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Summary 

At its seven th annu al sess ion the Commit tee noted in its report 1 that:  
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Tax treaty issues arising from the granting and trading of emissions permits and 
emissions credits under the UN Model Tax Convention 
 
 

1. Introduction 

 
1. The United Nations Framework Convention on Climate Change3 (UNFCCC), whic h 
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as a mean s for giving fle x ibi li ty to coun trie s to meet their emi s s ion s red ucti on ta rg ets by 
getting emis sions credits fro m elsewhere. 
 
3. A second comm i t me n t perio d for the Kyoto Protoc o l (post 2012) was agre e d at COP 
17 in Durban by the EU countries and a few other ind us tria li zed coun tries such as Australia 
and Norway 7. Japan and Russia ha ve stated tha t they will not sign up to a sec on d co mmi t men t 
period and Canada with dre w fro m the Kyoto Protoc ol befo r e the end of the firs t commi t me n t 
per iod. It was agreed at COP 18 in Doha tha t t he second commitment period will cover a  
period of  eight year (2013  to 2020). 
 
4. A broader appr oa c h forwa rd was agre e d in Durban at COP 17 as the Durban Platfor m 
for Enhance d Action (DPEA). The DPEA aims fo r a new global agree ment on clima te change 
tha t will be negot ia te d by 2015 and enter into  force in 2020. The DPEA marks a step forward 
as it will cover all UNFCCC Parties, not just the indu strial iz e d cou nt ries. The proces s for 
negoti at ing the details of this agreemen t are being prog res s e d under a subs idiary bod y to the 
Conven tio n known as the Ad-hoc Working Grou p on the Durba n Platfor m for Enhanc ed 
Action (ADP). It is curren tly uncle ar what the new agree men t wou ld inclu de but it may have 
trad e d eleme n ts like the ones cove r ed unde r the Kyoto Protoc o l 
 
5. Under a cap-and-tra de syste m, as foreseen unde r the Kyoto Protoc ol, an auth or ity sets 
a limi t on the amoun t of specific poll uta nts that may be emitted. The allowed emissi o n s are 
alloc ated or sold to enterp rise s in the for m of emis s ion s per mi ts which repres ent the right to 
emit a spec ific volu me of a spe cifie d pollu tant. Enterp rise s that are over the ir allo wed 
emis s io ns may buy permits fro m tho s e which have lowere d their emis sio n s be low their 
targ ets. Any coun try, even if it has not rati fie d the Kyoto Protocol or is not an Annex I (or 
Annex B) country, may imple me n t a cap-and-tr ade syste m. Cap-and-trade syste ms can take 
variou s forms: mecha ni s ms su ch as the EU Emissi on s Tradin g Syste m (ETS) are clearly 
link ed to the Kyoto Protoc ol but other mec han is ms ma y be organ is e d inde pen d e ntly fro m that 
Protoco l. Curren tly, dome s tic cap-and-trad e syst ems are bein g impl e me nte d or disc usse d in 
the Europea n Union, certain pro vin c e s in Canada, certain sta tes in the United States 8, certain 
cities in China, in Austr alia, Japan, Kazakhsta n, New Zealand,  South Korea and Switzerland, 
amon gs t oth e rs. The basic fra me of cap-and-trade sys te ms wou ld gen e rall y be simi lar enou g h 
to allo w the tax trea ty analy sis made in Sectio n 3 (with respec t to the mec h an is ms organ is e d 
by the Kyoto Protoco l) to serve as a basis for the tax trea ty analy sis of all thes e systems. 

                                                      
7.  Parti es th at hav e ag r eed to th e seco n d ph as e of th e Kyoto Proto co l in clud e: EU coun tr i es, Austr al i a, Belar us, Croat i a, 

Iceland, Kazak hsta n, Liech t en s t e in, Malta, Monaco, New Zealan d, Norway, Switz er lan d and Ukrain e.  

8.  While th e United States nev er rat if i e d th e Kyoto Proto col, man y of its stat es ar e dev elopin g cap-and-tr ad e sys t ems an d 
are in iti a t in g a proces s link ing th ei r emis s io n s tr ad in g syst e m  with othe r syst e ms with in or outs ide the United States in 
order to impr o v e the liq u id i t y of the mark e t. For insta n ce, fiv e states in th e west of th e US starte d th e Western Climat e 
Initiativ e (WCI) to ev al u ate an d imp l e men t way s to red u ce th eir emiss ion s of gr eenhous e g as es. By July 2008, the 
ini t i a t iv e exp an d ed to two mo r e US st ate s and four Canadi a n prov in c es. Am ongs t oth e rs, the WCI was to dev el o p a 
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The EU has se t out a vision for the develo p men t of an inte rn at i on a l carbo n ma rket: the 
ma rk et is expected to deve lop throu gh botto m-up link ing of compa tib le domes tic cap-
and-trad e syste ms. At the EU's initia ti ve, it was agreed in Decemb e r 2011 that a globa l 
and more ambi tio us UN legal fra mew ork cove rin g all coun trie s would be imple men t e d 
fro m 2020. The link wit h the Austra lian ma rk e t sta rt in g 2015 is fore see n . 

 
B. The Clean Development Mechanism (CDM) defined in Article 12 of the Protocol 
 
8. The Clean Develop ment Mechanis m (CDM ) has been provided to encourage the 
partic ip at ion of Non-Annex I coun trie s that are a Party to the Kyoto Protoc ol 11 in the emis s io n 
reduc t ion proc e s s. Those coun trie s that do not have emis s io n s targ e ts to meet may engag e in 
proje c ts whi c h redu c e gre e nh ou s e gas emis s ion s and which giv e rise to Certif ied Emissio ns 
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 Supply-side energy efficie n c y improve me n ts; 
 Fuel switch i ng projec ts; 
 Reduction of indus tr ia l and manuf a c t u rin g emis s i on s (e.g. CO 2 from ce me nt, SF 6 gas 

fro m vario u s indu stria l proc e s se s, etc.); 
 Methane capture and re-use from coa l mine s, landfi lls and indus tr ial wastewate r; 
 Afforesta tion/re foresta tion. 
 Carbon ca pture and storage (CCS).  

 
The CDM can only be effective if it produce s credits which represent actu al emissions 
reductio n s ac hieved by a project. In this respect, it has app eare d that some projec t s (e.g. large 
hydr o-po we r proje c ts or coal powe r proje c ts) w ould anywa y have been unde rtak en in  Non-
Annex I count ries witho u t the ext ra-finan cia l sup po rt pro vid ed by the sa le of cred its and that 
so me projec t deve lop e rs arti ficia ll y inc reas e the redu ction of emis s io ns resu lt ing fro m a 
projec t to get more cred it s. In both cases, the CDM allows an indu strial is e d cou ntry to emit 
mo re than its emiss io ns targe ts with o u t an actu a l equiv a le n t emiss io ns red uc tion in a Non-
Annex I count ry. These shortc o mi ng s und ermin e the effe ctiv e nes s of the CDM.            
 
12. Althoug h Non-Annex I countrie s in which CDM projec ts may be carrie d out incl ud e 
four OECD member coun tries (Chile, Israel, So uth Korea and Mexico), they are for the most 
part non-OECD econo mi e s. Most proje c ts unde r ta k e n to date are situat ed in China, India, 
Brazil, Mexico, Malaysia, Philipp ine s, Chile and South Korea (in de crea sing ord er). The EU 
advoc ates crea ting a new gene ration of ma rk et-based me chanis ms in more advanced 
dev elo pin g coun tries, as a first step towards cap-and-tra de syste ms, and will focus the CDM 
on Least Develo ped Countr ie s (LDCs). It shou ld al so been noted that the use of CERs from 
new CDM projects to satis fy oblig at i on s und er the EU ETS is proh ibite d be yo nd 2013, unles s 
they are fro m LDCs or can be swapped for CERs fro m LDCs 13. This will exclu de CERs from 
new CDM projects in China, India and Brazil from the EU ETS. 
 
Share of CERs from proj ect s re gis ter ed and undergo in g re gis t ra tion and valid at io n by regio n  
as of June 2012 14  
 
Region  Total  Small scale 

proj ects  
Large scale 
proje c ts  

Non indu s tri al 
ga s proje c ts  

Projects 
underg oin g 
valid at io n  

Africa  3%  2%  3%  3%  5%  
Asia & Pacific  10%  23%  9%  10%  10%  
China  68%  41%  70%  

 

 

143% Africa Africa Afri c a 
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Alterna t iv e l y, the proje c t may be oper a te d by an existing comp any, a governme nt age ncy, a 
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 Emission Reduction Purcha se Agreeme n t (ERPA) Develope r Structu r e  
 
19. Under the ERPA develo per struc ture, the Annex I entity is also invo lved in the 
develo p men t and imp le men ta ti on of the CDM proje ct. Unlike the PDA structu re, howe ver, 
the ERPA deve lop e r stru c tu re does not assign rights to CERs gener a te d by the proje c t to the 
Annex I entity. The host coun try entit y re tains the initia l righ ts to rece ive CERs generated by 
the project, and agrees to sell the CERs to the Annex I entity. 
 
20. Followin g such arran gemen t, the host coun try enti ty would act as the prima ry se ller of 
the CERs and the Annex I entity wou ld pay for all CERs. Becaus e the re lev ant CERs have not 
yet been issu e d at the mo men t of the purc h a s e  agree men t, the agreemen t involves a forwa rd 
tran s actio n with a fixe d price, a simp le ind ex e d pric e or an inde x e d pric e with a floo r and 
ceilin g. T he deliv ery risk s which exis t be fo re the issu anc e of the CERs will reduce the price 
paid for the futu re CERs. In order to take into cons iderat io n the costs paid and the serv ices 
prov ide d by the Annex I entity in de velo p ing the project, the pric e per CER may be reduc ed 
or the Annex I entity ma y not be requ ired to pa y for the firs t CERs generated by the project up 
to an agreed volume. 
 
 ERPA Offta ke Structure  
 
21. Under an ERPA offtake arrange ment, a host coun try projec t dev elo per exercis e s 
respo n sib i li t y for the design, develop men t and imple men ta tio n of a CDM project, retai n s the 
initia l rights to receive CERs genera ted by th e proje ct and agrees to sell the CERs to an 
Annex I entity whi ch has no invo lv emen t in the project oth er than purch as ing the CERs. This 
struc tu re suits host coun try ent it ies able to ta ke the CDM proje ct throu gh the whole pro ces s. 
Use of the ERPA offta ke stru ctu re may help host coun try proj e ct dev elo pers to rea lize the 
highe s t pric e pe r CER, given that the Annex I country buye r has inve s te d lit tl e in the 
develo p men t and imp le men ta ti on of the proje ct.  
 
22. The CDM was orig inally seen as an inst ru me nt with a bilatera l chara cter where an 
entity fro m an indu strial is e d cou ntry inves ts in a project in a develop in g coun try. In pract ice, 
howev er, Annex I coun try entit ie s see m rath e r rel uct ant to inves t in CDM projects and have 
show n a prefere nce to just buy CERs. Thus, th ere also exist unilate ra l CDM projects where 
the proje c t deve lo p me n t is exclu siv e ly plan n e d and finan c e d with in a Non-Annex I coun try 
and the proje c t de velo p er in the host coun try doe s not sign any ERPA but sells the issue d 
CERs on the open ma rket afte r carry ing out the project,.  
 
C. The Joint Implementation (JI) mechanism defined in Article 6 of the Kyoto 

Protocol  
 
23. Project part i cip an ts fro m Annex I countr ies may join tly imp l e men t an emis sio n s-
reduc i ng proje c t in the terr ito ry of another Annex I country. To be appro ve d, a JI proje c t must 
prov e that it provid e s a reduc ti on of gree nh ou s e gas emis s io ns additio n a l to the reduc ti on s that 
would have othe rw i se occu rre d. Projec t partic ipa n ts earn emis s ion redu c tion units (ERUs) 
fro m the emiss io n-redu c tion or emis s ion-remov a l projec t in an Annex I country. Each ERU is 
equiva le nt to one tonne of CO 2 and can be coun te d towar ds meeting Kyoto Protoc o l emis s io ns 
targ e ts. 
 

Deleted: 
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Where such syste ms cap absolu te emi ss io ns, ther e would be mutu a l re c og n it ion of 
allowances issued by those syste m s and the EU ETS (see also Par 7). 

 
29. Nation a l and reg ion a l emi s si on s tra din g pro gr a m me s are typ ic a lly des ig ne d to tak e 
into acco un t the CDM and JI. 
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3. Tax treaty issues related to emissions permits/credits16 
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Metal ore, roas tin g or sinte rin g insta l lat ion s 
Insta l lat ion s for the pro du c tio n of pig iron or stee l 
Mineral indu st ry 
Insta l lat ion s for the produ ctio n of cemen t clink er in rota ry kiln s with a prod uct ion 
capaci t y exceed i n g 500 tonnes per day 
Instal lat ion s for the manu fa c tur e of glas s inclu d ing glas s fibre 
Instal lat ion s for the manu fa c tur e of cera mic prod u c ts by firin g, in particu l a r roofin g 
tiles, bricks, ref ract ory br ick s, tiles, stonew are or porcelain  
 
Other activities 
Industrial pla nts for the prod uct ion of pulp from timb er or oth er fibrou s materia ls or 
for the prod uc tion of paper and boa rd  
 
Air transport. 
As from 2013, the scop e of the ETS will be exten d e d to othe r sec to rs and to 
gree n h ou se gase s othe r than carb on diox ide. CO 2 emissio n s fro m the pro du c tio n of 
petro ch e mi c a ls, ammon i a and alumi n iu m will also be inclu de d, as well as N 2O 
emissio n s fr o m nitr ic, adip ic and glyo calic ac id produ ctio n and pe rfluo ro c arbo n 
emis sio n s fro m the aluminiu m secto r. 

 
32. Emiss ion s permi ts ma y be gran ted for free, sold at a predetermi ned price or sold at 
aucti on.  
 

Under the Austral ia n cap-and-trade
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the pollu t ing activ ities of an enterp ris e 22. Under Article 7, busin e ss profi ts are taxa b le on a 
resid ence basis unles s the profits are attr ibu tabl e to a per mane nt estab lis hmen t (PE) situated in 
the other Contrac t in g State. Accordin g to para g r aph 6 of Article 7, where the profits of an 
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operat ion of ships is covered by emiss io ns tra d in g sche me s, the gra n tin g of emis sio n permi t s 
with re sp ect to the operatio n of a ship in inte rn atio n a l tra ffic cou ld be inclu de d in the busin ess 
profi ts of the shipp ing enterp ris e as prof its direc tly conn ecte d to the operatio n of such ship. In 
such a case, the profi ts taxab le in the State of source purs uan t to Article 8 (alterna ti ve B) will 
be de termin ed on the basis of an appro pri ate allo c ation of overa ll net profi ts derived by the 
enterp ris e fro m its overall ship pin g operatio ns.  
 
3. Article 6 (Income fro m Immova ble Proper ty)  
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53
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genera ted by the proje ct, does not affect this result. Besides suc h other party shou ld not ha ve a 
PE in the host country by re aso n of  the sole transfer of the credits 
 
 A CDM or JI project is wholly or partly owned by a foreign enterprise. 
 
59. Typical CDM or JI projects fa lling under Articl e 7 will invo lve activ it ies exe rcis e d 
throu gh an installa tio n lasting more than six mo nth s and thus thro ug h a PE (i. e. the 
instal lat io n thro ug h which the act ivit i e s giv in g rise to the emis sio n red ucti o ns and the 
issuanc e of emissions credits are exercised). Emissions credits are issued for a cre diting 
period for whic h re du c ti o ns of emis s ion s are verif ie d and certif ie d by the de sig n a te d 
operat ion a l entity. For a CDM project, the cred iti ng period ma y be eithe r a 7-year pe rio d, 
renewable twice, or a single 10-year period. Th e cred it ing perio d starts aft er the date of 
regis tr a t io n of the relev ant CDM projec t acti vity. 
 
60 Whilst CDM or JI projec ts will oft en inv olv e con struc t ion or installa tio n activ ities 
(e.g.  th e cons tru c t io n of wind turb ines and other installa tio n s use d to exploit sources of 
renewable energy), emis sions credits are not issued in re sp ect of the constru c tio n or 
instal lat io n act ivi ties thems e lv es but, rathe r, in resp ect of the emis s io ns red uc tion s that are 
achie ved once a co mple t e d installa ti o n or fa cilit y is operatio n a l. The emis s io n cre dits are not 
grante d to the ente rp ris e which carri e s out the cons tru c t io n or installa tion of the proje ct but to 
the project manag er tha t inves ts in and devel op s the project and tha t will carry out the 
activ it ies that resu lt in the reductio n or re mo v al of gree nh ou s e gas emis si o n s. In general, 
inco me fro m the grant of emis s io n s cre dits sho ul d the refore not be attrib u tab le to a 
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64. In such cases, the locatio n of the acti vit ie s givin g rise to the emi s s ion s red uctio n s – 
and, conseque n t l y, the issuanc e of emissio n cre d its – ge ne rally does not cons ti tute a PE for 
the fore ign ente rp ris e. The foreig n enterp ris e ind ee d typ ical ly exercis e s no busine ss activ i ties 
throu gh that locatio n (e.g. an insta llat io n) onc e it is operatio nal. The forei g n enterpris e 
provide s serv ices to the project  with respect to the adminis t ra tive, technical, environmental 
and risk aspects of the project. 
 
65. Those service s may, howeve r, be perfor me d in the host country thro ugh a fixe d place 
of busin e s s (e.g. an offic e at the dispo s a l of the emp loy e e s of the fore ign ente rp ris e at the 
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syste m, such activ ities wou ld not be “aux il ia ry ” or “anc il lary ” to the opera tion of aircraft in 
interna t iona l traffic even if such enterprise would use the credit received by reason of these 
projec ts toward s ful fil lin g part of its emis s ion s obl igat io n s re lating to the opera tion of aircra ft 
in inte rn at io n a l.  
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it doe s not appear that the CD M or JI mechanis m per mit the is suanc e of emissions credits to 
an indiv idu a l). The other proje c t par ti c ipa nts wou ld mak e suc h an assig n me n t of the rig ht to 
the emis si on s credit s gene rate d by the project in con si de r a tio n of suc h assu mp t io n of ris k and 
the provis io n of expertis e and servi ces in develop ing and imple men ti ng the project. In suc h a 
case, the inco me fro m the assig n men t of the emi ssion s credits may be consider e d as income 
derive d in resp ect of indep en den t pe rso nal serv ices and may be taxe d und er the cond ition s 
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reduc t ion meas u re s, an enti ty may enga g e in trans a c tio n s invo lvi ng the (forwar d) sale of 
credits that it expects to be aw arde d for the emission reductions. 
 
79. Once emis si o n per mi ts/credits hav e bee n intro d uc e d thr ou g h a prima ry ma r ke t, the 
effi cien t fun ctio nin g of carbo n marke ts dep en ds on the ability to freely tra d e thes e 
per mits/credits. This trading occurs in the seco n da ry, or resale, ma rk e ts. With regar d to 
secon da r y mar ke ts, stra ig htf o r wa rd purc has e s and sales of actu a l emis s io n per mi ts/cred its for 
immediate delivery are likely to be the mos t pr ev a le n t type s of trans a c tio n s. Howeve r, some 
ma rke t part i c ipan ts may se ek to imp l e men t long-ter m emi s s io n redu ctio n strateg i es or 
othe rw i se unde r ta ke trade s to mana g e their risk prof ile s. Second a r y tradi n g of permi ts/cred i ts 
cou ld occu r thro ug h two broa d cha nnels. First,  it could occ ur on one or more re gu lated, 
mu ltilate ra l exchanges, which are particularly  well-suited to stand ardize d tran s actio ns. 
Second, tradin g cou ld occur directly betw een two coun terp a rti e s, poten tiall y inter me dia te d by 
one or mo re third parties (over-the-co un te r (OTC) trading) wh en pa rtici pa n ts need more 
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divers i ty in pra ctice tha t has aris en in the absence of authoritative guidance and 
decid ed to addre ss the topic in coordin a tio n with the FASB (the Financial Accoun ting 
Standa rd s Board). In Decembe r 2012, as part of its resp on s e to the Agenda 
cons u ltat io n 2011, the IASB reactiv ated this proje ct as an IASB-only researc h proje ct. 
The project is expected  to resu lt in the public atio n of a Discus s ion Paper cons id erin g 
the financ ial rep orting con s equ e n ces of govern me n t dev elo ped sche mes design ed to 
encou rage redu ctio n s in the produ cti on of gre enho us e gase s, which wil l inclu de:  

 a n inv e n tory of tra din g sch e mes;  
 a n analysis of common econo mic ch aracteristics of those sche me s;  
 a n init ial asses s me nt of the pot entia l rep ort ing solut ion s.  
 

82. The acco u ntin g polic y selecte d for the emi ss io ns per mit s/cred i ts migh t hav e 
cons equ e n c es for the ta x treat me nt of the permits/cre dits. Each jurisd ict io n ha s differe nt 
req ui re ment s rela ting to the ta x tre atmen t of permi t s/cred its. In this respect, the ta x tre at me n t 
may be diffe re n t fro m the accou ntin g tre a t me n t but it may also simp l y foll ow the accou ntin g 
treat me n t whate ve r it may be.  
 
83. It is desirabl e that coun tries adop t a simi la r characterization for emiss ions 
per mi ts/cred its und er their domes tic law. The ch aract e r i z a t i o n of emissi o n s pe rmi ts/cred its as 
well as the tax treat me n t of costs relatin g to the acqu isit io n of emis s ion s permi ts/cre di t s (e.g. 
when the per mits/credits are surrendered) could be discu s se d with other issue s (e. g. the tax 
treat men t of pena lties in lieu of emis s io n ce rtifica t es) in the frame wo rk of futu re work on 
dome s tic tax me as ures relatin g to clima t e chan ges.  
 
84. With resp ect to tax treati e s issu es, the chara cteriz a tion of emis s ion s permi ts/cred it s as 
“com mo d i ti e s ”, "rights", “mark e t titl e s ”, "comme rc ia l pape r s" or “inta n gi b le asse ts” would 
gen era lly not affect the allo cat io n of the taxing rig hts of inco me fro m the trad e of 
per mi ts/cred its. 
 
85. Emissi on s permi ts/cre di t s are not expres s ly dealt with by the UN Model. Unless the 
emis s io ns permi ts/credi t s fall unde r Article 6 (Inco me fro m Immova b le Proper ty) or 8 
(Shipp ing, Inland Waterway s Transpo rt and Air Transp or t), the inco me or costs deriv ed fro m 
the alien atio n of the se per mi ts/cred it s sho uld be treated as eithe r busines s pro fits/loss e s dealt 
with under Article 7 (Busine ss Profits) or capital ga ins/losses dealt with under Articl e 13 
(Capital Gains), depe nd ing on how the inco me is trea ted under a Contractin g State ’s dome s tic 
law. In this rega rd, it shou ld be ment i on e d that the domes t ic ta x laws of many count ries 
conta in no expre s s prov is ion with respe c t to the trea t me n t of emis si on s permi t s/cre d its. 
Tradin g of emis sio n permi t s/cre d its can generate inco me as we ll as cost s or loss es. Unless 
expres s ly men tion e d, the allo catio n of the costs/loss es shou ld mirro r the allo cat io n of the 
taxin g righ ts on the poten tial inc o me or gain s. 
 
86. The possible application of Artic le 9 (Assoc iated Enterp ris e s), Article 12 (Royalt ies) 
or 21 (Other Income) of the UN Model to profits fro m the tra d ing of permi t s/cred it s is also 
disc u ss e d below. 
 
1. Article 7 (Busines s Profits)  
 
87
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All such inco me fal ls under Articl e 7 unles s it is speci fical ly dea lt with in other pro vis i on s of 
the Model (see pa rag ra ph 21 of the Comme n tar y on Article 7 of the UN Model, quoting 
paragrap h 59 of the Comme n ta ry on paragrap h 7 of Article 7 of the 2008 OECD Model). 
 
88. In mos t cases, many coun tries would likel y cons id er inco me de riv ed fro m the 
alien at ion of emis s ion s per mi ts/credi t s to be busines s profi ts and not gain s deri ved fro m the 
alien at ion of prope rty dea lt with under Article 13. This would be the case, for insta nce, where 
a country trea ts emis s io n s permi ts/credit s as commo d i tie s and inclu d e s inco me derive d fro m 
the alien atio n of such commo d it ies in the opera tin g busin es s inco me of the se lling ente rp ris e. 
This would also be the ca se where a country tr eats emissions per mits/cred its as financial or 
intan g ib le asse ts but inclu d e s income deriv e d from the alien a tio n of such asse ts in the 
operat i n g busine s s income of the selling ente rp rise because that enterp ris e is include d within 
the scop e of an emis s io n s tra d ing prog ra m me (i.e. is requ ire d to surre nd e r emis s ion s 
per mi ts/cred its to cove r its emi ss io ns). This w ould also be the case where a country trea ts 
inco me fro m the alien atio n of emis s io ns per mit s/cred i ts that are part of a finan cial tra din g 
port f ol io of a bank or othe r finan c ia l inter me d ia r y as opera tin g busin e s s inco me. 
 
89. To the exten t inco me fro m the alien atio n of emiss io ns pe rmit s/cred i ts is cons id ere d to 
be busine ss pro f its cov e r e d by Articl e 7, it would be taxa b le solely on a resid e nc e bas is, 
unles s suc h inco me was attr ibu tab le to a PE in the other Contractin g State.  
 
90. The inco me de riv e d by an ente rp ris e of a Contrac ting State fro m the alienation of an 
emissions permit direc t ly grante d to the enterp ri s e in connection with pollu t in g activ it ies 
carried out by it thro ug h a PE situa te d in the other Contra c t in g State would gene rally be 
attrib u tab le, in whole or in part, to tha t PE. In the se cases, the prof its deriv ed fro m the sale of 
thes e pe rmi t s by the ent erp ris e are attrib u ta ble to the PE even if the PE has not be en invo lv ed 
in the sale. Whether inco me derived by an en terprise of a Contracting State fro m the 
alien at ion
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102. Paragra p h 1 of Article 6 broad e ns the scope of Article 6 to cover not only inco me 
derive d from immov a b l e prop e rty (as defin e d in para g ra p h 2) but also any inco me fro m 
agricu lt ure or fores t ry ac tivi tie s 37. Artic le 6 is, the refore, applicab le to inco me deriv ed by 
enterp ris e s fro m the trad in g of emiss io ns per m i ts/cred i ts relat in g to  their agri cultu re or 
fores t ry acti v it ies. This would be the case wher e pe rmi ts/cre d its hav e been ac qu ired by such 
enterp ris e s direct ly fro m an issuin g auth o rity or thro ug h ma rk et trad in g connected with their 
comp l ia nc e obliga t io n s unde r an emiss io ns tr a di n g prog ra mme. This would also be the case 
with re sp ect to inco me fro m the alien atio n of emis s io ns cred its by the partic ipan ts in 
afforestation and reforestation CDM/JI projects.  Where the partic ip an ts in thes e pro jects are 
cons idered to be engaged in fores try, the inc o me they de riv e fro m the sale of cred its ge nerated 
by their fore s try proje c ts in a give n State would be “inco me fro m agricultu re or fore str y” 
activ it ies in that State and would the refore be covere d by Artic le 6. 
 
103. Article 6 would not apply to profits fro m the subse qu e n t resale of thes e permi ts/credi ts 
by perso ns for whom thos e profits would not cons ti tu te income from their agric u l tu r e or 
fores t ry acti v it ie s.  If a juris d ictio n woul d con s ider that emis s i on s permi ts/credit s are boun d to 
agric u lt ure or fore s t ry activi tie s havin g give n rise to their dist r ib ut io n s and there fo re re ma i n 
taxable in the country whe re these activities ar
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deemed to aris e in conn ectio n with such tran sfer, provid ed that such taxatio n is in acco rd a n ce 
with Article 7. 
 

The taxes on ca pita l gains vary from coun try to coun try. In some coun trie s, espec ially 
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 Gains from the alienation of immovable property referred to in Article 6 (paragraph 1 

of Article 13) 
 
115. Under para g ra p h 1 of Article 13 “gain s deriv e d by a reside nt of a Contrac ting State 
fro m the alie n atio n of immo v ab le prop ert y referre d to in Artic le 6 and situ ated in the other 
Contrac tin g State may be taxe d in that State”. If  certain emis s ion s permit s/credi ts were to fall 
within the defi ni t io n of “i mmo va b le prop erty”, 43 either on the basis of a State ’s do mest ic law 
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118. If, howeve r, the domestic law of a State considers an emission s permit/cre dit as 
“i mmo va b le prop e rty ” where it is grant e d in respe c t of the owner s hip of immo v a bl e prop e r ty, 
it could be argue d tha t the capital ga ins resu ltin g fro m the sale of such a per mi t/cred i t on the 
secon da r y marke t are cove r e d by para gra ph 1 of Article 13 and are ta xable in the Contra ct ing 
State in which the immo vab le prop erty in resp e ct of which the permi t/cre dit wa s initi ally 
grante d is situated. At present, howev er, no country app ears to have endorse d such a 
characterizat io n und er its do mes tic law. This issue mig ht therefore be purely theo retic a l. 
Where a State characterised an  emis s io n s per mit/cre dit as immo v a b le prop e r ty und e r its 
dome s tic law – and, acco rd in g ly, under Article 6 – this could resu lt in disag re e men ts as to the 
prop er treat y treat ment of the gain from the sale of the permit/cred it (see sec tion D, “Timing 
mis ma tche s and disagreeme n ts as to the tre aty treatme nt”, below).  
 
119. Such chara cteriza tion could be re garde d as  inc onsiste nt with a ca p-and-trade syste m 
whic h typ ic ally trea ts emi s sio n s permi t s/cred its as fungib le instru me n ts. Moreover, the linki ng 
of ca p-and-trad e syst e ms int ern atio n a lly is inte nded to increa se the size of the ma rke t and 
facilita te trading of these commo dities, in orde r to provi de cost saving s, greate r liqu i d ity, 
reduc e d pric e volati li ty and redu c e d carb on leak ag e. This syste m should not be rend e re d more 
comp l ex by re qu i rin g th e tracin g of the relev an t “immo vab le” pe rmi ts/cre d its thro u gh all their 
subs e q ue nt alie nat io ns and the applic a t ion of a tax regi me diffe re nt fro m the one otherw is e 
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emiss io ns cred it/pe rmi t is cons id ere d immo va ble pro per ty und er the domest ic la w of the State 
in which the immo vab le prop er ty to which that permi t/credi t is boun d is situate d and an entity 
doe s not have comp lia n c e obliga t ion s und e r an emi s sio n s tra din g pro gr a mme, the use of the 
per mi t/cred i t by the entity sho ul d be eva luate d on the basis of the fa cts and circu ms tan ces of 
the spec ific ca se. 
 
122
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of one system will re ma in diffe rent than the mark et price of the instru me n ts of the other 
syste m until the prices converg e after a certain perio d of tradin g acros s the diff e r e nt syste ms. 
If govern me nts limi t the quan tity of pe rmi ts/cred i t s fro m anoth er syste m that can be use d to 
de mo ns tra te comp li ance in its own syste m, the pric e con ve rg en ce ma y not be comp l ete 47. In 
the abse nc e of pric e convergence, a specific inst ru me nt may have diffe r e nt marke t pric e s in 
diff e r e nt domes tic or region a l sys te ms. Where su ch instru men t is tra ns fe rred by an ente rp ris e 
to an associated ente rp ris e at a certain price, the profits of one assoc iated enterprise ma y be 
adju s te d by refe ren c e to the pric e and the condi ti on s which would have been obtain e d 
betw een inde pen de nt enterpri ses in compa rab le  circ umstance s (e.g. the inter me d iary price 
mig h t be cons ide red as the arm’s len gth price at which inde pen de nt enterp ri ses would hav e 
trad e d).     

 
133. Where, under an Emiss io n Reductio n Pu rchase Agree men t (ERPA), an associated 
enterp ris e purch as e s cre dits that have not yet been issue d at the mo ment of the purchas e, the 
price of such transac tion (fixed price, indexe d price or index e d pri c e wit h a floo r and ceil ing) 
must take into cons id erati on the de livery risk s whic h exist befo re the issu an ce of the cred its. 
Under such agre e me n t, the purchas i ng ente rp ris e may also benefit from a re duced pric e in 
order to comp ens a te costs paid or servi ces pro v ided to the se lling ente rp ris e in order to 
develo p the CDM proje ct. The OECD Transfe r Pricin g Guideline s and the United Nation s 
Practic a l Manual on Tran sfe r Pricing for Develo pi n g Countrie s wou ld prov ide gen e ral 
guidance to resolve these issues, which are not specifi c to the tr a n sfe r of emi ss io ns 
cred its/per mits.  
 
 
D. Timing mismatches and disagreements as to the treaty treatment  
 
1. Timing misma tc h e s  
 
134. Timing misma tc h e s ma y arise, for exa mp l e, where the State of source (e.g. PE State or 
State whe re forestr y or agricul t u ral activities are ca rried on) would re cognise income at the 
time an e mis s io ns per mit/cred i t was grante d whils t the State of resid enc e wou ld reco gn is e 
inco me upon the alien atio n or use of the per mit/cred it (or vic e versa). Such timin g 
mis ma tc he s, howev e r, are rath e r commo n and should not result in doub le taxa tion as long as 
the re leva nt treaty doe s not limi t the oblig at io n of the State of reco0 1. Uni0 (e)2(6nt )-5.9(d)-4.6( ).2(v5.5(0 1. Uni)n)-..2(e ob)es 
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permit/credit is effectively conne cted with, or fo rms part of the busin es s prop erty of, a PE in 
the other State). No diff i cu lties wil l conse qu e nt ly arise if one Contrac ting State applies one 
Article and the other State applies the other Artic l e. 
 
136. Difficu l ties may, howeve r, aris e in so me other cases where the State of source and the 
State of reside nc e apply diff e re n t trea ty prov is io n s to the inco me derived fro m the alie n a tio n 
(or grant) of a permit/cre dit. 
 
 Disputes as to whether the State of source has taxed an item of income in accordance 

with the treaty provisions 
 
137. Disputes ma y arise in the following cases: 
 

 one State considers that gains fro m trad ing emis s io ns per mi ts/ credits are covered 
by parag raph 1 of Articl e 13 (beca use th e emiss i o ns per mi ts/cred its con sti tu te 
“pro pe r ty acc e s so ry to immo v a ble pro pe r ty”) and the other State disagrees; or 

 o n e State cons ide rs that inco me or gains fro m tra d ing emiss io ns per mi ts/cred its 
are cove red by Article 8 or parag ra p h 3 of Article 13 whils t the other State 
cons ide rs that they consti tu te pro fi ts or gain s attri bu tab le to a PE situa ted in that 
other State. 

 
138. These disp ut es will generally  occ ur beca use the Contracting States have diffe rence s of 
views as to the relevant facts of a case or as  to the interpreta ti o n of the relev ant treaty 
prov is io n s. Such cases woul d ne ed to be re so lv ed und er Article 25 (Mutual Agree men t 
Procedure). 
 
 Conflicts of qualification 
 
139. A “conflict of qualific ation” arises wher e, due to differen ces in the domes tic law 
characterisation of an item of inco me in the St ate of source and the State of reside nce, the 
State of source applie s (with re sp ect to that ite m of inco me) a different treaty provisio n than 
the State of re sidence would have applie d. Su ch conflic ts ma y occur in the following cases: 
 

 one State considers that gains fro m trad ing emis s io ns per mit s/ credits are covered 
by parag raph 1 of Articl e 13 (beca use th e emiss i o ns per mi ts/cred its con sti tu te 
“i mmo va ble property” ac cording to the dome s t ic law of tha t State) and the other 
State disagre e s; or 

 on e State cons id ers, in ac cordan ce with its domes tic law, that prof its or ga ins 
rea lized by an NGO or a Govern men t upo n the alie natio n  of emissions credits are 
busines s inco me de alt with under Article 7 or gains dealt with under paragrap h 2 
of Article 13 whils t, under the domes tic la w of the other State, the income re alised 
upon such alien a tio n is not busin e s s inco me but a gain to which parag ra ph 6 of 
Artic le 13 is applica ble; or 

 one State, in accorda nce with its domestic law, treats the income realised by an 
NGO or a Govern men t upon the issuan ce of emis sio n s credits as other inco me to 
which paragra ph 3 of Artic le 21 is applicab le whilst the othe r State, in accorda nce 
with its do mest ic law, does not reco gn is e inc o me upon the issua nce of emis s ion 
cre dits but treats the inco me real is ed upon their alien atio n as a gain to which 
par a g ra p h 6 of Article 13 is applic a b le. 
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140. Paragrap hs 32.1 throug h 32.7 of the Comme n tar y on Article s 23 A and 23 B of the 
OECD Model conta in guid a n c e on how re lief from double taxa tio n is to be prov ide d unde r the 
OECD Model in cases of conflict s of qualifi cat io n. Where the OECD Model pe rmits the 
source State to tax an item of income, as th at ite m of income is cha racte ris ed under the 
dome s tic law of the source State, the resid enc e State is obli ged under Artic le 23A or 23B to 
reliev e any double tax a tio n of such inco me, ev en if the residenc e State charac terises the 
inco me diffe re ntly unde r its domes tic law and would thus apply a different article of the 
Model. In thes e situ ation s, the OECD Commenta ry con sid ers that the State of source has 
taxed the ite m of inc o me “in acc orda nc e wit h the pro v isi on s of this Conventi on ”.  
 
141. The Comme ntary on Article 23 of the UN Model conta in s no such guida nc e. During 
the seve nth mee tin g of the Commit t ee of Expert s on intern at io na l coo peratio n in tax ma tte rs, 
there was no consensus with re spect to the opportun ity for the UN Model to endo rs e the 
OECD Commentary on conflic ts of qualifica t ion. Due to lac k of time, it was de cide d not to 
cover this issu e in the 2011 version of the UN Model but to inc lud e it in the catalo gu e of 
ite ms for fut ure discu s si on and work. If the State of re sidence were to disagree with the 
guidan c e found in the OECD Commenta ry on how relief fro m doub le taxa tion is to be 
provide d in a case where there is a conflict of quali ficat io n, the case would need to be 
resolved under Article 25 (Mutual Agree ment Pro cedure) or the affe cted ta xpayer would have 
to purs u e jud ic ia l or admi n is t ra t iv e re medies in the State of reside nce.  
 
E. Consequences of cap-and-trade systems for developing countries and countries in 
transition 
 
Grantin g of emis s io ns per mi ts  
 
142. As develo pin g cou ntries and countries in trans it i o n are Non-Annex I countr ies, they do 
not have bindi ng ta rg e ts for the limi t a tio n or reduc t ion of emis s ion s unde r the Kyoto Protoc ol. 
Non-Annex I countries are there fo re not expect ed to imple me nt natio nal emi s sio n s tra din g 
prog ra mmes and to grant emis s ion s permi ts purs u ant to such prog ra mmes. After 2020, 
howev er, some coun trie s in trans it io n could bec ome Annex I coun tries to whic h the Kyoto 
Protoco l’s cap-and-trade sys te m would app ly (see also Par 130). 
 
143. At present, an enterp ris e carrie d on by a resid e nt of a Non-Annex I coun try cou ld, 
however, exercise activities in an Annex I coun try that are covered by an emis sio n s tra din g 
prog ra mme (i.e. that would req uire the enterpris e to surren de r emis sio n s pe rmi t grante d by a 



E/C.18/2013/CRP.-- 

 
 

 39

 
144. An enterp ris e that is engag ed in the opera tion of aircra ft in intern at io na l trans p ort and 
whic h ha s its pla c e of eff e c tiv e man ag e me nt in a Non-Annex I country (or is a resid e nt of a 
Non-Annex I country) may be gran ted emis s io ns permi ts by an Annex I country with resp e c t 
to airc raf t emi s s ion s in tha t Annex I count ry. 48 Any inc o me cons id ered to be derive d fr o m 
such gran tin g of pe rmi ts would be taxa ble exclu si ve ly in the Non-Annex I country in whic h 
the enterp ri s e ’ s place of effec ti v e ma nage me n t was situat e d.  
 
145
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 effectively connec ted with agricultur e or fores try activi ties exercis e d in anothe r 
Annex I coun try to the exten d that the profit s fro m the subs eq ue nt sale would be 
attrib u t able to thes e act iv it ies. 

 
159. Inco me fro m the sa les of emis s io n s permi t s/cre d its by traders or dealers whic h acquire 
per mi ts/cred its in the expect ation that they will late r be able to sell the m at a profit wil l 
gen e ra lly be cov e re d by Article 7.  
 
160. Profits or gain s fro m subs eq ue nt sales by an enterpris e eng aged in the operatio n of 
ships or aircraft in intern at ion a l tran s po rt, or in the ope ratio n of boats in inlan d wate rwa ys 
tra n s po r t, would be taxab le exc lu s ive ly in the State of the enterprise’s plac e of effec tive 
mana g e me n t. Where a trea ty includ e s para gra p h 2 of Article 8 (alter na t iv e B) of the UN 
Model, the pro f it s deriv e d fro m the sub se q u e nt sales of emis s io ns per mit s/cred i ts could be 
cons ide r e d as oper a tin g bus in e s s profi ts dir e c tly con ne c te d to the opera tio n of ship s and 
inclu d e d in the “overall ne t profi ts ” fro m the ope ratio n of ship s in intern at i on a l tra ffic.  
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