can reserve outrightin

specificactivity exemptions or auxiliary’ test or specifically not subjecttosuch a test. relation to either element or
Additional anti-fragmentation rule. in specificcircumstances

Art 14 — Splitting up contracts N/A Stop manipulation of PE time limits re building sites, etc. | Can reserve outright or in

some circumstances

Art 15— Definition of closely related person | N/A Definition for Art 12-14 above by reference to common Can reserve outright
control

Agencyrules

There aretwo separate elements in the MLI modificationsto the rules dealing with agentsacting on behalf of foreign
enterprises - the so-called DAPE and independent agentrules.

Under MLI Article 12(1), where an entity oragentacting in a territory for a foreign resident enterprise “habitually plays
the principalroleleadingto the conclusion of contractsthat are routinely concluded without material modification by the
enterprise” it will constitute a PE ofthe enterprisein thefirst territory. This appliesto contractsin the name ofthe
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enterprise, either for transfer of ownership/ licensing or the provision of services, and extends the existing PErules in
mostdoubletax treaties. I'tis typically called the DAPE rule because there has generally been anexcusionforthoseacting
asindependent agents, so the former largely relates to anentity thatis dependent (a DAPE).

The independentagent exclusionis also amended underthe MLI (Article 12(2)). The interpretation of when anagent
couldbeclassed as independent of a particular enterprise hasled, in the eyes oftax administrations, to countriesnotbeing
entitled to tax profitswhena PEshould berecognised. Therefore, under the MLI, an independent agent canstill be a PEif
itis acting exclusively or almost exclusively for ‘closely related’ foreign resident enterprises.

To illustrate this by reference to a hypothetical example, consider the MLI’simpact on the structure below involving a
Netherlands company with a number of representative offices (ROs). We can categorise the RO territories asthose that
will seek to apply the MLI default rules on agency PEs, those that willopt out, thosein w hich the treaty is not a CTA with
the Netherlands, and those where the ROmay provide wideragency activitiesthan for the TopCo/HQ.

NL TopCo!/
HQ
Netherlands

Default |  NotCTA 3 Wider
: agent : out

Under our MLI Tracker, draft positions show signatories will almost universally choose notto apply the changes, i.e.,
the Partieswillreserve against the changes (it is a single reservation applicable to both) in 1,015 CTAs.Inonly 194 CTAs
will the Parties apply both provisions. However, things are more even in the Netherlands for which the provisions apply
in 22 CTAs andnot in 26 others (though there are a further 48 treatiesw hich are either not CTAs or where the other
territory hasnotsignedthe MLI).Ifthe RO1s in, for example,

France, Russia, Japan, Indiaorone of18other territories, the changeswill apply
UK, Canada, China, Germany, Italy or one of 21 other territories, the changeswill not apply because the other
territoryoptsout

e Spain, Ireland, Poland, Denmarkor Belgium, the changes will not apply because the treaty is notlisted as a CTA
(similarlyitis nota CTA wherea territory like Brazil or UShasn't signed the MLI).

Wherethe ROcarriesout activities for entities otherthanthe NL TopCo/ HQ, in addition to considering w hether it is in
one ofthe 22 territoriesw here the changes apply, as above, it will be necessary to consider whether those activities are
with ‘closely-related entities ’that prevent it being regarded as an independent agent.

Specific activity exemptions

There aretwo separate elements to the MLI modifications dealing with activities of a foreign -resident enterprisein a
territory that will notbe sufficientto cause a foreign enterprise tohave a PEin that territory.

Therehasbeen a long-standing dispute asto whether the wordingof existing treaties requires the activities listed
(typicallyas per subparagraphs (a) to (d) of the OECD’s MTC Article 5(4) priorto its 2017 upd ate) to be preparatory or
auxiliary - this broadly hinges onthereference to the word ‘other’in a subsequent subparagraph on the maintenance ofa
fixed place ofbusinesssolely for the purpose of carrying on, forthe enterprise, any otheractivityofa preparatoryor
auxiliary character. A Partytothe MLI can opt in to Option A or Option B as regards the preparatory or auxiliarynature of
the activities listed in the CTA, or can choose to make neither option, therebyleavingthe CTA unchanged in this regard
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(under Article 13(1)). Option A broadly clarifiesthat each of the activitieslisted in a CTA hasto be preparatory or auxiliary,
while Option B clarifiesthat preparatory or auxiliary only applies specifically to any activity to which thetermis explicitly
attached. To affect a CTA, both Partiesmusthave chosen the same optionand notified the existing provision which would
be modified.Ifa territory does not notify either Option A or Option B, i.e., is silent on the matter, it haseffectively chosen
to leavethe CTA unchanged and subject to existing interpretational agreements, o pinions, disputes, etc.

The MLI also introduces an additional anti-fragmentation condition to the above exemption (with or without modification
under Option A/ Option B), potentially applicable where an enterprise or closely related enterprise also carries on activity
through another fixed place of business in the same territory. If they constitute complementary functionsthat are partofa
cohesive business operation, that other activity will prevent the exemptionbeing applied ifit is already a PEitselforthe
combined activitiesare not preparatory or auxiliary (under Article 13(4)). By default, a territorywillbe treated as having
imposedthis condition if it notifies the existence of an existing provision, eitherin relationto Option A/ Option Babove or
inrelationtothiscondition alone. Asa consequence, it is possible to reserve against this paragraph (4) condition while
still applying paragraph (1), orreserve against Article 13 altogether (Article 13(6), includingalso a reservation for CTAs
that already have existing preparatory or auxiliary requirements where a territory otherwise wantsto adopt the
overarchingrulein OptionA). The anti-fragmentation conditionwillapplyto a CTA if neither Partyhasreserved against it
and bothhave notified the same existing provision.

To illustrate this by reference to a hypothetical example, consider the MLI’simpact on the structure below involving a
TopCo/ HQ1in Territory A with a warehouse in Territory B. It acquires a targetin Territory Cw hich hassales reps in
Territory B.

g

The warehouse may constitute a PEin Territory B. The nature ofthe exemptions set out in the treaty between Territory
A and Territory Bwill be paramount. Our MLI Tracker shows that there are 18 CTAswhere both Parties have chosen
Option Bto clarify that existing exclusions forw arehousing willnot be affected by an overarching requirement for them
to be preparatory orauxiliary - those involve combinations of the following territories: Ireland, Belgium, Luxembourg,
Singapore, France, Lithuania and San Marino (though Ireland-San Marino, France-San Marino and Lithuania-San
Marino arenot CTAs). There are 225 CTAs where both Parties have chosen Option A to clarify that existing exclusions
will be dependent onthe activity being preparatory or auxiliary - these include a wide range of countriesincluding
Germany, Spain, Italy, Netherlands, A ustria, Russia, India,Japan. Thatleaves 772 CTAswhere o neorother Party has
chosento apply neitheroption (for example UK, Denmark, South Korea) or where the Parties choose different options.

A similar analysismay be neededin relation to Territory Cand Territory Bin relation to the activities of the salesreps.
The acquisition of Target may require an extended analysisto determine w hether the anti-fragmentation rule appliesto

TopCo/ HQand/or Target. Ifthe activitiesof the sales reps and warehouse are complementary functionsthat are part
ofa cohesive business operation - say the sales reps use the w arehouse - once they become closely related, ifoneor the
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otheris a PEoftheirparticular entity, or the combined activitieswould not be preparatory or auxiliary, thenthey may
bothbe PEs.

Disputeresolution

BEPS Project Action 14 recommended a minimum standard for improving dispute resolution and certainbest practices.
Elementsofboth canbe satisfied/ implemented by incorporating specific provisionsinto tax treaties. MLI Part V (Articles
16 and 17) allowterritories to incorporate these provisions into CTAs, while Part VI (Articles 18 -26) incorporate a standard
that can be applied by those countrieswishingto include it onbinding arbitration to settle double taxation disputes.

The MLI articlesdealing with dispute resolution are summarised in the table below:

MLI Model artide Comments Optionality
Art 16 —Mutual 25 Taxpayers should have a specific period (normally [ BEPS minimum standard, but some
Agreement Procedure three years)topresenta case to either authority optionality if meet through other methods

If the authorities cannot resolvea dispute, it canbe
escalated to a formal procedure —irrespective of
domestic timelimits

Art 17 — Corresponding 9 Requires downward adjustmenttoreflect an Can reserve if existing rules or where

adjustments upward transfer pricing adjustmentin the other commit to adjust/MAP resolution
state

Art 18-26 — Arbitration 25 Option toinclude mandatory binding arbitration A wide rangeof options

We addressed some ofthe key provisionsin our previous Tax Policy Bulletin on thissubject.

Sloveniahasconfirmeditsfinal positionto adoptthe arbitration provisions. The draft positions for another 28 territories
indicate an intention to do so: Andorra, Australia, A ustria, Barbados, Belgium, Canada, Curacao, Fiji, Finland, France,
Germany, Greece, Ireland, I'taly, Japan, Liechtenstein, Luxembourg, Malta, Mauritius, the Netherlands, New Zealand,
Portugal, Singapore, Slovenia, Spain, Sweden, Switzerland and the UK.

Poland was originallyinvolved in discussions about arbitration but its final ratification documents confirm thatit has
decided notto committothatat the moment.On 10 October2017,the EU agreed a Directive on Tax Dispute Resolution
mechanisms, building on the so-called EU A rbitration Convention which previously dealt with transfer pricing
adjustmentsand attribution of profitsto PEs. That Directive includes provisions similarin many respectsto the MLI
arbitration provisions, although there are some differences which will require Member States to consider their proposed
movescarefully. Norway, a member of the European Economic Area (EEA), maybe thinking ofthese measuresin
followingthe same pathas Poland. The USwasalso involved but it nota signatoryto the MLI.

The takeaway

The MLI supplements and modifies double tax agreements (if they are CTAs) and potentially changes them in a number of
ways. Insuchcasesit willnolonger be appropriate merely to read the mostrecent double tax treaty or protocol —y ouwill
need to seeif/ howthese have been changed by the MLI.
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Althoughthere are some minimum standards that all signatories have to accept, there is much optionality. Therewillbe
cases where these optionsare agreed by treaty partners, but a fewwhere changes are not symmetrical. Working out the
benefitsunder a treaty may be much more complex.

The MLI willhave a fundamental impact onhow taxpayers accessdouble tax treaties,butare you ready forit? Whenit
comes into force on 1 July 2018, it will start to impact dispute resolution under some CTAsimmediately. WHTSs are likely
to be significantly impacted from 1 January 2019, with implication for othertaxesfor periods beginning s hortly
afterwards.

Tax payers should assess the MLI’s impact and consider whether changes to group structures, locationsof people or
transactional flows would be advisable.

Ifaparticulartreaty benefitis currently important, taxpayers should consider thelikelihood of any potential change
followingthe MLI coming into effect.

Tax authoritiesare accepting that double tax disputes need to be resolved more quickly and efficiently. In some cases
binding arbitration maybe an option. The changes may ap ply to existing or newdisputes.

Let’s talk

For a deeperdiscussionofhowtheseissues might affect your business, please call your usual PwC contact. Ifyoudon’thave
one orwould otherwise preferto speak to one of our global specialists, please contact one ofthe people below:
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Stefvan Weeghel, A msterdam Aamer Rafiq, London Pam Olson, Washington
+31(0)887926763 +44(0)20721 28830 +1 (202)414 1401
stef.van.weeghel @pwe.com aamer.rafig@pwc.com pam.olson@pwe.com

Phil Greenfield, London Edwin Visser, Amsterdam Will Morris, London
+44(0)2072126047 +31(0)887923611 +1(202)3127662
philip.greenfield@pwe.com edwin.visser@pwe.com william.h.morris@pwec.com

Dave Murray, London

+44(0)7718 980899
david.x. murray@pwc.com

International Tax Services

Suchi Lee, New York Maarten Maaskant, New York David Hammal, Newcastle
+1(646) 4715315 +1(646) 471-0570 +44(0)1912694331
suchi.lee@pwe.com maarten.p.maaskant@pwc.com david.hammal@pwc.com

Auke Lamers, Rotterdam
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