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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, describes the proposed supplementary protocol to the in-
come tax treaty between the United States and Barbados. The pro-
posed protocol was signed on December 18, 1991, and was ampli-
fied by an exchange of notes signed the same day. The proposed
protocol would amend the current U.S.-Barbados income tax treaty,
which was signed on December 31, 1984, and entered into force on
February 28, 1986. A public hearing on the proposed protocol is
scheduled on October 27, 1993, by the Senate Committee on For-
eign Relations. : , . :

The primary reason for the negotiation of the proposed protocol
was to reflect a basic alteration in Barbadian treaty policy and to
incorporate changes in U.S. law and treaty policy. The present
treaty incorporates a typical developing country approach, based on
the United Nations model treaty (the “U.N. model”), which is to
minimize revenue losses of the developing country partner by hav-
ing very low activity thresholds for taxing permanent establish-
ments and relatively high withholding tax rates on interest and
royalties. N e e et ey o i S e

The proposed protocol reflects Barbadian recognition that these

olicies can inhibit the cross-border flow of capital and technology
etween the United States and Barbados. The proposed protocol
would reduce the tax at source on certain interest and royalties,
and place more restrictive limitations on the taxation by one treaty
country of the business profits earned by a resident of the other
country. e o g, S R S S e R i o e

The proposed protocol also would revise rules to prevent non-
residents of the United States and Barbados from enjoying the re-
duced rates of tax provided in the convention, as amended by the
protocol (that is, the proposed protocol contains rules designed to
prevent a practice commonly referred to as treaty shopping). In ad-
dition, the proposed protocol would provide specific guidance relat-
ing to the application of the branch profits and branch-level inter-
est taxes. G Ep i e e emng e DG G s

Part I of the pamphlet is a summary of the principal provisions
of the proposed protocol. Part II presents a discussion of the issues
raised by the proposed protocol. Part II1 contains a detailed expla-
nation of the proposed protocol.2 , ~ - L

1This pamphlet may be cited as follows: Joint Committee on Taxation, Explanatio
posed Protocol to the Income Tax Treaty Between the United S
October 26, 1993. e e e &
2For a copy of the proposed protocol, see Senate Treaty Doc. 102-41, September 30, 1992,

(€))

ro-
ates and Barbados (JCS-13-93),



I. SUMMARY

The proposed protocol contains the following modifications to the
income tax treaty between the United States and Barbados.

(1) Permanent establishment.—The proposed protocol would
replace Article 5 (Permanent Establishment) of the present treaty
with new rules for determining permanent establishments. The
proposed article is consistent in all but one respect with the perma-
nent establishment article in the 1981 proposed U.S. model income
tax treaty (the “U.S. model” treaty). The general effect of the
amendments contained in the proposed protocol would be to raise
the thresholds for the taxation under Article 7 (Business Profits) by
one treaty country of the business profits of an enterprise of the
other country. The prOf»osed amendments also would be relevant to
the provisions of Article 14 (Independent Personal Services) of the
exigting treaty.

(2) Business profits.—The proposed protocol would delete the
limited force of attraction feature of Article 7 (Business Profits)
that is contained in the existing treaty and would conform the pro-
vision to that in the U.S. model treaty. That is, in the case of an
enterprise of one treaty country that carries on or has carried on
business in the other country through a permanent establishment
situated therein, the business profits of the enterprise would be
taxable in the other country, but only so much of them as is attrib-
utable to that permanent establishment.

(3) Dividends.—Under the proposed protocol, the prohibition of
source country tax in excess of 5 percent on direct investment divi-
dends would not a Bly' to a dividend from a U.S. Regulated Invest-
ment Company (RIC) or Real Estate Investment Trust (REIT). In
addition, the proposed protocol would amend the existing treaty to
state that it exempts from the U.S. accumulated earnings tax Bar-
badian companies more than 50 percent of the entire voting power
or value of which are owned during the last half of the taxable year
by individual residents of Barbados who are not U.S. citizens. The
corresponding provision in the existing treaty exempts companies
based on ownership by Barbadian individuals of more than 50 per-
cent of the entire voting power; an additional gloss on this lan-
guage was added by the Senate, however, in its resolution advising
and consenting to the ratification of the existing treaty. While the
amendment provided in the i)roposed protocol is consistent with the
language of the Senate resolution, it may not entirely address the
concern raised by the Senate Foreign Relations Committee in its
1984 comments on the existing treaty.

(4) Interest.—The existing treaty generally allows both the
United States and Barbados to tax interest derived from sources
within one of the treaty countries and beneficially owned by a resi-
dent of the other country. The maximum allowable rate of tax by
the source country is 12.5 percent of the gross amount of the inter-
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est. The proposed protocol would reduce the maximum allowable
rate of source country tax on interest to 5 percent.

(5) Royalties.—The existing treaty allows both the United
States and Barbados to tax royalties arising in one of the treaty
countries and paid to a resident of the other country. The maxi-
mum allowable rate of tax by the source country is 12.5 percent of
the gross amount of the royalties. The proposed protocol would re-
duce the maximum allowable rate of source country tax on.royal-
ties to 5 percent. ' B o

(6) Branch tax.—The proposed protocol would add a new article
to the treaty (Article 13A) which would provide guidance with re-
spect to the application of branch profits and branch-level interest
taxes imposed by either treaty country. The rate of branch tax that
could be imposed by the two countries would be limited to the rate
specified under the treaty (as amended by the proposed protocol)
for taxes on direct investment dividends or interest, as the case
may be (i.e., 5 percent). Under the existing treaty, as interpreted
in Treasury regulations, the United States generally may impose a
5-percent branch profits tax, and a 12.5-percent branch-level excess
interest tax, on a Barbadian corporation.

(7) Anti-treaty shopping provision.—The proposed protocol
would delete Article 22 (Limitation on Benefits) of the existing
treaty and replace it with new provisions regarding limitations on
treaty benefits. The purpose of the limitation on benefits article is
to limit the benefits provided under the treaty to persons who are

eentitled to those benefits by reason of their residence in the United
States or Barbados. The new provision would be similar to the limi-

tation of benefits articles included in other recently ratified U.S. in-
come tax treaties (e.g., the treaty between the United States and
Germany). ' .



I1. ISSUES
The proposed protocol raises the following specific issues.
(1) Treaty shopping

The af)roposed ;irotocol, like a number of U.S. income tax treaties,
‘generally would limit treaty benefits for treaty country residents so
that only those residents with a sufficient nexus to a treaty country
would receive treaty benefits. Although the 1]:roposed treaty is in-
tended to benefit residents of Barbados and the United States only,
residents of third countries sometimes attempt to use a treaty to
obtain treaty benefits. This is known as treaty shopping. Investors
from countries that do not have tax treaties with the United
States, or from countries that have not agreed in their tax treaties
with the United States to limit source country taxation to the same
extent that it is limited in another treaty may attempt to secure
a lower rate of tax by lending money, for example, to a U.S. person
indirectly through a country whose treaty with the United States
provides for a lower rate. The third-country investor may attempt
to do this by establishing in that treaty country a subsidiary, trust,
or other investing entity which then makes the loan to the U.S.
person and claims the treaty reduction for the interest it receives.

The anti-treaty shopping provision of the proposed protocol is
similar to an anti-treaty shopping provision in the Internal Reve-
nue Code (as interpreted by Treasury regulations) and in several
newer treaties, for example, the recently ratified income tax treaty
with Germany. Some aspects of the proposed provision, however,
differ either from an anti-treaty shopping provision proposed at the
time that the U.S. model treaty was proposed, or from the anti-
treaty shopping provisions sought by the United States in some
treaty ne%:)tiations since the model was published in 1981. The
issue is whether the anti-treaty shopping provision of the proposed
pi;otocol would effectively forestall potential treaty shopping
abuses.

One provision of the anti-treaty shopping article of the proposed
protocol is more lenient than the comparable rule in one version
proposed with the U.S. model treaty. That U.S. model groposal al-
lows benefits to be denied if 75 percent or less of a resident compa-
ny’s stock is held by individual residents of the country of resi-
dence, while the proposed protocol (like several newer treaties, in-
cluding the current treaty with Barbados, and an anti-treaty shop-
ping provision in the Internal Revenue Code) lowers the qualifying
percentage to 50, and broadens the class of qualifying shareholders
to include residents of either treaty country (and citizens of the
United States). Thus, this safe harbor would be considerably easier
to enter under the proposed protocol. On the other hand, counting
for this purpose shareholders who are residents of either treaty
country would not appear to invite the type of abuse at which the

4
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provigion is aimed, since the targeted abuse is ownership by third-
country residents attempting to obtain treaty benefits. ‘
Another provision of the proposed anti-treaty shopping article
differs from the comparable rule of some earlier U.S. treaties and
proposed model provisions, but the effect of the change is less clear.
The general test ap{)llied by those treaties to allow benefits, short
of meeting the bright-line ownership and base erosion test, is a
broadly subjective one, looking to whether the acquisition, mainte-
nance, or operation of an entity did not have “as a principal pur-
pose obtaining benefits under” the treaty. By contrast, the proposed
protocol (like some other recent U.S. income tax treaties, e.g., Ger-
many) contains a more precise test that would allow denial of bene-
fits only with respect to income not derived in connection with the
active conduct of a trade or business. (However, this active trade
or business test would not apply with respect to a business of mak-
ing or managing investments, so benefits could be denied with re-
spect to such a business regardless of how actively it is conducted.)
In addition, the proposed protocol would give the competent author-
ity of the source country the ability to override this standard. The
emorandum of Understandings accompanying the proposed proto-
c?} grovides some elaboration as to how these rules would be ap-
plied. R
The practical difference between the proposed protocol tests and
the earlier test depends upon how they would be interpreted and
applied. The princ1£al purpose test might be applied leniently (so
that any colorable business purpose would suffice to preserve trea-
ty benefits), or it might be applied strictly (so that any significant
intent to obtain treaty benefits would suffice to deny them). Simi-
larly, the standards in the proposed protocol and Memorandum of
Understandings could be interpreted to require, for example, a
more active or a less active trade or business (though the range of
interpretation is far narrower). Thus, a narrow reading of the prin-
cipal fpurpo:se test could theoretically be stricter than a broad read-
ing of the proposed protocol tests (i.e., would operate to deny bene-
fits in potentially abusive situations more ofteng. o o
It is believed that the United States should maintain its policy
of limiting treaty shogpihg ‘opportunities whenever possible, and in
exercising any latitude Treasury has in interpreting and applying
the Iroposed rotocol, it should satisfy itself that its rules as ap-
plied would adequately deter treaty shogping abuses. The proposed
anti-treaty shopping provision may be effective in preventing third-
country investors from obtaining treaty benefits by establishin§ in-
vesting entities in Barbados since those persons may be unwilling
to share ownership of such investing entities on a 50-50 basis with
U.S. or Barbadian residents or other qualified owners to meet the
ownership test of the anti-treaty shopping provision. The base ero-
sion test provides protection from certain potential abuses of a Bar-
badian conduit. Finally, in some cases Barbados imposes significant
taxes of its own; these taxes may deter third-country investors from
seeking to use Barbados entities to make U.S. investments. On the
other hand, implementation of the fests for treaty shopping set
forth in the proposed protocol and interpreted in the Memorandum
of Understandings may raise factual, administrative, or other is-
sues that cannot currently be foreseen. Thus, the Committee
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should satisfy itself that the provision as proposed is an adequate
tool for preventing possible treaty-shopping abuses in the future.

(2) Accumulated earnings tax

The U.S. tax law contains special look-through rules for applying
the accumulated earnings tax to a United States-owned foreign cor-
poration. Section 535(d) of the Internal Revenue Code defines a
United States-owned foreign corporation as any foreign corporation
if 50 percent or more of the total combined voting power of all
classes of stock of such corporation entitled to vote, or the total
value of the stock of such corporation, is held directly or indirectly
by U.S. persons. The text of the existing U.S.-Barbados treaty pro-
vides that a company which is a resident of Barbados is exempt
from the U.S. accumulated earnings tax if individuals (cther than
U.S. citizens) who are residents of Barbados control, directly or in-
directly, throughout the last half of the taxable year, more than 50
percent of the entire voting power in that company. Applying this
rule on the basis of voting power alone would raise a conflict be-
tween Code section 535(d) and the treaty provision. That is, section
535(d) would be overridden by the treaty in cases where Barbadian
shareholders hold a majority of the voting power of the stock in a
Barbadian corporation, even if U.S. shareholders hold a majority of
the 1v;:\.lue of the stock (and, thus, section 535(d) otherwise would
apply). .

In recognition of the possibility that U.S. taxgayers could avoid
the intended effect of section 535(d) by creating Barbadian corpora-
tions in which a small class of voting stock is held primarily by
Barbadians, while the majority of the value of the company is rep-
resented by non-voting stock held by U.S. persons, the Senate gave
its advice and consent to the ratification of the present treaty in
1985 subject to the reservation that the treaty’s reference to “vot-
ing power” shall be construed to mean “voting power or value” for
purposes of the U.S. accumulated earnings tax. The treaty, as
modified by the reservation, entered into force in 1986. Thus, under
the treaty as it is currently in effect, the U.S. accumulated earn-
ings tax may be applied when U.S. taxpayers own 50 percent or
more of the vote and value of a Barbadian corporation.

The proposed protocol would incorporate the 1985 reservation
into the portion of the treaty that provides for the exemption from
the accumulated earnings tax of certain Barbadian corporations.

The amendment made by the 1985 reservation and reflected in
the proposed lElroi:ocol, however, did not adequately resolve the
issue. Under this amendment, a Barbadian company would be ex-
empt from the accumulated earnings tax if individuals (other than
U.S. citizens) who are residents of Barbados control, directly or in-
directly, throughout the last half of the taxable year, more than 50
percent of the entire voting power or value of the company. Thus,
under the treaty and the fFroposed protocol, U.S. taxpayers still
might avoid the intended effect of section 535(d) by creatinﬁ Barba-
dian corporations in which a small class of voting stock is held pri-
marily by Barbadians, while the majority of the value of the com-
pany is represented by non-voting stock held by U.S. persons.
Moreover, the same result could be achieved in a case where a Bar-
badian company is created in which a majority of the value of the
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stock is held by Barbadians, but a majority of the voting stock is
held by U.S. persons.

To agpropriately address the concern raised by the Senate in
1985, the provision should be amended so as to provide for the ex-
emption from the accumulated earnings tax to Barbadian compa-
nies if individuals (other than U.S. citizens) who are residents of
Barbados control, directly or indirectly, throughout the last half of
the taxable year, more than 50 percent of the entire voting power
and value of the company. It may be appropriate for the Committee
to clarify this issue by reserving its approval of the proposed proto-
col with respect to this provision.




IT1. EXPLANATION OF PROPOSED PROTOCOL

A detailed, article-by-article explanation of the proposed prbtocol
to the income tax treaty between the United States and Barbados
is presented below.

Article I. Permanent Establishment

The proposed protocol would replace Article 5 (Permanent Estab-
lishment) of the present treaty. The proposed Article 5 is consistent
in all but one respect with the permanent establishment article in
the U.S. model treaty. The general effect of the amendments con-
tained in the proposed protocol would be to raise the thresholds for
the taxation under Article 7 (Business Profits) by one treaty coun-
try of the business profits of an enterprise of the other country. The
proposed amendments also would be relevant to the provisions of
Article 14 (Independent Personal Services) of the existing treaty.
Under Article 14, income derived by an individual who is a resident
of one of the treaty countries from the performance of personal
services in an independent capacity ﬁenerally may not be taxed by
the other country unless the person has a regular base available to
him in the other country for the purpose of performing his activi-
ties. The Treas Department’s technical explanation of the pro-
g)sed protocol (“Technical Explanation”) clarifies that the term

egular base” under Article 14 of the treaty is to be understood by
reference to the definition of the term “permanent establishment”
in Article 5.

The permanent establishment concept is one of the basic devices
used in income tax treaties to limit the taxing jurisdiction of the
host country and thus mitigate double taxation. Generally, an en-
terprise that is a resident of one treaty country is not taxable by
the other country on its business profits unless those profits are at-
tributable to a permanent establishment of the resident in the
other country. In addition, the permanent establishment concept is
used to determine whether the reduced rates of, or exemptions
from, tax provided for dividends, interest, and royalties will apply,
or whether those items of income will be taxed as business profits.

In general, under the ;l)roposed protocol, a permanent establish-
ment would be a fixed place of business through which the busi-
ness of an enterprise of one treaty country is wholly or partly car-
ried on in the other country. A permanent establishment would in-
clude a place of management, a branch, an office, a factory, a work-
shop, and a mine, an oil or gas well, a quarry, or any other place
of extraction of natural resources. .

A permanent establishment also would include any building site
or construction or installation project, or an installation or drilling
rig or shlifp used for the exploration or exploitation of natural re-
sources, if the site, project, or activity lasts for more than 183 days

(8)

At
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in any 12-month period.3 The Technical Explanation explains that
the 183-day period would begin when any work (including pre-
paratory work carried on by the enterprise) physically begins in the
country. The 183-day test generally would apply separately to each
individual site, project, or rig; however, a series of contracts or
proiiects that are interdependent both commercially and geographi-
cally would be treated as a singlé project for (?urposes of apilying
the 183-day threshold. If the 183-day threshold is exceeded, the ac-
tivity would constitute a permanent establishment from its first

day. .

%he inclusion in the proposed protocol of a 183-day threshold for
constitution of a permanent establishment for the above-described
activities represents the only difference between the proposed per-
manent establishment provision and the corresponding article in
the U.S. model treaty. Under the U.S. model treaty, a building site,
construction or installation project, or installation or drilling rig or
ship used for the exploration or exploitation of natural resources
constitutes a permanent establishment only if it lasts for more
than 12 months. ) :

The illustrative list of items included within the definition of per-
manent establishment under the proposed protocol differs from
that under the present treaty in that the phrase “a store or prem-
ises used as a sales outlet” is deleted in the proposed protocol. The
deletion of this ghrase would conform the provision to the language
of the U.S. model treaty, but, according to the Technical Expla-
nation, would not change its application or scope because a store
or premises used as a sales outlet would, in any event, be a fixed
place or business through which the business of an enterprise is
wholly or partly carried on. ~ ' ’ : .

In addition, the proposed protocol would delete special threshold
tests dealing with ging projects, the furnishing of services, and
the maintenance of substantial equipment or material that are in-
cluded in the present treaty.4 These activities would become sub-
ject to the normal tests for determining the existence of a perma-
nent establishment, and therefore, to a higher threshold.

As under the existing treaty, the proposed protocol would modify
the general rule to provide that a fixed place of business that is

30ther recent U.S. income tax treaties, including the current treaty with Barbados, contain
similar 183-day permanent establishment thresholds. This is also the threshold supported by
the UN. model treaty.
4Under the present treaty, the term permanent establishment includes a dreggmg project
within one country, but only where the project continues there for a period or periods aggregat-
ing more than 120 days in any twelve month period (including the period of any supervisory
activity connected therewith). A permanent establishment does not exist in any taxable d:ear in
which the project or a.ctivxz‘tg continues there for a period or periods aggregating less than 30
dntv: in that year. (Article 5(2)().) | . . .
addition, the furnishing of services, including consultancy, management, technical, and su-
pervisory services within one country by an enterprise of the other country through employees
or other persons constitutes a permanent establishment if (1) activities of that nature continue
within the first country for a period or periods aggregating more than 90 days in a 12-month
period, provided that a permanent establishment shaﬁ not exist in any taxable year in which
such services are rendered in that country for a period or periods ax%gregating less than 30 days
arttl_::lt y&;rx,kc))t) (2) the services are performed within that country for an associated enterprise.
icle . .
-The term permanent establishment under the present treaty also includes the maintenance
of substantial equipment or machinery within one country, but only if such equ‘iipment or ma-
chinery is maintained there for a period of more than 120 consecutive days, provided that a per-
manent establishment shall not exist in any taxable year in which such equipment or machinery
is maintained within that country for a period or periods aggregating less tﬁan 30 days in that
year. (Article 5(2X1).) ) ) R
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used for any one, or a combination, of a number of specified activi-
ties would not constitute a permanent establishment. These activi-
ties include the use of facilities solely for storing, displaying, or de-
livering goods or merchandise belonging to the enterprise and the
maintenance of a stock of goods or merchandise belonging to the
enterprise solely for storage, display, or delivery, or solely for proc-
essing by another enterprise. These activities also include the
maintenance of a fixed place of business solely for the purchase of
goods or merchandise or for the collection of information for the en-
terprise. These activities include, as well, the maintenance of a
fixed place of business solely for the purpose of carrying on, for the
enterprise, any other activity of a preparatory or auxiliary char-
acter (e.g., advertising, supplying information, or conducting sci-
entific activities). The Technical Explanation states that notwith-
standing the fact that there are some differences in the descriptive
language of the present treaty and the proposed protocol with re-
spect to these activities, the proposed protocol is intended to be
alike in substance to the existing treaty. _
The proposed protocol provides that if a person has, and habit-
ually exercises, the authority to conclude contracts in a treaty
country on behalf of an enterprise of the other country, then the
enterprise would be deemed to have a permanent estab ishment in
the first country in respect of any activities which that person un-
dertakes for the enterprise. Consistent with the U.S. model treaty,
this rule would not apply where the contracting authority is limited
to those activities (described above) such as storage, display, or de-
livery of merchandise which are excluded from the definition of
permanent establishment. The proposed protocol contains the usual
provision that the agency rule would not apply if the agent is a
broker, general commission agent, or any other agent of independ-
ent status acting in the ordina.riy course of its business. These pro-
visions of the proposed protocol would be more restrictive on the
definition of permanent establishment than the corresponding pro-
visions of the existing treaty. Under the ‘existing treaty, for exam-
ple, when the activities of an independent agent are devoted sub-
stantially on behalf of an enterprise, the agent is not considered an
independent agent for purposes of the treaty if the transactions be-
tween the agent and the enterprise are not made under arm’s
length conditions. : e s s W
As is the case under the present treaty, the proposed protocol
provides that the determination whether a company of one treaty
country has a permanent establishment in the other country would
be made without regard to the fact that the company may be relat-
ed to a company that is a resident of the other counfry or to a com-
pany that engages in business in that other country. Such relation:
ships, thus, would not be relevant; only the activities of the com-
pany being tested would be relevant. T

Article IT. Business Profits =~~~ "

Under the existing treaty, the business profits of an enterprise
of one treaty country are taxable only in that country unless the
enterprise carries on or has carried on business in the other coun-
try through a permanent establishment situated therein. If the en-
terprise carries on or has carried on business in ‘stuch a manner’,
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the business profits of the enterprise may be taxed in the other
country but only so much of them as is attributable to (1) that per-
manent establishment, (2) sales in the other country of goods or
merchandise of the same or similar kind as those sold through that
permanent establishment, or (3) other business activities carried on
in the other country of the same or similar kind as those affected
through that permanent establishment. This provision is similar to
the corresponding provision of the U.N. model treaty. The U.S.
model treaty, on the other hand, does not permit the other country
to tax the types of income described in the so-called “limited force
of attraction” provisions of (2) and (3) above under the business
profits article. . R o
The proposed protocol would delete the limited force of attraction
feature of this provision and, thus, would conform the provision to
that in the U.S. model treaty. That is, in the case of an enterprise
of one treaty country that carries on or has carried on business in
the other country through a permanent establishment situated
therein, the business profits of the enterprise could be taxed in the
other country but only so much of them as is attributable to that
permanent establishment. . .
According to the Technical Explanation, the reference in the pro-
osed protocol (and in the existing treaty) to a permanent estab-
ishment that “carries on or has carried on” business is intended
to incorporate the rule of section 864(c)(6) of the Internal Revenue
Code into the treaty. Like the Code section on which it is based,
the proposed protocol provides that income attributable to a perma-
nent establishment during its existence would be taxable in the
country where the permanent establishment is situated, even if the
payments are deferred until after the permanent establishment no
longer exists. Cme e :

Article III. Dividends

Under the existing treaty, dividends paid by a company which is
a resident of one treaty country to a resident of the other country
may be taxed by the other country. Such dividends may also be
taxed by the first country (the “source country”). However, the tax
so charged by the source country shall not exceed (a) 5 percent of
the gross amount of direct investment dividends (i.e., where the re-
cipient of the dividends is a company that owns at least 10 percent
of the voting stock of the company paying the dividends), or (b) 15
percent of the gross amount of the dividends in all other cases.

‘Under the proposed protocol, the prohibition of source country
tax in excess of 5 percent on direct investinent dividends would not
apply to a dividend from a U.S. Regulated Investment Company
(RIC) or Real Estate Investment Trust (REIT). The proposed proto-
. col would allow the United States to impose a 15-percent tax on a
U.S. source dividend paid by a RIC to a Barbadian company own-
ing 10 percent or more of the voting shares of the RIC. In addition,
the proposed protocol would allow the United States to impose a
15-percent tax on a U.S. source dividend paid by a REIT to an indi-
vidual resident of Barbados who holds a less than 10 percent inter-
est in the REIT. There would be no limitation, under the proposed
protocol, on the tax that may be imposed by the United States on
a dividend paid by a REIT to a Barbadian resident if the recipient
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is either an individual holding a 10-percent-or-greater interest in
the REIT, or a company. Such a dividend would, thus, be taxable
by the United States, assuming no change in present internal law,
at the full 30-percent rate.

Under the existing treaty, a corporation that is a resident of Bar-
bados is exempt from the U.S. accumulated earnings tax if individ-
uals (other than U.S. citizens) who are residents of Barbados con-
trol directly or indirectly, throughout the last half of the taxable
year, more than 50 percent of the entire voting power of the com-
pany. However, the Senate gave its advice and consent to the ratifi-
cation of the existing treaty in 1985, subject to the reservation that
the treaty’s reference to “voting power” shall be construed to mean
“voting power or value” for purposes of the U.S. accumulated earn-
ings tax. The proposed protocol would amend this provision to con-
form the treaty’s language to the language in the reservation.
Thus, the exemption from the U.S. accumulated earnings tax would
extend to Barbadian companies more than 50 percent of the entire
voting power or value of which are owned during the last half of
the taxable year by individual residents of Barbados who are not
U.S. citizens. '

The proposed protocol would also amend the existing treaty by
deleting a provision which preserves the right of the United States
to impose a second-level withholding tax on dividends paid by a
Barbadian company out of profits eft'ectivel{T connected with a busi-
ness conducted by it in the United States. Under the proposed pro-
tocol, where a company that is a resident of one treaty country de-
rives profits or income from the other country, the other country
could not impose any tax on the dividends paid by the company,
except insofar as such dividends are paid to a resident of that other
country or are attributable to a permanent establishment or a reg-
ular base situated in that other country.

The Tax Reform Act of 1986 (the “1986 Act”) imposed a 30-per-
cent branch profits tax on the dividend equivalent amount for the
taxable year of a U.S. branch of a foreign company. Under the
Code, the U.S. second-level withholding tax on dividends generally
is inapplicable to a corporation subject to the branch profits tax.
The proposed protocol contains a separate provision which provides
specific guidance relating to the a(.%)plication of the branch profits
tax on Barbadian companies. (See detailed discussion of the branch
tax (Article VI) below. .

Article IV. Interest

The existing treaty generally allows both the United States and
Barbados to tax interest derived from sources within one of the
treaty countries and beneficially owned by a resident of the other
country. The maximum allowable rate of tax by the source country
is 12.5 percent of the gross amount of the interest. The proposed
protocol would reduce the maximum allowable rate of source coun-
try tax on interest to 5 percent.5 ‘ :

6An excegtion to source country taxation of interest provided in the existing treaty would not
be altered by the roﬁosed protocol. Under the exception, interest derived from sources in one
country and beneficially owned by a resident of the other is exempt from tax at source if the
interest is paid in respect of a bond, debenture, or other similar obligation issued, aranteed,
or insured by the Government of the source country or by a political subdivision, loc authority,
or instrumentality of that Government. - : .



13

Article V. Royalties : S—— S R

The existing treaty allows both the United States and Barbados
to tax royalties arising in one of the treaty countries and paid to
a resident of the other country. The maximum allowable rate of tax
by the source country is 12.5 f)ercent of the gross amount of the
royalties. The proposed protocol would reduce the maximum allow-
able rate of source country tax on royalties to 5 percent.

Article VI. Branch Tax

The proposed protocol would add a new article to the treaty (Ar-
ticle 13A). This new article would provide guidance with respect to
the apg%lication of the branch profits and branch-level interest
taxes. The United States currently imposes branch profits tax on
a Barbadian company, subject to a general rate limitation of 5 per-
cent.6 The existing treaty preserves, by means of an exception to
the provisions under Article 24 (Nondiscrimination), the right of
one treaty country to impose branch-level taxes, but does not pro-
vide specific guidance regarding their imposition. :

The Code, as amended by the 1986 Act, imposes branch-level
taxes on foreign coxt;porations earning income effectively connected
with the conduct of a U.S. trade or business. The Code provides
that no U.S. treaty shall exempt any foreign corporation from the
branch profits tax (or reduce the amount thereof) unless the foreign
corporation is a “qualified resident” of the treaty country.

e Code defines a “%ualiﬁed resident” as any foreign corpora-
tion that is a resident of a treaty country, if it can meet either of
the following two tests. First, any foreign corporation resident in a
treaty country is a qualified resident of that country unless (1) 50

ercent or more (by value) of the stock of the corporation is owned
directly or indirectly within the meaning of Code section 883(c)(4))
by individuals who are not residents of the treaty country and who
are not U.S. citizens or resident aliens, or (2) 50 percent or more
of its income is used (directly or indirectly) to meet liabilities to
;S)ersons who are not residents of the treaty country or the United

tates. Second, a foreign corporation resident in a treaty country
is a qualified resident if the stock of the corporation is primarily
and regularly traded on an established securities market in the
treaty country, or if the corporation is wholly owned (either directly
or indirectly) by another foreign corporation which is organized in
the treaty country and the stock of which is so traded, or is wholly
owned by a U.S. corporation whose stock is primarily and regularly
traded on an established securities market in the United States."

The proposed protocol provides that a company which is a resi-
dent of one treaty country may be subject in the other country to
a tax in addition to the tax allowable under the other provisions
of the treaty. In the case of the United States, that tax may be im-
posed only on two amounts. One amount is the “dividend equiva-

Also, the staff understands that although the cEro;:»osef.i treaty would provide for a rate of
source country withholding tax on interest which is lower than the rate prescribed in the
present treaty, the 1986 statutory override of treaties relating to tax on‘excess inclusions with
respect to residual interests in U S, Real Estate Mortgage Investment Conduits (REMICs) would
remain applicable. Thus, under the U.S.-Barbados treaty (as amended by the roé)osed otocol),
a resident of Barbados that receives such an excess inclusion from a Ug REIBII would be sub-
ject to So-%zcent gross-basis U.S, tax on the excess inclusion. : STt

6Treas. Reg. sec. 1.884-1T(h)(4)iXB).
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lent amount” of the business profits of the company which are ef-
fectively connected (or treated as effectively connected) with the
conduct of a trade or business in the United States and which are
either attributable to a permanent establishment in the United
States or subject to tax in the United States under Article 6 (In-
come from Real Property) or Article 13 (Gains) of the existing trea-
ty.” The other amount is the excess, if any, of interest deductible
in the United States in computing the profits of the company that
are subject to tax in the United States and are either attributable
to a permanent establishment in the United States or subject to
tax in the United States under Article 6 or Article 13 of the exist-
ing treaty, over the interest paid by or from the permanent estab-
lishment or trade or business in the United States. According to
the Technical Explanation, it is understood by the two treaty coun-
tries that “interest paid” for this purpose would be determined
without regard to capitalized interest.

In the case of Barbados, such tax may be imposed only on two
similar amounts. One amount is the amount sufficient to provide
that a branch in Barbados of a United States company (or a U.S.
company otherwise taxable on net income in Barbados) is taxed in
a manner comparable to a similarly situated Barbadian company
and its United States shareholder. The other amount is the amount
of interest expenses that are deductible for computing the income
of a U.S. company subject to net-basis Barbadian tax over the in-
terest paid by or from the permanent establishment or trade or
business in Barbados. v

The proposed protocol would limit the rate of branch tax that
may be imposed by the two countries. Under the proposed protocol,
a treaty country may not impose a branch profits tax at a rate ex-
ceeding the rate specified under the treaty for taxes on direct in-
vestment dividends (i.e., 5 percent). Similarly, a treaty country
may not impose a branch-level interest tax at a rate exceeding the
rate specified under the treaty (as amended by the proposed proto-
col) for taxes on interest (i.e, generally 5 percent).

Article VII. Limitation on Benefits

The proposed protocol would delete Article 22 (Limitation on
Benefits) of the existing treaty and replace it with new provisions
placing limitations on treaty benefits. The purpose of the limitation
on benefits article is to limit the benefits provided under the treaty
to persons who are entitled to those benefits by reason of their resi-
dence in the United States or Barbados. The proposed provision
would be similar to the limitation on benefits articles included in

7The term “dividend equivalent amount” is not defined in either the existing treatf' or the
gl;?osed protocol. It is, thus, to be defined in accordance with applicable U.S. internal law (i.e.,
e section 884(b) and reguiationa thereunder), as the term may be amended from time to time
without changing the general principle thereof. Generally, the dividend equivalent amount is the
earnings and profits of a U.S. branch of a foreign corporation attributable to its income effec-
tively connected (or treated as effectively connected) with a U.S. trade or business, subject to
two adjustments. These adjustments identify changes in a branch’s U.S. net e uity (i.e., the dif-
ference between a branch’s assets and liabilities treated as connected with a U.S. trade or busi-
ness) that reflect profit remittances during a taxable year. The first adjustment reduces the tax
"base to the extent the branch’s earnings are reinvested in trade or business assets in the United
States (or reduce U.S. trade or business liabilities). The second adjustment increases the tax
base to the extent prior reinvested earnings are considered to be withdrawn from the U.S. trade
or business—e.g., by remittances to the home office of the foreign corporation. :
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other recently ratified U.S. income tax treaties (e.g., the U.S.-Ger-
many treaty). o

The treaty is intended to limit double taxation caused by the
interaction of the tax systems of the United States and Barbados
as they apply to residents of the two countries. At times, however,
residents of third countries attempt to use a treaty. Such use is
known as “treaty shopping,” and refers to the situation where a
person who is not a resident of either treaty country seeks certain
benefits under the income tax treaty between the two countries.
Under certain circumstances, and without appropriate safeguards,
the nonresident is able indirectly to secure these benefits by estab-
lishing a corporation (or other entity) in one of the treaty countries
which, as a resident of that country, is entitled to the benefits of
the treaty. Additionally, it may be possible for the third country
resident to reduce the income base of the treaty country resident
by having the latter pay out interest, royalties, or other amounts
under favorable conditions (i.e., it may be possible to reduce or
eliminate the taxes of the resident company by distributing its
earnings through deductible %ayme'nts or by avoiding withholding
taxes on the distributions) either through relaxed tax provisions in
the resident country or by passing the funds through other treaty
countries (essentially, continuing to treaty shop), until the funds
can be repatriated under favorable terms. ‘

Under the proposed protocol, a person that is a resident of one
of the treaty countries and derives income from the other country
would be entitled in that other country to all the benefits of the
treaty (as amended by the proposed protocol) only if the person sat-
isfies any one of a list of qualifications set forth in the proposed
protocol. The proposed protocol provides that persons meeting the
necessary qualifications would include individual residents of ei-
ther the United States or Barbados and the governments of the two
countries, or any political subdivision or local authority thereof. In
addition, a person would not be subject to limitation on treaty ben-
efits if it satisfies any one of (1) an active business test, (2) a public
company test, or (3) an ownership and “base erosion” test, or if it
is a not-for:froﬁt entity that meets certain standards set forth in
the proposed protocol. - D : * T

~ A person would be considered to satisfy the active business test
if it is entgaged in the active conduct of a trade or business in its
country of residence and the income derived from the other country
is derived in connection with, or is incidental to, that trade or busi-
ness. For this purpose, the business of making or managin% invest-
ments generally would not qualify as an active trade or business
unless the activities are banking or insurance activities carried on
by a bank or insurance company. This active trade or business rule
differs from a more general rule in some earlier U.S. iricome tax
treaties that preserves benefits if an entity is not used “for a prin-
cipal purpose of obtaining benefits” under a treaty. This particular
provision of the proposed protocol is similar to provisions contained
in other more recent U.S. income tax treaties (e.g., the income tax
treaty between the United States and Germany).

The Technical Explanation specifies that upon satisfaction of any
of the other tests set forth in this article, any income derived by
the beneficial owner would be entitled to treaty benefits. By con-
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trast, the active business test would be an item-of-income by item-
of-income test, and, therefore, each item of income earned by the
taxpayer would have to be tested separately,

nder the public company test, a company that is a resident of
one of the treaty countries and in whose principal class of shares
there is substantial and regular trading on a recognized securities
exchange would be entitled to the benefgts provided under the trea-
ty regardless of where its actual owners reside. The term “recog-
nized securities exchange” means any stock exchange registered
with the Securities and Exchange Commission as a national securi-
ties exchange for purposes of the Securities Exchange Act of 1934,
the NASDAQ system owned by the National Association of Securi-
ties Dealers, Inc., and any other securities exchange agreed upon
by the competent authorities of the two treaty countries.

Under the ownership and base erosion test, two conditions would
have to be satisfied. First, more than 50 percent of the beneficial
interest in the person (in the case of a company, more than 50 per-
cent of the number of shares of each class of shares) must be owned
directly or indirectly by any combination of one or more individual
residents of Barbados or the United States, citizens of the United
States, the governments of the United States or Barbados, compa-

nies meeting the publicly traded test described above, or persons
meeting the not-for-profit entity test described below.8 This provi-
sion would, for example, deny the benefits of the reduced U.S. with-
holding tax rates on dividends, interest, and royalties paid to a
Barbadian company that is controlled by individual residents of a
third country. This rule is not as strict as that contained in one
proposed U.S. model version of an anti-treaty shopping provision,
which requires 75 percent ownership by residents of the person’s
country of residence to preserve benefits. It is, however, consistent
with most recent U.S. income tax treaties. . . ...
Second, treaty benefits would be available only if more than 50
percent of the gross income of the person is not used directly or in-
directly to meet liabilities (including liabilities for interest or royal-
ties) to persons listed in the preceding paragraph. This rule is com-
monly referred to as the “base erosion” rule and is necessary to
prevent a corporation, for example, from distributing most of its in-
come through the use of deductible payments to persons not enti-
tled to benefits under the treaty. According to the Technical Expla-
nation, gross income for this purpose is understood to mean gross
income as defined in the Internal Revenue Code of 1985, as amend-
ed. Thus, in general, the term is understood to mean gross receipts
less cost of goods sold. , . o
The proposed protocol provides that a not-for-profit organization
that is a resident of one of the treaty countries would be entitled
to treaty benefits if it satisfies two conditions: (1) It generally must
be exempt from tax in its country of residence by virtue of its not-
for-profit status, and (2) more than 50 percent of the beneficiaries,

8Under the existing treaty, a resident company fails the ownership test, and benefits are
therefore denied, if 50 percent or less of the number of shares of each class of the company’s
shares is owned by U.S. or Barbadian residents, or U.S. citizens. Thus, assuming that the base
erosion test is met, it may be that the ownership of more than half of only one of the company’s
classes of shares by U.S. or Barbadian residents would be sufficient to meet this ownership test.
Under the ﬁroposed-protocol, ‘such. ownership of only one class would not be sufficient to meet
the ownership test. s TS V2 S
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members, or participants, if any, in the organization must be per-
sons entitled to benefits under the treaty. The Technical Expla-
nation states that organizations covered by this rule would include
pension funds, pension trusts, private foundations, trade unions,
trade associations, and similar organizations.

The progosed protoccl provides that a person that is not entitled
to treaty benefits because it does not satisfy any of the above cri-
teria could, nevertheless, be granted benefits under the treaty if so
determined by the competent authority of the country in which the
income in question arises. In addition, the proposed protocol pro-
vides that the competent authorities of the two treaty countries
will consult with one another with a view to develoizing a com-
monly agreed application of the provisions of the article on limita-
tion on benefits. Moreover, the competent authorities would be
mandated, in accordance with the provisions of Article 26 (Ex-
change of Information) of the existing treaty, to exchange such in-
formation as is necessary for carrying out the provisions of the lim-
itation on benefits article and for safeguarding, in cases envisioned
therein, the application of their respective domestic laws. S

A Memorandum of Understandings (the “Memorandum”) regard-
ing the scope of the proposed limitation on benefits article was ex-
changed by the United States and Barbados on the same day the
proposed protocol was signed, elaborating on the business connec-
tion rule and on the competent authority discretion included in the
proposed grotocol, The Memorandum indicates how certain provi-
sions of the proposed protocol are to be understood both by the
competent authorities and by taxpayers in the two treaty countries.
It provides several examples of situations in which the good busi-
ness purpose test would ge considered to be met and one example
where it would be considered not to be met. Under one example,
the Memorandum states that U.S. source interest income on short-
term investments of earnings, retained as working capital, of an ac-
tive Barbadian business carried on by a Barbadian company, is in-
cidental to the Barbadian business and, therefore, would be eligible
for treaty benefits on that basis. As another example, the Memo-
randum states that if a third-country resident establishes a Barba-
dian company for the tEurgo:se of acquiring a large U.S. manufac-
turing company, and the Barbadian company’s only other activity
is the operation of a small retailing outlet which sells products
manufactured by the U.S. company, dividends from the U.S. com-
pany would not be entitled to benefits under the treaty. In this
case, despite an arguable business connection between the U.S. and
Barbadian businesses, the active Barbadian business is not sub-
stantial in relation to the business of the U.S. subsidiary.

The Memorandum also Erovides guidance relating to the provi-
sion of the limitation on benefits article of the proposed protocol
which would permit a person that does not satisgv any of the spe-
cific tests set forth in the proposed fprotocol to still obtain treaty
benefits if the competent authority of the country in which the in-
come in question arises so determines. The Memorandum states
that it is anticg_lpated that in the vast majority of cases, eligibility
for treaty benefits would be determinable without resorting to com-
petent authorities. The authorities could, of course, in reviewing a
case, determine that the taxpayer has improperly interpreted the
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provisions of parifraph 1 of the limitation on benefits article, and
that benefits should not have been claimed. oL o

Under the Memorandum, it is assumed that, for purposes of im-
plementing the provision which would permit the competent au-
thorities to grant treaty benefits, taxpayers would be permitted to
present their cases to the competent authority for an advance de-
termination based on the facts, and would not be required to wait
until the tax authorities of one of the countries have determined
that benefits are denied. In these circumstances, the Memorandum
states that it also is expected that if a competent authority deter-
mines that benefits are to be allowed, they would be allowed retro-
actively to the time of entry into force of the relevant treaty provi-
§i()1ntor the establishment of the structure in question, whichever
is later.

In making such determinations, it is understood by the two coun-
tries that the competent authorities would take into account all rel-
evant facts and circumstances. The factual criteria which the com-
petent authorities would be expected to take into account include
the existence of a clear business purpose for the structure and loca-
tion of the income earning entity in question; the conduct of an ac-
tive trade or business (as opposed to a mere investment activity)
by such entity; and a valid business nexus between that entity and
the activity giving rise to the income. Moreover, the Memorandum
states that the competent authorities would consider, for example,
whether and to what extent a substantial headquarters operation
conducted in one of the countries by employees of a resident of that
country contributes to such valid business nexus, and should not,
ther:fore, be treated merely as the making and managing of invest-
ments. ,

The Memorandum further states that the discretionary authority
granted to the com]petent authorities under the plrl)lposed protocol
would be particularly important in view of, and should be exercised
with particular cognizance of, the developments in, and objectives
of, international economic integration, such as that among the
member countries of the CARICOM and under the proposed North
American Free Trade Agreement. : ;

In addition, the Memorandum sets forth an example to illustrate
the principles described above. Under the example, companies or-
ganized under the laws of Barbados, Jamaica, and Antigua, each
of which is engaged directly or through its affiliates in active busi-
ness operations in its country of residence, decide to cooperate in
the develo};:rment and marketing of a new computer spreadsheet
program through a joint venture formed as a Barbadian corpora-
tion. The development and marketing aspects of the project are car-
ried out by the individual joint venturers. The joint venture com-
pany, which is staffed with a significant number of managerial and

ancial personnel seconded by the joint venturers, acts as the
general headquarters for the joint venture, responsible for the over-
all management of the project including coordination of the func-
tions separately performed by the individual joint venturers on be-
half of the joint venture company, development of sales strategies,
and the investment of working capital contributed by the joint ven-
turers and the financing of the project’s additional capital require-
ments through public and private borrowings. The joint venture
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company derives portfolio investment income from U.S. sources
generated by working capital investments.

In analyzing the facts of the example, the Memorandum provides

that if the joint venture company’s activities constitute an active
trade or business and the U.S. source investment income is con-
nected to that business, benefits would be allowed under the pro-
posed protocol’s good business purpose test. If, however, the activi-
ties do not constitute an active trade or business, the Memorandum
states that it is expected that the U.S. competent authority would
determine that treatiy benefits should be allowed under the facts
presented, particularly in view of (1) the clear business purpose for
- the formation and location of the joint venture company; (2) the
gignificant headquarters functions performed by that company in
addition to financial functions; and (3) that fact that all of the joint
venturers are companies resident in CARICOM member countries
in which they are engaged directly or through their affiliates in
substantial active business operations.
. Finally, the Memorandum of Understanding states that the com-
petent authorities will consult further on these issues and develop
additional standards for the application of the limitation on bene-
ﬁt.ls article as they gain experience with the application of these
rules.

Article VIIL Entry Into Force

The proposed protocol would enter into force upon the exchange
of instruments of ratification. It would be effective with respect to
taxes imposed in accordance with Article 10 (Dividends), Article 11
(Interest), and Article 12 (Royalties) for amounts paid or credited
on or after the first day of the second month next following the
date on which the proposed protocol enters into force, It would be
effective with respect to other taxes for taxable years beginning on
or after the first day of January next following the date on which
the proposed protocol enters into force.
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