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ABSTRACT 

The article explains the issue of the “treaty shopping” method which tends to be one of the types 

of the unlawful tax behaviour. At first, the history of the “treaty shopping” method and its main 

features are described. The dissertation is focused especially on the examples of the practical use of 

the third company in a specific contractual relation which ought to be only between two parties. Then, 

the deliberation presents the combination of using the “treaty shopping” method and “tax heavens” 

which is frequently practiced by the companies to pay lower tax rates or even avoid paying any taxes. 

After that, both the positive and the negative consequences of the aforementioned tax behaviour are 

described. The main part of the article delves into the possible remedies for the unlawful tax practices 

depending on the outlook of each government. The conclusions refer to the effects of decreasing the 

current number of “treaty shoppers”. 

 

Keywords: treaty shopping, remedies, tax avoidance, tax evasion, tax law, sole proprietor, partnership, 

publicly listed company, share-holding company, legal person 

 

 

 

1.  INTRODUCTION 

 

It is widely acknowledged that almost every company owner would do his best for their 

venture, especially while considering its profits. While it is true that there is a number 
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of methods which enable increasing one’s earnings in accordance with the law, the statistical 

data proves that some of the entrepreneurs tend to perform against the law. Yet the facts 

remain for the assumption that many of the unlawful acts of the company owners are 

connected with the tax law. Thus to take for an instance are as follows: tax evasion (Sandmo, 

2005), illegal
1
 tax avoidance (Cai, Liu, 2009) or illegal tax savings

2
. 

The practices mentioned above tend to be the most popular ones due to several reasons, 

one of them being the fact that they might be committed by almost every entrepreneur 

(a company owner being a sole proprietor, a legal person, a partnership, a publicly listed 

company, a share-holding company, etc.). Moreover, they do not require more than one 

company to participate in the unlawful action and by the same token might be quite frequently 

performed. As a matter of fact, the popularity of tax evasion, tax avoidance and illegal tax 

savings results in several attempts at solving them or at least – decreasing the number of 

them. Accordingly, many supporters of the amendments of the tax law refer to that issue, and, 

moreover, there is a tendency for the legislators to pass new specific regulations which might 

prevent the most common illegal tax acts and, finally – the public opinion is capable 

of participating in the changes due to the information provided by the media. Yet it is not 

to say that the current situation referring to the most popular tax frauds is perfect, reacting 

automatically to every illegal behaviour and solving each issue. Facts speak against the 

assumption that countries do have one remedy to the tax problems mentioned above that 

would deteriorate them. However, meticulous observation suggests that many attempts 

at it are done both by the legislators and by the scholarly opinion. It also emerges that 

companies are aware of their responsibility and the people might be provided with 

information about common tax frauds. Surprisingly enough, there still remains a number of 

unlawful tax practices not commonly known among the public opinion in view of the fact that 

there are not popularized in the media and not frequently enough considered by the 

legislators. It seems reasonable to assume that such tax frauds require both time and effort, for 

instance the engagement of more than one company and the in-depth analysis of each taxation 

system. Yet due to that reasons that kinds of illegal tax behaviour may inflict severe damage. 

Consequently, it is beyond doubt that knowing the details of the aforementioned 

performances against the law and the possible remedies for them is constantly needed.  

This brings the deliberation to the main issue being described in this article, which main 

aim is to propose some of the possible seminal ideas which might prevent a tendency to use 

the “treaty shopping” method (being one of the not very common behaviour described above) 

in an increasing number of contractual relations. 

 

 

2.  THE HISTORY AND THE FEATURES OF THE “TREATY SHOPPING” 

     METHOD  

 

Whilst the process of globalization has been improving for thousands of years, more 

behaviour which might be perceived as “treaty shopping” has appeared. It has been becoming 

constantly popular among enterprises and one can find many instances of the practical use 

of that method (Crandall, 1988), especially since the 80s of the 20
th

 century when the ideas 

how to prevent “treaty shopping” appeared among the scholarly opinion.  

                                                           
1
 Tax avoidance can also be legal and in that case it is called tax optimization.  

2
 The illegal tax savings are frequently connected with the employment.  
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The “treaty shopping” method may be defined as a kind of tax avoidance (Weyzig, 

2013) which is usually committed by three or more than three business entities. However, 

only two of them (considering that they are three “tax shoppers”) or not all of them 

(considering that they are more than three “tax shoppers”) are in need for a real contractual 

relation. Yet, due to the fact that they are not reluctant to pay high taxes, they use other 

business entity to make an appearance in their contractual relation (frequently in an 

agreement) only to pay less tax rate or sometimes even to not pay any tax rate at all.  

This can be illustrated by a simple example: company A wants to pay – for an instance - 

dividends to company B and the transaction between them is taxable by a 15% tax rate under 

the convention on the avoidance of double taxation between country A and country B. 

However, under the convention on the avoidance of double taxation between country A and 

country C the transaction is taxable by a 2% tax rate and under the convention on the 

avoidance of double taxation between country C and B the transaction is taxable by a 5% tax 

rate. Consequently, whilst deciding for the company C to be involved in the transaction 

between A and B only in order to pay 7% tax rate (2% + 5%), the business entities are using 

the “treaty shopping” methods and becoming “treaty shoppers”.  

 

Table 1. An opportunity to use the “treaty shopping” method. 

 

 company A company B company C 

company A - 15 % 2 % 

company B 15 % - 5 % 

company C 2 % 5 % - 

 

 

Table 2. The effects of using the “treaty shopping” method. 

 

 company A company B 
company A + 

company B 

company C 2% 5% 7% (2%  +  5 %) 

[Source: own elaboration] 

 

 

As it was previously mentioned, the main reason for the “treaty shopping” method 

to become increasingly popular was the development of globalization. Surprisingly enough, 

the term “globalization” denotes not only to the area of the European countries and the United 

States of America, but also to small islands which are frequently used by “treaty shoppers” 

to lessen their taxation. The kind of locations mentioned above are called “tax heavens
3
”.  

                                                           
3
 Although this term refers to heaven, one can also find articles about „tax haven”, consequently it occurs that 

both of the versions of the pronunciation are correct. 
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According to the scholarly opinion, “tax heavens” are places where the tax rate is very 

low (Dharmapala, Hines, 2009). Their development is frequently caused by the business 

entities which tend to locate their companies there in order to pay lower tax rate or to avoid 

paying taxes at all. The number of “tax heavens” - which may be divided into four groups 

(Palan, 2002), currently ranges from 35 to 50 (compare Slemrod, Wilson, 2009 with 

Dharmapala, Hines, 2009). The most common “tax heavens” are for example: The Bahamas, 

The Bermuda, The Cook Islands, The Seychelles, The Cayman Islands and many more 

(Hampton, Christensen, 2002). 

There is a marked tendency for the business entities to make practical use of the law tax 

rates in “tax heavens” to make higher profits. Thus to take for an instance is a situation when 

a company uses the legislation referring to the residence from the convention on the 

avoidance of double taxation. An illustration that suggests itself is the behaviour of a venture 

which places the head office in “tax heaven” and the headquarters in their (for instance 

a European) country. The negative and the unlawfully consequences may appear in two 

different versions, depending on the regulations of the convention on the avoidance of double 

taxation. A curious instance is when according to the convention on the avoidance of double 

taxation the place of residence of each company in the European country is where the head 

office is and in the “tax heaven” country is where the headquarters is. The situation may result 

in tax avoidance which undoubtedly tends to be against the law, no matter that it is based 

on the opportunities offered by the lawful regulations. The other example of using the “tax 

heaven” is when the business entity makes practical use of the low tax rate by basing the place 

of residence under the convention on the avoidance of double taxation in “tax heaven” and, 

consequently, pays the lower tax rate in comparison with the tax rate in their country.  

Let these examples above suffice that there is an increasing number of issues connected 

with using “tax heavens”. Not surprisingly enough, the “tax method” is also frequently based 

on the opportunities offered by the low tax rate in “tax heavens”.  

A good illustration of the problem mentioned above is the fact that it appears 

to be marked tendency for the business entities to include in their transactions “tax heavens” 

such as The Bahamas, The Bermuda, The Cook Islands, The Seychelles, The Cayman Islands 

or similar in order to pay lower tax rates. That behaviour was popular especially in the second 

half of the 20
th

 century due to two main reasons, one of them being the fact that in the 60s 

of the 20
th

 century
4
 (see more: Eden, Kudrle, 2005) the “treaty shopping” method was only 

becoming popular and not so many people were aware of its consequences. Consequently, the 

preventing outlooks and mechanism were not developed yet. That also means that some 

places considered as “tax heavens” have not remained being that places until now.  

However, the situations when business entities use both the “treaty shopping” method 

and “tax heavens” are still not rare. There appears to be a number of big enterprises (legal 

persons, partnerships, publicly listed companies and share-holding companies) or even sole 

proprietors who make practical use of connecting the aforementioned unlawful behaviour and 

the places with a lower tax rate. The mechanism is quite simple and based on the model 

explained above - when the dividends paid from company A to company B are taxed 

by a 10% tax rate under the agreement between country A and country B, the companies 

A and B decide to include company C (from the “tax heaven”) to enter into their contractual 

relation. In connection with the appearance of company C, the companies A and B pay a less 

                                                           
4
 A curious instance of that is the fact that the United States of America allowed using the “treaty shopping” 

method (although under some conditions) until the 60s of the 20
th

 century..  
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tax rate or even avoid paying taxes. It is vital to emphasize that it can frequently have a more 

deteriorating impact on the legal system of each country in view of the fact that the business 

entities are involved in breaking not one, but two rules of law.  

 

Table 3. An opportunity to use the “treaty shopping method” and “tax heavens”. 

 

 company A company B 
company C  

(tax heaven) 

company A - 15% 1% 

company B 15% - 2% 

company C  

(tax heaven) 
1% 2% - 

 

 

Table 4. The effects of using the “treaty shopping method” and “tax heavens”. 

 

 company A company B 
company A + 

company B 

company C  

(tax heaven) 
1% 2% 3% (1% + 2%) 

 

 

Table 5. An opportunity to use the “treaty shopping method” and “tax heavens”. 

 

 company A company B 
company C  

(tax heaven) 

company A - 15% 1% 

company B 15% - 0% 

company C  

(tax heaven) 
1% 0% - 

 

 

Table 6. The effects of using the “treaty shopping method” and “tax heavens”. 

 

 company A company B 
company A + 

company B 

company C  

(tax heaven) 
1% 0% 1% (1% + 0%) 
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Table 7. An opportunity to use the “treaty shopping method” and “tax heavens”. 

 

 company A company B 
company C  

(tax heaven) 

company A - 15% 0% 

company B 15% - 0% 

company C  

(tax heaven) 
0% 0% - 

 

 

Table 8. The effects of using the “treaty shopping method” and “tax heavens”. 

 

 company A company B 
company A + 

company B 

company C (tax 

heaven) 
0% 0% 0% (0% + 0%) 

[Source: own elaboration] 

 

 

3.  THE CONSEQUENCES OF USING THE “TREATY SHOPPING” METHOD 

 

There is a justified reason for the deliberation to be pursued further, focusing especially 

on the advantages and the disadvantages of the “treaty shopping” method. Not surprisingly 

enough, the positive aspects of that behaviour refer mainly to the business entities, whilst 

the negative aspects are associated with the profits of each country.  

 

3. 1. The positive aspects connected with the “treaty shopping” method 

Nothing could be easier than to demonstrate that, in view of the facts stated above, 

when business entities use the “treaty shopping” method (and frequently in addition also “tax 

heavens”), the purpose of their behaviour is to gain more profits for their companies. Some 

of legal persons, partnerships, publicly listed companies, share-holding companies or even 

sole proprietors are incapable of resisting such an occasion which is provided by different tax 

rates in some of the countries and more generally – the elements of financial systems which 

also differ (La Porta, Lopez-de-Silanes, Schleifer, Vishny, 2000). Far it be from criticize the 

need for pursuit for more income in the existence of each business entity. However, the 

eagerness to earn more money ought to be justified and the behaviour which contributes to it 

should be in accordance with the law.  

Surprisingly enough, there are examples when the “treaty shopping” method 

is considered to be lawful, although such situations are rare. Thus to take for an instance 

appears whilst the countries negotiate the exchange of goods and their main aim is focused 

on that  - even though their tax rates considerably differ (Van Os, Knottnerus, 2011). 

According to the aforementioned statement, the “treaty shopping” method has its advantages 

not only for the business entities themselves, but also to the countries due to providing them 
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with goods. Moreover, some of the scholars also claim that each country should not interfere 

in the contractual relations, referring to the position of investors (Van Os, Knottnerus, 2011). 

Yet one may equally argue that the explanation and justification stated above may 

be abused by the business entities while trying to convince that their behaviour is lawful. 

It is tempting to suggest that the scholarly opinion which presents some of the legal types 

of using the “treaty shopping” method is used by ventures to maintain their profits which 

frequently tend to be a result of a behaviour against the law or at least – not in accordance 

with the law. In actual facts, the profits of the “treaty shopping” method can be perceived 

mostly in the income of each company. According to the scholarly opinion, each behaviour 

is considered as “treaty shopping” when the number exceeding 50% of each company stock 

is held in the “third country”(Blonigen, Davies, 2004). It is beyond doubt, that basing on the 

information mentioned above, when a company uses 50%, 45% or 40% stock of the “third 

company” it is accepted by the scholars. It also results in the huge income of the business 

entities which use the “treaty shopping” method. The positive aspects, meaning especially the 

advantages of their behaviour can be seen in the profits made by them which precisely 

is undoubtedly the main aim of the ventures.   

 

Table 9. An example of using the “treaty shopping” method. 

 

 company A company B company C 

company A - 15 000 2 000 

company B 15 000 - 5 000 

company C 2 000 5 000 - 

 

 

Table 10. An example of using the “treaty shopping” method. 

 

 company A company B 
company A + 

company B 

company C 2 000 5 000 
7 000 (2 000 + 

5 000) 

 

 

Table 11. An example of using the “treaty shopping” method and “tax heavens”. 

 

 company A company B 
company C  

(tax heaven) 

company A - 15 000 1 000 

company B 15 000 - 2 000 

company C  

(tax heaven) 
1 000 2 000 - 



World Scientific News 104 (2018) 343-353 

 
 

-350- 

Table 12. An example of using the “treaty shopping” method and “tax heavens”. 

 

 company A company B 
company A + 

company B 

company C 

(tax heaven) 
1 000 2 000 

3 000 (1 000 + 

2 000) 
[Source: own elaboration] 

 

 

Considering that, it is tempting to refer to the issue how much profit can a company 

gain while using the “treaty shopping” method. Apparently, it differs due to the fact that some 

of the companies use both the “treaty shopping” method and “tax heavens”. The tables below 

show the possible saved income as long of the “treaty shoppers”, supposing that the dividend 

which ought to be taxed are 100 000 EUR.  

As it can be seen in view of the examples presented above, the financial advantages for 

the business entities using the “treaty shopping” method are considerably huge. Moreover, 

one should remember that the “treaty shoppers” might even not pay taxes at all.  

 

3. 2. The negative aspects of using the “treaty shopping” method 

It is not surprising that the main negative aspect of the unlawful tax behaviour being 

described in this deliberation is the money loss affecting the funds of each country. Avoiding 

taxation or paying lower taxes tends to be a recurrent issue while considering the main 

problems of current tax law problems (Kalotay, 2012). Apparently, not only is it the “treaty 

shopping” method that inflicts severe damage in the finances of each nation, but also other 

behaviour which are not in accordance with the law, especially those mentioned above such 

as for an instance: tax evasion, illegal tax avoidance and illegal tax savings.  

However, the consequences of the “treaty shopping” method itself are still perceivable 

in the finances of each country. Adjusting the unlawful behaviour being described in this 

dissertation to each company needs, frequently results in lowering the burden of each tax 

(Fuest, 2012). The situation is tough also while considering the fact that sometimes 

it is difficult to find a border between the “treaty shopping” method and tax planning 

in accordance with the law (Avi-Yonah, 2010). 

Yet one should be aware of the matter that there are many other negative consequences 

of the practical use of the “treaty shopping” method. Thus to take for an example is gaining 

the power of the company (the one which only interferes in the contractual relation to pay 

lower tax rate by the other companies) without the need to be economical allegiant (Avi-

Yonah, 2010). Consequently, that might create a situation when a company is empowered 

despite of being treasonous. Another controversy connected with the unlawful tax method 

being described is the prevention to negotiating tax treaties as soon as the “treaty shopping” 

method appears . (Avi-Yonah, 2010).  Moreover, applying this method may also result in 

altering the right balance between the two countries which have an interest in involving 

another company in their contractual relation to pay lower tax rate or to avoid paying taxes at 

all (Avi-Yonah, 2010). 

The statement above undoubtedly brings the deliberation to a conclusion that some 

changes definitely need to be made.  
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4.  THE POSSIBLE REMEDIES FOR THE “TREATY SHOPPING” METHOD 

 

The negative consequences of the “treaty shopping” method were ascertained by the 

scholars quickly after they had appeared in the behaviour of the venture owners. After an in-

depth scrutinization, some progress in preventing the unlawful tax practices being described 

has been constantly developing.  

A curious instance of that is the German “anti-treaty” remedy which tends to decrease 

the tendency to using the “treaty shopping” method in view of its impeding mechanisms. 

More to the point, the German legislators decided that an examination of the so-called “third 

company” needs to be done to analyze whether the transaction is in accordance with the law 

or not (Kessler, Eicke, 2007). Suffice it to mention that each company should have at least 

10% of its profits from individual business activities to be considered as lawful (Kessler, 

Eicke, 2007).  

A contributory factor for the German preventing method was the activity of the United 

States of America which trial to end the using of the “treaty shopping” method has been made 

since the beginning of the 80s of the 20
th

 century. It was the unlawful tax behaviour connected 

with the Antilles that had a strong impact on enacting the United States Model Tax Income 

Treaty (Crandall, 1988). The aforementioned act referred to the percentage of ownership each 

company ought to have to become a partner in the funds of another company. That 

distinguishment exerted an influence on the tax residency and was continually enacted in legal 

acts of many countries, including Poland. 

As a result of applying differing the companies considering the percentage of their 

ownership, in itself there are regulations stating that issue in Poland. Take for an instance The 

Code of Commercial and Companies from the 15th of September of the year 2000. Yet, 

although the regulation states the connection between ventures due to the percentage of their 

ownership, it does not refer to the residence or to the “treaty shopping” preventing 

mechanisms. It is not surprising in view of the fact that the unlawful tax behaviour being 

described is connected with the international tax relations. Consequently, the possible 

solutions ought to be found in the international legislations. However, the conventions on the 

avoidance of double taxation between Poland and the other countries do not refer directly 

to the unlawful tax practice described. It is not to say that they do not enable the using 

of some preventing mechanisms. Nevertheless, some specific acts explaining the methods 

of decreasing “treaty shopping” need to be enacted to simplify the whole process of the 

prevention of the unlawful practice such as the one being described in this deliberation. 

Wide divergences obtain whilst analysing the situation in some of the other countries. 

Thus to take for an instance is the situation in India. Compared with Germany, the United 

States of America or Poland, the Indian government refused to enact the anti-treaty-shopping 

regulations (Avi-Yonah, 2010). They explain their opposition by claiming that the “treaty 

shopping” method ought to not be disparaged due to the fact that it might sometimes be 

useful, especially while decreasing the foreign funds or technology (Avi-Yonah, 2010). 

 The issue explained above might prove that frequently the mechanisms of enacting specific 

regulations preventing the “treaty shopping” method are not the most adequate solution.  

In the aforementioned case the possible remedy might be some public awareness campaigns 

focused on the lack of the funds of each country as a result of using the “treaty shopping” 

method by entrepreneurs. Consequently, it is possible for the scholars to prove that the 

amount of money paid by the citizens - especially under the personal income tax rate, 
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is connected with the losses being the effect of using the “treaty shopping” method. That 

is probable to result in public protests which encourage the unwilling government to change 

their methods.  

 

 

5.  CONCLUSIONS 

 

The “treaty shopping” method tends to be a recurrent issue in the funds of each country 

and some changes referring to the problem described in this dissertation definitely ought 

to be made. Not only do the effects of this unlawful behaviour affect the income of each 

government, but also cause damage to the citizens who pay a high tax rate under the personal 

income tax. What needs to be done is to decrease the number of the practical use of the “treaty 

shopping” method to improve the situation of the people paying high tax rates.  

On the basis of the aforementioned facts it is true that the most adequate solution among 

the ones possible is to enact acts such as for an instance United States Model Tax Income 

Treaty. The legislation process referring to that issue ought to be focused especially 

on enacting more specific acts which would prevent the companies from unlawful tax 

behaviour, for instance by punishing entrepreneurs with high compensation.  

However, the solution mentioned above cannot be easily applied in the countries where 

the government refuses to enact the preventing acts. In those countries, the scholars ought 

to convince the citizens that the amount of tax paid under the personal income tax is caused 

by the practices which are not in accordance with the law, including using the “treaty 

shopping” method. That might lead to several public protests which would result in changing 

the outlook of the government.  
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