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Preface

Over the past decade, the relationship between the mobilization of

nancial resources for development and international tax coopera-
tion featured prominently in the outcome documents of major United
Nations conferences and summits on economic and social mat-
ters.  ese include the 2002 Monterrey Consensus, the 2008 Doha
Declaration on Financing for Development, as well as the outcomes of
the 2009 Financial Crisis Conference and the 2010 MDG Summit. In
the Doha Declaration, for instance, Member States recognized multi-
lateral, regional and national e orts aimed at improving developing
countries’ abilities “to negotiate mutually bene cial investment agree-
ments” and “to promote good tax practices.”

Tax treaties play a key role in the context of international coop-
eration in tax matters. On the one hand, they encourage international
investment and, consequently, global economic growth, by reducing
or eliminating international double taxation over cross-border income.
On the other hand, they enhance cooperation among tax administra-
tions, especially in tackling international tax evasion.

Developing countries, especially the least developed ones, 0 en
lack the necessary expertise and experience to e ciently interpret and
administer tax treaties.  is may result in di cult, time-consuming
and, in a worst case scenario, ine ective application of tax treaties.
Moreover, skills gaps in the interpretation and administration of
existing tax treaties may jeopardize developing countries’ capacity to
be e ective treaty partners, especially as it relates to cooperation in
combating international tax evasion.  ere is a clear need for capacity-
building initiatives, which would strengthen the skills of the relevant
0 cials in developing countries in the tax area and, thus, contribute
to further developing their role in supporting the global e orts aimed
at improving the investment climate and e ectively curbing interna-
tional tax evasion.

Tax treaties, and model conventions, generally do not include
any guidance on how the provisions of treaties should be applied,

1A/RES/63/239, annex, paras. 16 and 25.
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leaving this matter to the domestic law of the contracting States.
Although there is a vast and growing body of literature, and ample
supply of training materials dealing with the substantive provisions of
tax treaties and the relationship between them and the provisions of
a country’s domestic law, relatively little assistance is available regard-
ing the practical application of tax treaties. is Handbook, resulting
from a joint project of the Financing for Development O ce of the
Untied Nations Department of Economic and Social A airs and the
International Tax Compact, is intended to contribute to 1ling this gap.

How do tax treaty provisions apply in practice? is question is
addressed by the ten chapters comprising this Handbook. ey were
written by international tax experts, bene ting from extensive con-
sultations with numerous experts from the National Tax Authorities
and Ministries of Finance of developing countries. e Handbook
describes best practices of countries in administering their tax trea-
ties and identi es common denominators to the extent possible. e
emphasis is on the practices of the tax authorities of developing coun-
tries.  eir experts may be in a better position to assist other develop-
ing countries with less experience in this area, because they followed
a similar path, o en not so long ago. An e ort is made to keep the
material basic and practical and to focus on the procedural aspects of
applying the treaty rather than on its substantive rules.

is publication was conceived, written, discussed, revised and
published during a seven-month period, thanks to the enthusiasm and
commitment of all involved. We hope that it serves to stimulate fur-
ther discussions on the topic of the administration of tax treaties,
including at capacity-development events organized by international
organizations active in the area of international tax cooperation.

(}
N4

Alexander Trepelkov
Director, Financing for Development O ce
Department of Economic and Social A airs
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Introduction

is book is a result of a project, undertaken jointly by the Financing
for Development O ce (FFDO) of the United Nations Department
of Economic and Social A airs and the International Tax Compact
(ITC), aimed at strengthening the capacity of National Tax Authorities
and Ministries of Finance in developing countries to e ectively iden-
tify and assess their needs in the area of tax treaty negotiation and
administration. e nancial contribution for the project was pro-
vided by the German Federal Ministry for Economic Development and
Cooperation (BMZ). Within the FfDO, the project was implemented,
by asmall team led by the Director, Mr. Alexander Trepelkov, and com-
prising Ms. Dominika Halka and Mr. Harry Tonino, Economic A airs
O cers, with the administrative support of Ms. Victoria Panghulan.

e ultimate goal of this project was to support the development
of a comprehensive set of capacity-building tools to be used in develop-
ing countries, which would be demand driven, re ect adequately the
needs of these countries, and complement the existing capacity tools.

e project was launched in December 2012. As the rst step,
two simultaneous technical meetings were held in Rome, Italy, on
28-29 January 2013, with the participation of 25 representatives of the
National Tax Authorities and Ministries of Finance from developing
countries, representing all the regions of the world. e discussion on
the administration of tax treaties, held within several thematic ses-
sions, was facilitated by selected members of the Committee of Experts
on International Cooperation in Tax Matters (the Committee) and
representatives of several international and regional organizations.
National experts were frank in sharing their countries’ experiences
and concerns. e discussion contributed to: (i) identifying the needs
of developing countries in the area of tax treaty administration and
taking stock of the available capacity development tools at their dis-
posal; and (ii) determining the actual skills gaps and challenges faced
by developing countries in administering their tax treaties. A report of
the meeting, which summarizes the main ndings and details priority
areas for the purposes of developing relevant capacity-building activi-
ties and tools to address these issues, is available at http://www.un.org/
esa/ d/tax/2013CBTTNA/Summary.pdf.
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e e-version of this UN Handbook will be available free of
charge at http://www.un.org/esa/ d/documents/UN_Handbook DTT
_Admin.pdf.

As next steps, FfDO is envisioning organizing, together with
partners, an annual Forum on Administration of Tax Treaties and
other capacity-development events, based on the UN Handbook, with
a view to promoting South-South sharing in the area of current issues
in the administration of double tax treaties.

Xi
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BrianJ. Arnold

regard, it provides an introduction to the other chapters in this
Handbook, which deal in more detail with the most important aspects
of the application of tax treaties. In general terms, the application of
the provisions of tax treaties involves questions that are ancillary to
the substantive rules in the treaty, and are related to how a taxpayer
obtains the bene ts of the treaty. O en these ancillary questions
involve procedural issues, such as ling and information requirements
and the burden of proof.

ere is no generally accepted de nition of what is involved in
the application of the provisions of tax treaties. In general, the term
“application” is used to indicate that the focus is not on what the provi-
sions of the treaty say, but how they are applied in a procedural sense.
erefore, one way to view issues involved in the application of tax trea-
ties is to di erentiate between the substantive rules of the treaty and
the procedural aspects of applying those rules. s distinction is not
completely clear, however, because substantive and procedural issues
sometimes blend together. For example, the substantive provisions of a
treaty require interpretation before they can be applied. is interpre-
tive aspect of tax treaties can be considered to relate to the substance
of the provisions or to their application, or to both. Nevertheless, for
the purposes of this overview, a discussion of treaty interpretation has
been excluded.

is chapter begins with a discussion of the di erent ways in
which countries implement tax treaties into their domestic legal sys-
tems because the method of implementation may a ect the require-
ments that countries impose on taxpayers seeking to obtain the
bene ts of a tax treaty. It then examines the rules provided in tax trea-
ties that govern the way in which the provisions of the treaties are
applied. In general, few rules of application are provided in the trea-
ties themselves. For the most part, tax treaties leave the method for
the application of the provisions of the treaties up to the domestic law
of the contracting States.  erefore, the next section deals with the
provisions of domestic law dealing with the application of tax treaties.
It includes a discussion of how tax authorities determine whether tax-
payers qualify for treaty bene ts, how the treaty bene ts are provided,
and how the tax authorities of countries deal with the application of
tax treaties from an organizational viewpoint. e chapter then dis-
cusses in general terms how the provisions of tax treaties are applied
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prevailing over domestic law, it may be unable or reluctant to impose
procedural requirements on accessing treaty bene ts to the extent that
those requirements might be viewed as limiting the treaty bene ts. For
this reason, a brief discussion of the status of tax treaties in relation to
domestic law is provided here as background for the subsequent exam-
ination of the issues involved in the practical application of tax treaties.



An overview

e scholarly debate about monism, dualism and moderate
dualism is not important for this chapter. What is important, however,
for the application of tax treaties is the extent to which a country con-
siders the provisions of tax treaties to prevail over domestic law in the
event of a con ict. For countries that consider international law and
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with by the tax treaty by carving tax issues out of the trade and invest-
ment agreements.

In summary, most countries appear to have considerable free-
domand exibility from the perspectives of both international law and
domestic law regarding the method for the application of bilateral tax
treaties. Such freedom and exibility exist despite the widely varying
di erences with respect to the status of tax treaties vis-a-vis domestic
law. Nevertheless, these general considerations concerning the status
of tax treaties may impose limitations on the way in which a coun-
try applies the provisions of its tax treaties. One especially important
aspect of this issue is the relationship between a country’s tax treaties
and its domestic anti-avoidance rules. is issue is discussed in the

nal section.
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of dividends by a resident company to a shareholder resident in the
other contracting State and Article 10 (2) of the treaty between the two
countries limits the rate of tax on dividends to 15 per cent, the country
can either reduce the obligation on the resident company to withhold
tax to 15 per cent of the dividend paid to the non-resident shareholder
or require the resident company to withhold tax at the full domestic
rate of 25 per cent and require the non-resident shareholder to apply
for a refund of the tax withheld in excess of the treaty rate.

e Commentary on Article 1 of the OECD Model Convention
reiterates the principle that the contracting States are free to adopt
procedures to implement the provisions of the treaty.!! However, that
Commentary expresses a preference for the automatic reduction in the
rate of withholding as the more appropriate method for providing the
bene ts of the treaty—the reduced rate of source-country tax—in
an expeditious fashion. at Commentary also emphasizes that, if
a country uses a refund mechanism, the refund should be provided
expeditiously, unless interest is paid on the amount of the refund.

e provisions of Articles 10 (2) and 11 (2) of both Model
Conventionsand Article 12 (2) of the United Nations Model Convention,
requiring the competent authorities of the contracting States to agree
on the method by which the reductions in source country tax are to
be applied, are not widely used. e competent authorities are not
obligated to agree and most countries have not in fact entered into
competent authority agreements as to the mode of application of these
provisions.

(000000000 O000100000000000000O 0000000 CIoniDi0o0omoan
Nations and OECD Model Conventions may a ect the method of
08 0l o
(1) provides that nationals of one country shall not be subject to taxa-
tion or “any requirement connected therewith” by the other country
that is di erent or more burdensome than the taxation and connected
requirements to which nationals of the other country are subject. A
(100001 0000000000 00O0e0I 0000001000l 00000001 00000l COhoooinl 0ooooa

Uparagraph 26.2 of the Commentary on Article 1 of the OECD Model
Convention.  ere is no comparable statement in the Commentary on the
United Nations Model Convention.
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and to enterprises of one contracting State owned or controlled by
00000000000000000 000000 b00o0l 0 0000 D ooooioo boojoml ol bbO Obooomoa
indicate clearly that the reference to “any requirement connected” to
01000 0T 0 T o
aspects related to the application of the provisions of the treaty, such
as the ling of tax returns, terms of payment of tax, time and other
related requirements.'20000000000000 00000000001 000000010 000007
of both Model Conventions indicates that most countries do not con-
sider that the imposition of additional information requirements or
a reversal of the burden of proof with respect to transfer pricing for
enterprises owned or controlled by non-residents would be discrimi-
00I000N00000I00000I00n 000000000 000003

(100000000 00000001 00 00000001 001 mo01 00000000000 00 0000004 0-
nation against a permanent establishment in the source country of a
8100 T T
enterprises with respect to the deduction of payments to residents of
the other country compared to the deduction of such payments to
0000000000C000aI0000001000 000000000 C000m 00l InE DOl 00000000
to requirements connected with taxation. Accordingly, a country is
not precluded from imposing di erent requirements concerning the
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Commentaries indicate that the power of the competent authorities
under Article 25 (3) can be used to resolve any problems resulting from
the implementation of procedures for the limitation of source-country
tax on dividends, interest and royalties.!® e mutual agreement pro-
cedure is discussed in detail in chapter VIII, Dispute resolution: the
Mutual Agreement Procedure, by Hugh J. Ault.

Articles 26 and 27 of both the United Nations and OECD Model
Conventions, dealing with exchange of information and assistance in
the collection of taxes, clearly have an impact on the application of the

11
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tax treaties contain such rules. Italy is an exception in this regard, as
it includes a provision in its treaties that requires non-residents to
apply for a refund of amounts withheld in excess of the reduced rate
provided in the treaty.?! is provision also makes the time limits of
domestic law applicable and requires a certi cate from the tax authori-
ties of the residence country that the requirements of the treaty have
been satis ed.

4.  Rules for the application of tax treaties in domestic law

4.1 Introduction

Given the freedom provided by tax treaties to the contracting States
to deal with the methods by which the provisions of tax treaties are
applied, it is not surprising that country practices in this regard vary
widely. Consequently, it is important for countries, especially devel-
oping countries, to be aware of the di erent methods that are avail-
able and to adopt methods that best serve their needs in light of their
resources. e development of best practices for the application of
tax treaties would be a useful tool for both developing and developed
countries.

is section of the chapter raises several issues with respect to
the application of tax treaties that countries should deal with in their
domestic law. Although it attempts to identify these issues comprehen-
sively, it does not discuss them in detail as most of them are considered
in more depth elsewhere in this Handbook. e purpose of this sec-
tion is to provide a comprehensive framework for thinking about how
countries might provide for the application of their tax treaties in their
domestic law.

Some countries have no rules in their domestic law with respect
to the application of tax treaties. e absence of any application rules
is understandable because, when a country rst decides to enter into

21

12
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tax treaties with other countries, it is usually preoccupied with devel-
oping its negotiating positions on the provisions of either the United
Nations or the OECD Model Convention. Countries accept as a gen-
eral principle that the provisions of any tax treaties that they enter into
will take priority over any con icting provisions of domestic law. As
noted above, countries that require some legislative action to incor-
porate the provisions of tax treaties into domestic law must consider
how that will be accomplished. But otherwise, it 0 en appears to be
assumed that tax treaty provisions apply more or less automatically,
or that any issues concerning their application will be dealt with on a
case-by-case basis as they arise.

If a country has rules for the application of tax treaties in its
domestic law, several general issues must be considered. First, do those
rules apply to all tax treaties or are di erent rules adopted for di erent
treaties? A second issue is whether any domestic application rules are
administrative or legislative in nature. ird, the rules for the applica-
tion of tax treaties may be dependent on the basic method or meth-
ods of taxation — self-assessment, assessment by the tax authorities or
withholding tax—adopted by a country. Closely related to, or part of,
the method of taxation are the issues of the burden of proof and time
limits with respect to claims for treaty bene ts. Fourth, several gen-
eral considerations arise with respect to the role of the country’s tax
authorities in applying its treaties. For example, the e ectiveness and
e ciency of domestic rules may be impacted by the location of respon-

13
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application of all of its tax treaties. Such general rules would apply uni-
formly to all treaties and would provide certainty for taxpayers and tax
0 cials. Although the desirability of general rules for the application
of tax treaties seems obvious, very few countries have comprehensive
general rules.?? Some countries may consider that rules for the appli-
cation of tax treaties are unnecessary because the ordinary procedural
aspects of their domestic tax law are adequate to deal with any issues.?3

For many countries, the rules for the application of tax treaties
have developed over time on a piecemeal basis in response to speci ¢
problems arising with respect to a speci ¢ treaty or a speci c article.
In some cases, application of the rules may have emerged from case
law rather than legislation. Such a system of speci ¢ rules may lack
coherence and consistency. More importantly, the complexity of such
a system may result in the denial of treaty bene ts if those bene ts
are conditional on a taxpayer’s faithful adherence to the application
rules. Because of these problems, it would be worthwhile for countries
entering into tax treaties to seriously consider promulgating general

00
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concerning the equal application of a country’s tax treaties is that,
in principle, it is a desirable objective, although it may be subject to
exceptions based on particular treaties.

4.3 Legislative or administrative rules

Country practices vary concerning the use of legislative or adminis-
trative rules, or a combination of both, to deal with the application of
tax treaties. What type of law is used to deal with the application of tax
treaties is a question of domestic law. In some countries, issues con-
cerning the application of tax treaties are treated as matters of general
administrative law. In other countries they are matters for tax law.?*
Further, there is the additional question of whether application rules
should be the subject of binding rules of law or non-binding adminis-
trative pronouncements from the tax authorities.  ere are advantages
and disadvantages associated with each approach. For example, the
use of binding rules provides more certainty for taxpayers and taxo -
cials but the use of administrative guidance may provide more ex-
ibility, as such guidance can usually be more easily revised to re ect
changing circumstances.

4.4 Relationship between the rules for the application of
tax treaties and the method of taxation

In general, there are three primary methods used by countries to
establish the amount of tax payable by a person: assessment by the
tax authorities, self-assessment and withholding. Under a system that
requires the tax authorities to assess the amount of tax payable, the
taxpayer is typically obligated to provide certain speci ed informa-
tion and the tax authority is obligated to assess the tax payable based
on that information. In contrast, under a self-assessment system, the
taxpayer is obligated to le a return containing speci ed information
and to determine the amount of tax payable. Under a withholding tax
(which must be distinguished from a system of interim withholding

"Y' e character of the rules for the application of tax treaties may have
implications for the resolution of tax disputes concerning those rules. Such
disputes may be subject to the jurisdiction of the administrative courts or
specialized tax courts.

15



BrianJ. Arnold

on account of tax payable), the payer of certain amounts is obligated to
withhold the amount of tax imposed, usually at a at rate on the gross
amount paid, and remit such tax to the tax authorities. As a general
matter, countries appear to use a combination of withholding taxes on
certain payments to non-residents together with either self-assessment
or assessment by the tax authorities for other amounts.

e method of taxation can have an important e ect on how
the provisions of tax treaties are applied. Under a system of assessment
by the tax authorities, the responsibility for applying the provisions
of a tax treaty rests with the tax authorities in the same way that they
must apply other aspects of the tax law. Nevertheless, some countries
require taxpayers to make a speci ¢ request for treaty bene ts and
provide the information necessary to support the claim. is type of
requirement makes good sense for practical reasons. Taxpayers are in
a much better position than the tax authorities to know which treaty,
and which provisions of it, are relevant.

If taxpayers are not required to make speci c requests for treaty
bene ts, the tax authorities will be required to analyse the information
provided by the taxpayer and therea er determine whether the provi-
sions of a tax treaty are applicable. e administrative burden imposed
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for exemptions, credits or reduced rates of tax based on tax trea-
ties.?
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income that is taxable in the source country. e taxpayer should be
required to disclose the claim for exemption so that the tax authori-
ties can verify that claim. Moreover, although the residence country
exempts the foreign source income from residence country tax, it may
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withholding has been reduced pursuant to the provisions of a tax treaty
so that they have an opportunity to verify that the claim for reduced
tax is legitimate? As mentioned above, this concern must be balanced
against the interest of taxpayers receiving the bene ts of reduced with-
holding taxes under tax treaties in a timely manner.

4.5 The role of the tax authorities in applying tax treaties

4.5.1 Introduction

Since the provisions of tax treaties require interpretation and applica-
tion, the role of tax authorities of a country in performing these func-
tions is important. In this section, three aspects of the role of the tax
authorities with respect to applying tax treaties are discussed: the loca-
tion of responsibility for applying tax treaties; the powers of the tax
authorities relating to the application of tax treaties; and administra-
tive guidance for taxpayers concerning the application of tax treaties.

As a general matter, the development of expertise by the tax
authorities with respect to tax treaties is a critical prerequisite for their
proper application. Such expertise is relatively scarce, even in the tax
administrations of developed countries with extensive and longstand-
ing treaty networks. e development of such expertise in the tax
administrations of developing countries is a serious challenge.

4.5.2 Location of responsibility for applying tax treaties

One important aspect of how the tax authorities of a country apply
the provisions of tax treaties is where the responsibility for that func-
tion is located in the organizational structure of the tax administra-
tion. ere are many possibilities in this regard and although no single
option is right for all countries, it is a matter that all countries should
consider seriously. Some of the considerations that should be taken
into account include:

¥ Whether issues involving the application of tax treaties are
dealt with by a centralized unit of tax treaty specialists or by
decentralized tax auditors as part of their general assessment
and audit functions. If the responsibility for tax treaties is
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decentralized, there should be some mechanism for ensuring
co-ordination between the decentralized units. If the responsi-
bility for tax treaties is centralized, it is important for the local
auditors to be able to identify tax treaty issues so that they can
be referred to the central unit responsible for tax treaties.

How the tax administration is organized to deal with inter-
national issues in general. e provisions of tax treaties a ect
both residents of a country earning foreign source income and
non-residents earning domestic source income.  erefore, if a
country allocates responsibility for dealing with residents earn-
ing foreign source income and non-residents earning domestic
source income to di erent units, responsibility for applying
tax treaties could be allocated on the same basis. However, for
many developing countries, the taxation of non-residents earn-
ing domestic source income is likely to be more important than
the taxation of residents on their foreign source income.
If responsibility for applying tax treaties is allocated to di er-
ent groups or units within the tax administration, their work
should be coordinated to avoid duplication and inconsistency.

e relationship between the competent-authority function and
the application of tax treaties to taxpayers.

The powers of the tax authorities relating to the application
of tax treaties

e tax authorities must have the powers to properly investigate claims
for treaty bene ts.  ese powers include the ability to gather informa-
tion and to collect tax.  ese powers are not peculiar to tax treaties
and a detailed discussion is beyond the scope of this overview.

e power to obtain information from a country’s treaty part-

ners is particularly important for the veri cation of claims for treaty

bene

ts. Article 26 of both the United Nations and OECD Model
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providing the necessary information is su cient. Obviously, it is
desirable if the forms are available in the languages of the country’s
treaty partners.

Many tax authorities provide binding rulings to taxpayers with
respect to proposed transactions.  ese advance rulings should also
be available with respect to the application of tax treaties. In addi-

22



An overview

provisions of a tax treaty to residents of a country, and to residents of
the other country, is then discussed in sections 6 and 7 below.

Time limits for claiming the bene ts of a treaty cause many dif-
culties, especially where the domestic rules of the contracting States
di er signi cantly. One persistent problem is the need for a taxpayer
to provide information to one country before the information is avail-
able because, for example, it depends on the tax situation in the other
country. Time limits are also relevant with respect to the period during

which the tax authorities may reopen a matter.

5.2
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5.3 The determination of residence
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treaty by applying the other State’s domestic law. Not surprisingly,
many countries require a certi cate from the tax authorities of the
other country to the e ect that the person is a resident of that coun-
try as a condition for granting the bene ts of the treaty. e use of
residence certi cates is widespread and can be formalized by an agree-
ment between the competent authorities, as provided for in Articles
10 (2), 11 (2) and 12 (2) (United Nations Model Convention only). e
e ciency of the use of residence certi cates can be improved if special
forms for the purpose are created in the relevant languages of the two
countries. e taxpayer can obtain a certi cate from its country of
residence and provide it to the country from which treaty bene ts are
claimed. Alternatively, the tax authorities of the country of residence
can send the form directly to the tax authorities of the source country.
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a tax treaty,310000000000000I0000 000000 0000)0 000000000000 0000000
is not liable to tax under the laws of that country. In many countries,
partnerships are treated as ow-through or transparent entities for
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therefore, it does not tax the capital gain because it belongs to a resident
of Country B. e use of hybrid entities to obtain tax treaty bene ts
raises the possible application of anti-avoidance rules. e prevention
of tax avoidance through the use of tax treaties is discussed below in
the nal section of this chapter and in chapter X, Improper use of tax
treaties, tax avoidance and tax evasion, by Phillip Baker.

e Commentaries on both the United Nations and OECD
Model Conventions provide useful guidance concerning the applica-
tion of the provisions of a treaty to partnerships and their partners,3*
real estate investment trusts and collective investment vehicles.3®
However, they do not provide any similar guidance regarding trusts
and other entities or on the treatment of hybrid entities generally.

5.5 Beneficial owner

e bene t of the reduced rate of source-country tax on dividends,
interest and royalties under Articles 10, 11 and 12 is available only if
the recipient of the payment is a resident of the other contracting State
and the bene cial owner of the payment.  erefore, the application of
Articles 10, 11 and 12 requires a source country to determine if this is
the case. According to the Commentaries, the use of the term “bene -
cial owner” in Articles 10, 11 and 12 is intended to deny the reduced
rates of source-country tax where the payments are received by an
agent, nominee or conduit and the real owner of the payment is not

Y e primary references to partnerships and their partners are found in

paragraphs 2-6.7 of the Commentary on Article 1 of the OECD Model Con-
0000I001000100000000000001000001000 00010000000 00010001 01000001 O 000000
Nations Model Convention; paragraph 8.8 of the Commentary on Article
0I0miC0I000010O000NO00000000000010000000000010000010 00 00000001001

28



An overview

a resident. e precise meaning of “bene cial owner,” especially as it
applies to conduits, is unclear.

e OECD has recently proposed to clarify it.>® In October
2012, the OECD issued revised proposals to amend the Commentaries
on Articles 10, 11 and 12 to provide that bene cial owner has a treaty
meaning independent of domestic law3” and that it means “the right
to use and enjoy” the amount “unconstrained by a contractual or
legal obligation to pass on the payment received to another person.”8
However, the Commentaries will retain comments that the concept of
bene cial owner is an anti-avoidance rule and must be determined “in
substance.”

e application of the bene cial-owner concept by the tax
authorities presents some problems. e purpose of the concept is to
ensure that treaty bene ts are provided only to the real owners of the
relevant payments. e concept is closely related to the requirement
that the recipient of the payment must be a resident of the other coun-
try, as discussed above, and to anti-avoidance rules to prevent abuse of
tax treaties (the so-called anti-treaty-shopping rules).  us, the bene -
cial-owner concept should be applied taking this context into account.

In addition, it is not completely clear where the tax authorities
should look for the source of the meaning of the term bene cial owner.
Presumably, the Commentary on the OECD Model Convention will
001 00000007 107 bCOoo ol Io00000a0 000 [oan o0l 000D bo oooool Cooonoan
independent of the domestic law of the contracting States. However,
the proposed OECD Commentary does not provide a meaning that
is completely clear. Currently, some countries determine the mean-
ing of bene cial owner under their domestic law, in accordance with
Article 3 (2). Other countries may consider it appropriate to determine

%5ee OECD Model Tax Convention: Revised Proposals concerning the
Meaning of “Bene cial Owner” in Articles 10, 11, and 12, October 19, 2012,
available at www.oecd.org/ctp/treaties/Bene cialownership.pdf.

3"Ibid. Proposed paragraph 12.1 of the Commentary on Article 10, para-
000COI0mI 000001000 00000000 001 000000l don co0i bobooitonialcn oot boa-
mentary on Article 12.

38 bidII00000000I000000000I00I0J00 000 00 00000000010 0000I0I00X0000-
0] 0
mentary on Article 12.
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the meaning under the domestic law of the residence country because
it is so closely related to the concept of residence as determined under
1 T 0 0
would be appropriate for these countries to require taxpayers to obtain
a certi cate from the foreign tax authorities that they are both resi-
dents and bene cial owners for purposes of the foreign law.

6.  The application of tax treaties by a country to
its own residents

6.1 Introduction

In general, the provisions of tax treaties do not restrict a country’s
authority to tax its own residents. e provisions of tax treaties, how-
ever, do a ect the taxation of a country’s residents, most importantly
with respect to relief from double taxation and the prohibition of dis-
crimination.3°] (1 0]00000000000000 00000000000 0000 000100000 000000000000
discrimination against resident enterprises that are owned or con-
trolled by non-residents or that pay amounts to residents of the other
contracting State, is dealt with in section 3.1 above. Typically, claims
for relief from discrimination would be made by a resident in  ling its
tax return or making aspeci ¢ request to the tax authorities.  erefore,
this section focuses on relief from double taxation.

Before determining whether a taxpayer is entitled to relief from
international double taxation under an applicable tax treaty, the tax
authorities of a country must determine that the taxpayer is a resident
of the country. e determination of residence is dealt with in section
5.3 above.

6.2 Relief from double taxation

6.2.1 Introduction

e provisions of the United Nations and OECD Model Conventions
eliminate double taxation in a variety of ways depending on the type of

%9see chapter 111, Taxation of residents on foreign source income, by
Peter A. Harris.
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income. With respect to some items of income, exclusive taxing rights
are given to the residence country. For example, this is the case for
royalties under Article 12 of the OECD Model Convention, for busi-
ness pro ts where the taxpayer does not have a permanent establish-
ment in the source country, and for certain capital gains. For certain
other limited types of income, for example, income from government
service under Article 19, the source country is given exclusive taxing
rights. In these situations, double taxation cannot arise because only
one country is entitled to tax. However, for many items of income dealt
with under the distributive articles of the treaty, both the source and
residence countries are entitled to tax. In these circumstances, under
Article 23 of both the United Nations and OECD Model Conventions,
the residence country is obligated to provide relief from double taxa-
tion with respect to any income that is properly subject to tax in the
source country in accordance with the treaty. Article 23 requires relief
to be provided by means of either an exemption of the relevant income
from residence-country tax or a credit against residence-country tax
for the tax paid to the source country on the relevant income. e gen-
eral issues involved in applying the provisions of Article 23, under both
the exemption and foreign tax credit methods, are discussed below.

Before dealing with the exemption and credit methods for
relieving double taxation, it is important to understand the relation-
ship between a country’s domestic law with respect to double tax relief
and the provisions of an applicable tax treaty. If a country’s domestic
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e Commentaries on Article 23 of both the United Nations
and OECD Model Conventions indicate that the provisions of both
Articles 23 A and 23 B “do not give detailed rules on how the exemp-
tion or credit is to be computed, this being le to the domestic law and
practice applicable.”?
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about the amount of income earned in or received from the source
country in order to determine the amount to be exempted, the tax
rate on other income (exemption with progression, which is expressly
authorized by Article 23 A (3)), and the thresholds based on income.

e Commentaries on both the United Nations and OECD Model
Conventions indicate that many problems can potentially arise con-
cerning the application of the exemption method under Article 23 A.42
Because Article 23 A is silent about these problems, the provisions of
domestic law apply. However, recourse to domestic law is not helpful
if the exemption method is not used under domestic law. In such situ-
ations, the Commentaries suggest that the contracting States should
adopt rules for the application of the exemption method pursuant to
the mutual agreement procedure.

Countries should be especially sensitive to the possibility
of double non-taxation where the exemption method is used. e
Commentaries recognize that countries may agree to amend Article
23 to prevent such double non-taxation.** Moreover, Article 23 itself
permits countries that ordinarily use the exemption method to use the
credit method for dividends, interest and other income items.44 More
generally, the problem of double non-taxation involves the larger issue
of the abuse of tax treaties and the relationship between tax treaties
and domestic anti-abuse rules, which are discussed in section 8 below.

90000onn0Do 000007 00 000! 00O 0000000 001 00000000 000 00 0000 00000
Model Convention and paragraph 16 of the Commentary on Article 23 of the
onorooiibon Qoo bootoooor oooioon booboouon ooibor oo oog-
mentary on Article 23 of the OECD Model Convention.

“UFor example, by agreeing to limit the exemption method to income
thatis e ectively taxed in the source country. Paragraph 35 of the Commen-
0000010000000 00000 01000010 0000000On000000000I00INImooo 0 O-
mentary on Article 23 of the United Nations Model Convention, quoting
paragraph 35 of the Commentary on Article 23 of the OECD Model Conven-
tion, paragraph 15 of the Commentary on Article 23 of the United Nations
Model Convention and paragraph 19 of the Commentary on Article 23 of the
United Nations Model Convention.

““Paragraph 31 of the Commentary on Article 23 of the OECD Model
Convention and paragraph 15 of the Commentary on Article 23 of the Unit-
ed Nations Model Convention.
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A nal point about the application of the exemption method
under Article 23 relates to the treatment of losses incurred in the
source country by a resident of the other contracting State. Some resi-
dence countries may deny any deduction of such a loss because any
income from the source country is exempt. In such a case, relief for
the loss must be provided by the source country in the form of a loss
carryover. If, however, the residence country allows a deduction for
a loss occurring in the source country, the residence country is free
to reduce the exemption for income subsequently derived from the
source country by the amount of the earlier loss.#> s point about
losses is important because it emphasizes the more general point that
the proper application of the provisions of the treaty o en involves the
interaction between the treaty and the country’s domestic law.

6.2.3 Credit method

As with the exemption method under Article 23 A, the provisions of
Article 23 B with respect to the credit method do not contain detailed
rules for the application of the credit method. erefore, similar prob-
lems of application arise under the credit method as under the exemp-
tionmethod. ese problemsare sometimes resolved by recourse to the
domestic law of the residence country relating to the foreign tax credit.
However, if that country does not provide a foreign tax credit under its
domestic law, according to the Commentaries, it should establish rules
of application for the credit under Article 23 B and it should, if neces-
sary, consult with the competent authority of the source country.*®

Many issues arise in connection with the computation of a
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the determination of the limitation of the credit to the portion of the
domestic tax attributable to the income earned in the source country,
the treatment of losses, and hybrid entities.#” e Commentaries on
both the United Nations and OECD Model Conventions indicate that
these “problems depend very much on domestic law and practice, and
the solution must, therefore, be le to each State.™?

Where a country uses the credit method under Article 23 B,
the deduction allowed against its tax is based on the tax paid to the
other contracting State. Most countries require taxpayers to provide
proof concerning the amount of foreign tax paid by presenting a copy
of the foreign tax return and evidence that the foreign tax has been
paid. A certi cate from the foreign tax authorities could be required
for this purpose.

Although the United Nations and OECD Model Conventions
do not contain such provisions, many tax treaties between developed
and developing countries have “tax sparing” provisions. e purpose
of these provisions is to ensure that tax incentives provided by devel-
oping countries for non-resident investors go to those investors rather
than to the government of the country in which they are resident. If
the residence country uses the credit method, then any tax incentives
provided by the source country for investors resident in the residence
country will be e ectively cancelled by the tax imposed by the resi-
dence country.

For example, assume that a corporation resident in Country A
makes a large investment in developing a new mine in Country B. To
attract these types of new investments, Country B provides a three-
year tax holiday for the pro ts from the mine once it commences
production. As a result, the pro ts are exempt from Country B’s

“Tparagraphs 61-65 of the Commentary on Article 23 of the OECD Mod-
el Convention and paragraph 16 of the Commentary on Article 23 of the
United Nations Model Convention, quoting paragraphs 61-65 of the Com-
mentary on Article 23 of the OECD Model Convention.

““Paragraph 66 of the Commentary on Article 23 of the OECD Model
Convention and paragraph 16 of the Commentary on Article 23 of the Unit-
ed Nations Model Convention, quoting paragraph 66 of the Commentary on
Article 23 of the OECD Model Convention.
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ordinary corporate income tax, which is imposed at a rate of 30 per
cent. Assuming that the corporation earns pro ts of one million in
the rst year of the operation of the mine, the corporation will pay no
tax in Country B. However, assuming Country A taxes its residents
on their worldwide income at a rate of 35 per cent, the corporation
will pay tax to Country A on its pro ts from Country B of 350,000. If
Country B did not provide any tax holiday, it would have imposed a
tax of 300,000 and the corporation would have been entitled to claim
a credit for the Country B tax against the tax payable to Country A.

erefore, the tax incentive of 300,000 in foregone tax provided by
Country Bise ectively transferred to Country A, whose tax increases
from 50,000 (if Country B does not provide any tax holiday) to 350,000
(if Country B provides the tax holiday).

Tax sparing provisions can take various forms, and there are
serious application issues with all of them.*? In particular, tax sparing
provisions are potentially subject to abuse.

7. The application of tax treaties to residents of the other
contracting State (non-residents)

7.1 Introduction

In most situations under the provisions of bilateral tax treaties, it is the
source country that is required to give up or reduce its tax on income
earned in that country by residents of the other contracting State.

erefore, it is appropriate and necessary for the source country to
take the necessary steps to ensure that the provisions of the tax treaty
are applied properly. In general, these steps include:

.1 0 i o o
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¥ Identifying non-residents subject to source-country tax under
the source country’s domestic law.

¥ Gathering information about the income-earning activities of
non-residents.

¥ Determining whether non-residents qualify for treaty bene ts.

¥ Determining the amount of the reduction in source-country
tax required by the treaty and the method by which the reduc-
tion should be provided.

Some of these steps have been discussed in earlier sections of
this chapter and are cross-referenced here. is section focuses pri-
marily on the identi cation of the relevant non-resident taxpayer and
the application of tax treaties to the most important types of income
earned by non-residents.>°

7.2 Identification of the relevant non-resident taxpayers

Dealing with issues concerning the application of tax treaties by a
source country assumes that it has identi ed the non-residents that
are deriving from it income that is subject to source-country taxation.
Obviously, if a source country is not imposing tax on a non-resident
because it is not aware that the non-resident is carrying on business
in that country or deriving income from it, there is no need to apply
the provisions of an applicable tax treaty. e identi cation of non-
residents deriving income from the source country is critical, both
for source-country tax purposes generally and for the application of
tax treaties.

Many countries use taxpayer identi cation numbers to iden-
tify taxpayers and keep track of their income-earning activities. Such
numbers can be readily used for residents but some countries also
require non-residents to obtain them in order to claim treaty bene ts.
Although the conditions for issuing a taxpayer identi cation number
are matters of domestic law, they may have an impact on the availabil-
ity of treaty bene ts. For example, some countries require proof of a
non-resident’s country of residence as a condition of issuing a taxpayer
identi cation number. It is necessary for countries to balance the

03ee also chapter IV, e taxation of non-residents, by Colin Campbell.
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administrative convenience a orded by taxpayer identi cation num-
bers and the burden imposed on taxpayers. e conditions for obtain-
ing a taxpayer identi cation number should not be used as a disguised
method for discouraging applying for or disallowing treaty bene ts.

In addition to taxpayer identi cation numbers, several coun-
tries require non-resident individuals and companies to register with
the appropriate authorities in the source country.  ese registration
requirements o en apply to non-residents living in the country or
doing business in the country. is information should be available to
the country’s tax authorities.

In some cases, the non-resident may be required to register
directly with the tax authorities. e e ectiveness of registration
requirements appears to vary widely. Requiring non-residents to be
registered as a precondition for claiming treaty bene ts may have a
small positive impact on registration. As noted above, however, if non-
residents can derive income from the source country without detec-
tion by the tax authorities, claiming treaty bene tsis irrelevant.

For countries with exchange controls, there may be a link
between getting permission to transfer funds out of the country and
the payer’s tax obligations. Some countries (for example, Argentina)
require non-residents to appoint a local agent as a condition for claim-
ing treaty bene ts. Most countries impose withholding obligations on
residents who pay amounts to non-residents, which e ectively makes
the resident payer the non-resident’s agent for the payment of tax.  is
is also the case with respect to interim withholding at source on sala-
ries and wages paid to employees and certain other amounts, includ-
ing amounts paid to non-residents.

Treaty relief in the form of reduced withholding requires
authorization for the resident payer to withhold in accordance with
the treaty rate rather than the domestic rate. How this reduction is
implemented will determine how e ciently the treaty bene ts are
delivered. If, as is common practice, the withholding agent is liable
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the non-resident to apply for a refund. For example, is the withhold-
ing agent entitled to reduce the amount of tax withheld based on the
residence of a recipient, as indicated by the address provided by the
recipient, or is more rigorous proof of residence (certi cation by the
foreign tax authorities) required? e former procedure is capable of
providing treaty bene ts faster and more e ciently but is susceptible
to abuse. e latter procedure has more integrity but takes longer and
imposes considerably larger compliance burdens.

As noted above, the alternative to delivering treaty bene ts
through reduced withholding is to require non-residents to apply for
refunds of amounts withheld in excess of the treaty rate. Such a refund
process requires a large commitment of resources by the tax authori-
ties to operate such a process e ciently. It is not surprising that many
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7.3.2 Business profits

Once it has been determined that there is an applicable treaty, in
applying the provisions of that treaty to business pro ts, the rstissue
is to determine which of the several provisions of the treaty is relevant.
At least six of the distributive articles of the United Nations Model
Convention are potentially applicable to business pro ts: Article
6 (Income from Immovable Property), Article 7 (Business Pro ts),
Article 8 (Shipping, Inland Waterways Transport and Air Transport),
Q000000 bonioooooooooon botiboom 0000in0oor Dotiniol Ol fODOnooton DOt
Sportspersons), and Article 21 (Other Income). Moreover, if dividends,
interestand royalties that are otherwise dealt with in Articles 10, 11 and
12, respectively, are e ectively connected with a permanent establish-
ment in the source country, they are taxable by the source country in
accordance with Article 7. A complete discussion of the various types
of business pro ts is beyond the scope of this overview. It is su cient
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determination is intensely factual and requires the tax authori-
ties to have good information about the non-resident’s activities
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source country and the local promoters of the event or the owners
of the venue. If the tax authorities have di culty collecting the tax
at the time of the event, they may have recourse to Article 27 to seek
assistance from the country of residence to collect the tax, assuming,
of course, that the treaty contains a provision dealing with assistance
in the collection of taxes.

7.3.3 Income from services

Several provisions of the United Nations and OECD Model
Conventions are potentially applicable to income from services.> e
purpose of this brief discussion here is to show generally the issues
that the tax authorities of the source country must confront in apply-
ing the provisions of a relevant tax treaty.  ese application issues can
be summarized as follows:

¥
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income-earning activities in the source country under Article
17 for entertainment and sports activities and for certain
employees of resident enterprises and non-resident enterprises
with a permanent establishment in the source country, to a time
threshold (183 days) for certain other employees and independ-
ent contractors, to the necessity for a permanent establishment
ora xed place of business in the source country.

Fi h, the amount of the income subject to source-country tax
in accordance with the treaty must be determined. Some provi-
sions allow the source country to impose tax on the gross reve-
nue derived by the non-resident service provider, while Articles
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7.3.4 Investment Income

e treatment of investment income derived from the source country
by a resident of the other contracting State under the provisions of
the United Nations and OECD Model Conventions depends on the
nature of the income. Dividends, interest, royalties, rental income
from immovable property, and capital gains are all dealt with in di er-
ent articles and in di erent ways. As with business pro tsand income
from services, a detailed discussion of the application of the provisions
of the treaty to investments is well beyond the scope of this overview.

e purpose of the brief discussion here is to show the range of applica-
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Y% In the case of dividends, interest, and royalties, it must be
determined whether the recipient is the bene cial owner of
the payment.

¥% e method for collecting the tax must be adopted.

As noted, in most cases, source countries use withholding taxes
to collect tax on non-residents deriving investment income. Further,
in most cases, the withholding tax is imposed as a nal tax, with the
result that the responsibility for the steps outlined above to apply the
treaty is placed on the person making the payment to the non-resident.

e issues involved in balancing the compliance burden on the with-
holding agent and the delivery of treaty bene tsinane cient manner
. A

e provisions of Article 13 of both the United Nations and
OECD Model Conventions dealing with capital gains present several
di cult application issues. In general terms, the source country is
entitled to tax capital gains from the alienation of immovable property
located in the source country, the movable property of a permanent
establishment or xed base in the source country, shares of a company
and interests in a partnership, trust, or estate if the assets consist prin-
cipally of immovable property located in the source country.>® Other
capital gains are taxable exclusively in the residence country.>”

e application of the provisions of Article 13 involves many
of the same issues involved in applying the treaty provisions dealing
with business pro ts, income from services, and investment income
(for example, the necessity to establish the residence of the taxpayer).

ese issues are not repeated here. e source country must obtain
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the property, the proceeds of the sale, and the costs incurred in con-
nection with the sale.  ese amounts may require conversion from
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An overview

domestic law, speci ¢ and general anti-avoidance rules in tax treaties,
and the interpretation of tax treaties.®® e United Nations and OECD
Model Conventions contain a few provisions that might be considered
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“A guiding principle is that the bene ts of a double
taxation convention should not be available where a
main purpose for entering into certain transactions
or arrangements was to secure a more favourable tax
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Some treaty abuses can be prevented by interpreting the provi-
sions of the treaty in accordance with their purpose and the good-faith
requirement as set out in Article 31 (1) of the Vienna Convention on
the Law of Treaties.®> is interpretive approach to controlling treaty
abuse should also conform to the guiding principle in the Commentary
on Article 1 as to what constitutes treaty abuse.®¢

e guidance in the Commentary concerning treaty abuse was
extensively revised in 2011 for the United Nations Model Convention
and in 2003 for the OECD Model Convention. Consequently, there
is a serious issue as to the relevance and weight of the revised
Commentary for the interpretation of tax treaties entered into before
the respective Commentaries on Article 1 of the United Nations and
OECD Model Conventions were revised. e Introduction to the
OECD Model Convention indicates expressly that subsequent ver-
sions of the Commentary should be taken into account for purposes
of interpreting tax treaties previously entered into.®” Some commen-
tators have expressed a contrary view. Ultimately, this issue may be
resolved by a country’s courts. Nevertheless, the tax authorities should
be aware of this issue, especially in connection with the issue of abuse
of tax treaties.

In general, the tax authorities of a country should apply the pro-
visions of its tax treaties to prevent tax avoidance and evasion. is
requires a careful consideration of the inclusion of anti-abuse rules
in tax treaties and the adoption of domestic anti-avoidance rules that
can be applied to treaty abuses. However, in addition to ensuring that
the appropriate anti-avoidance rules are in place, the tax authorities
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the tax base.®® To execute this di cult balancing act properly, the
tax authorities must have the necessary expertise to apply complex
anti-avoidance rules, such as transfer pricing rules, to sophisticated
tax avoidance transactions. e development of such expertise within
the tax departments of developing countries through experience and
training should be a priority.

%8paragraphs 100-103 of the Commentary on Article 1 of the United
0 o o
of providing a measure of certainty to taxpayers with respect to the possible
application of anti-abuse rules is through an advance rulings process.
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Chapter 11

Persons qualifying for treaty benefits

Joanna Wheeler*

1. Introduction

e granting of treaty bene ts can be a fraught issue for many coun-
tries. Treaties are 0 en regarded as an important part of a country’s
international tax policy and an important tool in attracting foreign
investment, yet there is also a concern that treaties can be exploited by
taxpayers to obtain bene ts which were not intended by the countries
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to treaty bene ts and this involves the same elements as the determi-
nation made by the source country.

Entitlement to treaty bene tsis o en discussed in the context
of the need to ensure that bene ts are granted only to persons who
are genuinely entitled to them, particularly in the context of treaty
shopping. Treaty shopping is the phenomenon that taxpayers set up
cross-border structures or ows of income, not for reasons related to
the commercial aspects of their business or investment, but in order to
make the income fall within the protection of a certain treaty. ereis,
however, also an opposite side to the coin, namely the need to ensure
that treaty bene ts are granted in appropriate cases, even though the
fact pattern presented to the tax authority does not fall neatly within
the wording of the treaty.

Treaties cannot possibly deal in detail with every factual situ-
ation that may occur in the relationship between two countries. In
order to provide the necessary exibility in dealing with this com-
plex, and continuously changing relationship, treaties are worded in
a rather abstract and general way, setting out basic principles rather
than detailed rules. ey raise many questions about interpretation
and there may be situations in which policy considerations indicate
that treaty bene ts should be granted even though the treaty does not
cater explicitly for the situation under consideration. It is therefore
important for the tax authority to be aware of the general principles
and policy issues underlying entitlement to treaty bene ts in order to
be able to make these decisions.

is chapter starts by explaining the three basic steps that have
to be taken in determining whether or not treaty bene ts are avail-
able. It then pulls together the issues raised by various types of con-
duit structure, which are 0 en a major concern of source countries. It
concludes by looking at a number of structures which are not covered
explicitly by the United Nations Model Double Taxation Convention
between Developed and Developing Countries? (United Nations
Model Convention), in each case highlighting the feature that causes
problems and discussing its e ect on treaty entitlement issues.

2United Nations, Department of Economic and Social A airs, United
Nations Model Double Taxation Convention between Developed and Develop-
ing Countries (New York: United Nations, 2011).
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investment income received by a child in the hands of a parent, in
order to prevent wealthy parents from transferring their investments
to their children in an attempt to avoid the e ects of progressive rates
of tax on the income produced by the investments. In this case there is
no doubt that the child and the parent are both separate “persons” for
treaty purposes. e treaty issue here is not, in fact, with the rst step
of identifying a person, but rather with the third step, discussed below,
of deciding which person can claim treaty bene tsin respect of which
item of income.

2.1.2 Companies

Companies, like individuals, are generally rather straightforward in
this context as they are clearly legal persons and, therefore, clearly
“persons” for treaty purposes. Indeed, Article 3 (1) (a) of the United
Nations Model Convention speci cally de nes the term “person” to
include companies.

Article 3 (1) (b), inturn,de nesthe term “company” to mean any
body corporate and any entity that is treated as a body corporate for
tax purposes. e latter part of this de nition means that even a legal
structure that does not have the form of a company can be regarded
as a company for treaty purposes if it is taxed as a company under
domestic law. Once it has been determined, however, that a structure
is a “person” for treaty purposes, it is not important to its entitlement
to treaty bene ts whether or not it is a company.*

Many countries allow companies in a corporate group to elect
for a tax regime which recognizes that the corporate group forms an
economic whole. Such group taxation regimes take many di erent
forms. One approach is to deal with di erent aspects of the group rela-
tionship separately, with one set of rules to deal with inter-corporate
dividends, another set of rules to deal with transfers of assets among
group members and yet another set of rules to allow the transfer of
losses among group members. A more integrated approach requires
a computation of pro t by each group member separately, but then

“Subject to the one exception of Article 10 (2), where the di erent limits
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aggregates all those results in the hands of the top company in the
group and taxes only the top company.> At the most extreme end of
the scale are countries which deal with all these aspects in one com-
prehensive regime which ignores the separate legal existence of the
group members and imposes tax as if all the group members were
branches of the top company in the group.

e latter type of group regime raises questions about the enti-
tlement to treaty bene ts of the companies in the group, but these
questions do not arise during the rst step that is discussed in this
section. Even the most integrated group regime does not take away
the legal personality of the separate companies in the group, but it
does change the incidence of tax liability within the group and this
change may have implications for steps two and three in the deter-
mination of entitlement to treaty bene ts. is issue is discussed in
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At the other end of the scale are groupings and structures which
do not have enough cohesion to be regarded as a body of persons under
Article 3 (1) (a) of the United Nations Model Convention. A consor-
tium, for example, is a term which is 0 en loosely used to denote a
number of companies working together on one project; consortia are
generally not formally recognized as a grouping under civil law and
the formation of a consortium generally does not have any tax conse-
guences which could lead to it being regarded as a “body of persons” g5()ge Tw -
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the tax law of the residence State in determining which structures are
regarded as taxable persons for treaty purposes. Partnerships are dis-
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It has concluded a treaty with State R, which limits the source-state
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of a permanent establishment or xed base does change the source-
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An alternative mechanism is to allow persons paying income
to apply the treaty themselves and to require someone, either that
person or the person claiming entitlement to treaty bene ts, to report
a erwards that the treaty has been applied. s alternative has the
disadvantages, however, that it removes the incentive to make a timely
application with the provision of full information and, if the treaty
has been applied incorrectly, it leaves the tax authority in the di cult
position of trying to correct the position a erwards.

In many cases, a treaty claimant will continue to receive income
from the same source over many years, and it would save administra-
tive e ortif the determination that treaty bene ts are available has to
be made only once. On the other hand, the tax authority also has to
be aware that the circumstances may change over time. Requiring a
self-certi cation from the taxpayer that the circumstances have not
materially changed may help, although it does not obviate the need for
the tax authority to remain alert.

Countries will generally want to assign tax identi cation num-
bers (TINs) to non-residents who receive domestic-source income,
and it may be useful to employ a pattern of TINs which distinguishes
between residents, non-residents who are entitled to treaty bene ts
and non-residents who are not entitled to treaty bene ts. In respect of
non-residents entitled to treaty bene ts, the TIN could also include a
feature indicating which treaty applies. e residence country of treaty
claimants would almost certainly assign its own TIN to a treaty claim-
ant and, therefore, it would also be useful for the source country to
require this information as a condition of granting treaty bene ts and
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the con nes of the exchange of information provisions of the appli-
cable treaty and/or an additional tax information exchange agree-
ment (TIEA).

3. Residence

Once a person has been identi ed who is potentially entitled to treaty
bene ts, the second step is to determine whether that person has the
required connection with a treaty partner State. e United Nations
and OECD Model Conventions use the residence concept to express
A 0 0 O
losophy of this requirement is that a person is entitled to the bene ts
of treaties concluded by a country only if the treaty claimant has a per-
sonal connection with that country; in most cases the required con-
nection is one that leads to the taxation of the person in that country
on worldwide income. Although this general philosophy is clear, there
are some di cult borderline issues.

is section rst discusses the various elements of the residence
O . 100 A T
0 0 0 0 0
that arise in connection with persons who have a residence connection
with two countries. e discussion then turns to the phenomenon of
limitation on bene t (LOB) provisions, which are included by a grow-
ing number of countries in their treaties to resolve the shortcomings
they perceive of the residence requirement. It concludes with a brief
look at the small number of treaty articles that apply regardless of
residence.

As noted in the introductory chapter,'® a source State in apply-
ing a treaty has to make a determination about the residence of the
treaty claimant in the other contracting State; this determination
requires a consideration of the domestic law of the residence State and
therefore the source State 0 en requests a certi cate issued by the resi-
dence State in this respect. In order to improve the reliability of this
procedure, States may nd it advisable to come to an agreement with

13see chapter I, An overview of the issues involved in the application of
double tax treaties, by Brian J. Arnold, section 5.3.
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each other about which government body or department is authorized
to issue a residence certi cate and the requirements for its validity.

3.1 Liability to tax

3.1.1 Liable to tax and subject to tax
0 0 T
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company which pays no tax on its pro ts in ayear because it has losses
to carry forward which exceed the year’s pro t? Opinions di er about
this situation; the company does not have a positive amount of tax to
pay in that year, but there is also an argument that the company is
subject to tax because the reduction of the losses to be carried forward
has the same practical e ect as the imposition of a positive tax liability.

A company that incurs losses is, however, liable to tax. e
losses mean that it has a zero tax bill, but it is nevertheless within the
scope of the tax law. Similarly, an individual may have only a very
small amount of income and therefore not pay any tax because his
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to an exemption for the whole of its income due to the nature of the
person. An example would be a charitable foundation if the income
tax law applies to foundations generally, but grants an exemption for
charitable foundations. In such a case, however, the exemption is usu-
ally conditional on the person continuing to satisfy certain conditions,
for example that the foundation carries on only charitable activities. In
this case, opinion is divided as to whether the foundation is liable to
tax, a disagreement which is noted in the Commentary to the United
Nations Model Tax Convention.!* e prevailing opinion, however, is
that the foundation is liable to tax because the exemption is condi-
tional and therefore does not take the foundation out of the general
scope of the income tax law. Similar issues arise in respect of pension
funds, which are discussed in more detail in section 6.1.

If, on the other hand, the foundation was excluded from the
scope of the income tax law altogether it would not be liable to tax. So
if, for example, the civil law of a country provides that foundations
have legal personality and the income tax law applies to legal persons
generally but excludes all foundations unconditionally, the foundation
would not be liable to the income tax.

3.1.2 Extent of liability to tax

0 0 o e
to the extent of the liability to tax that isrequired. e Commentary to
the United Nations Model Convention states! that this requirement
refers to a comprehensive, or full, liability to tax and it is usually inter-
preted as referring to a liability to tax in respect of worldwide income.
C100I000000000000080m00e01E000000Ibonont0bo0nonio0o0bnO boiDinIo0]
which excludes from the de nition persons who are liable to tax only
on income from a source in the potential residence State.

is aspect of the de nition can cause di culties of interpreta-
tion in respect of a small number of countries which impose income

0noN0000ON 0000 000] 000 00000000 000 00000001 01 000000 00000 0000000
Model Convention, quoting paragraphs 8.6 and 8.7 of the Commentary on
Qo000 001000000 0000000001

1000000001 00000001 000 00000001 000 00000001 01 0000001 000001 0010000
C000000000000000000100000000000010100000IC0i00 000 Oo0000ioaio0 -
0I0I0Noooo0i000010000n0 00000000t
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as instruments for allocating taxing claims between States. In this case,
the threat of actual double taxation is less important and the reason
for looking for liability to tax in a country is only that it indicates a
su cient personal connection between the treaty claimant and the
country. A potential tax liability of the type considered in these cases
would indicate the same personal connection and would therefore be
su cient. An issue that might be raised by this view, however, is a lack
of certainty and clarity about which situations create a potential liabil-
ity to tax that satis es this test.2® Some recent treaties concluded by
countries in the Middle East, in particular, deal with this issue by not
using the “liability to tax” criterion at all, instead providing explicitly
that the treaty applies to persons who have a stated personal connec-
tion with one of the contracting States, such as the permanent home
of an individual 2!

3.2 Criteria for liability to tax

000 T
Model Convention is intended to test the personal connection between
a person claiming treaty bene ts and the contracting State in which
1000000000000000 0000000000 O 00I00maI001Ib 000000000000 000000 om 000
liability has to be imposed for a reason that indicates a personal con-
nection and lists a number of factors that satisfy this test. e factors
listed are domicile, residence, place of management and, in contrast
with the OECD Model Convention, place of incorporation, but also
“any other criterion of a similar nature”.

20For two con icting views on the correctness of this interpretation of
the residence de nition see: Baker, P., Double taxation conventions: a man-
ual on the OECD Model Tax Convention on income and on capital (London:
0O0000MOIC00001000000000000N0 0100100000 0 000000 000000100001 0100
al., Klaus Vogel on double taxation conventions, 3rd edn (London: Kluwer
0000000000D0000 00000 001000000000

ZlFor example, the treaty concluded between Ireland and Qatar on 21
June 2012 provides that in the case of Qatar the term “resident of a Contract-
ing State” includes “any individual who has a permanent home, his centre
of vital interest, or habitual abode in Qatar, and a company incorporated or
having its place of e ective management in Qatar.” In the case of Ireland, the
treaty follows the United Nations and OECD Model Conventions in looking
for liability to tax as the test of residence.
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is residual sweeping-up category demands some considera-
tion of the common element among the speci c¢ factors listed so that
one is able to determine whether or not another factor is “similar”.
Clearly all the listed factors relate to the personal circumstances of the
person claiming treaty bene ts. In practice, given the way in which
countries generally de ne the reach of their taxes, any liability to tax
on worldwide income or pro tis likely to satisfy this condition.

e inclusion of the place of incorporation of a legal entity in
this list of criteria may seem, at rst sight, to be subject to a risk of
abuse, as the place of incorporation is rather a formal criterion. It is
possible, for example, for a company to be incorporated under the law
of a country but to have no substantive connection with that jurisdic-
tion at all because the shareholders are resident in other countries and
the company’s management and business are both carried on outside
of that jurisdiction. is situation can be the result of the historical
development of the company and its business, but it can also be a
deliberate strategy aimed at claiming the bene t of treaties concluded
by the State. Such a strategy is, of course, increasingly feasible in an age
in which global communication has become so easy that many activi-
ties can be carried on remotely.

On the other hand, it is questionable whether the speci ¢ men-
tion of the place of incorporation is any di erent in substance from
O0iNNNRImOnOo0 01000000 000000001000 0000000 o0060000000;
would be included in the residual category in that model of “other crite-
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country’s treaty partners use di erent criteria for the imposition of tax
on worldwide pro t.

One of the consequences of this approach is that it is possible
for one person to qualify as a resident of both the contracting States
to a given treaty, because countries have di erent criteria for impos-
ing unlimited taxation and also because many countries use alterna-
tive criteria for this purpose. In this case, the dual residence has to be
resolved before the allocation articles of the treaty can be applied, as
these articles are based on the assumption that the person is resident
000 00000 D000 0o Door tUOooooonoon toCooom doooonD b iUonoiooom toooitoon
rules, known as the tiebreaker ru