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countries in negotiating their tax treaties. Report of the Rome meeting summarizing the main
findings is available at http://www.un.org/esa/ffd/tax/2013CBTTNA/Summary.pdf.

Following the Rome meeting the outlines were revised taking into account feedback
received from representatives of developing countries. Subsequently, the authors drafted their
papers.

The draft papers were then presented by the authors and discussed during the technical
meeting on “Tax treaty administration and negotiation” (New York, 30-31 May, 2013) with the
participation of 32 representatives of developing countries, several members of the Committee,
as well as representatives of international and regional organizations.

Each paper was presented by the author and had a designated lead discussant,
representing relevant authority in developing country, who commented on relevance of the given
paper in view of the experience of his/her country and proposed specific revisions/additions to
the paper. The comments by the lead discussant were followed by an interactive discussion
among participants, chaired by a member of the Committee or a representative of an
international organization during which additional revisions to the papers were proposed with a
view to ensuring that they adequately address the actual skills gaps and challenges faced by
developing countries. Report of the New York meeting summarizing the main findings is
available at:
http://www.un.org/esa/ffd/tax/2013TMTTAN/Newsletter5 2013.pdf

Following the New York meeting, the authors revised and finalized their papers taking
into account feedback received during the meeting.

These papers are attached to this note and are now presented to the Committee as
possible input to the United Nations Manual for the Negotiation of Bilateral Tax Treaties.

*khkhhhkhkhkkkkhkhkhihhiikikkk
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Social Council (ECOSOC) noted that it was Yefident that tax treaties between developed and
developing countries can serve to promote the floimegstment useful to the economic development of
the latter, especially if the treaties provide favouradmetreatment to such investments on the part of the
countries of origin, both by outright tax relief abgf measures which would ensure to them the full

benefit of any tax incentives allowed by the country of investnient”.

The economic benefits of treaties between tweweltwing countries, though relatively small, may
encourage development more generallthin a region and may be a valuable tool in preventing cross-

border tax avoidance and evasion. Tax treaties mayhalgm other benefits, such as political benefits.

Countries enter into tax treaties for a variety edisons. For each country,damdeed for each treaty
entered into by that country, the reasons areljiko be different, depending on the economic and
political situation of the country and its relationgtwihe potential treaty partner country. The priority
that would be given to each reason will differ, degieg on the circumstances prevailing in each country,
and having regard to the relationship between thecoumtries. In some countries, the desire to attract
foreign investment will be paramount, whereas in otloemtries, revenue or political considerations may

be more important.
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reducing excessive source taxation;
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Before treaty negotiations can commence, both casninust consider that a tax treaty would benefit

them, and must be in a position to commence negotiations.

The reasons for entering into tax tiea are explored further below.

2. Facilitation of cross-border investment and transfer of

skills and technology
Relief from double taxation and prevention of tax disaration have as their main aim the removal or

reduction of tax obstacles to cross-border tradeiamelstment. Prevention of fiscal evasion serves to
support and protect the revenues of the treaty pactertries, especially where cross-border investment

or dealings are involved.

2.1 Relief of double taxation
The primary purpose of tax treaties is commonlyestair understood to be ‘for the avoidance of double

taxation’ of income arising from cross-border sactions. Until recently (2011), the United Nations
Model Double Taxation Conventiobetween Developed and Dewging Countries (“United Nations
Model Convention”) specifically referred tvoidance of double taxation in its tifié similar reference
was found in the title of the Organisation foroBomic Co-operation and Delopment’s Model Tax
Convention on Income and on Capital (‘OECD Mo@envention”) prior to 1992. The Commentary on
the OECD Model Convention, while acknowledging tehinination of juridical double taxation is the
main purpose of tax treaties, notes that this raterevas deleted from the title because tax treaties also
address other issues such as the prevention of tax evasion and non-discrimiReggumably, the
reference was deleted from the title in the Whifdations Model Convention for similar reasons.
Nevertheless, many countriesntinue to include a reference teoaance of double taxation in the title

of their conventions.

Double taxation arises where the same income or cépitated in both treaty partner countries. Juridical
double taxation, that is to say taxation of the sarnente in the hands of the same person in more than

one country, occurs where:

2 “Convention®*™**"(State A) and (State B) for the avoidancelofible taxation with respect to taxes on income

and on capital”.

® Introduction, paragraph 16.
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cross-border dealings. It may also clarify whether gefpaesumptive’ income tees - typically based on
turnover and applying to small businesses - are trédited by the other country. Tax treaties may also
provide additional double tax relief tefits to taxpayers that are rentailable under domestic law (or are
only available under domestic law where a treaty effiect), for instance by providing for exemption of

certain foreign income where domestic law woatlderwise provide only for foreign tax credits.

Allocation of exclusive taxing rights to one or otl@untry has the dual benefit for the recipient of the
income, or the owner of the capital, of ensurirggdouble taxation and simplifying that person’s tax
affairs. However, such provisions will also haveeneue effects for the treaty partner country. Where, as
is generally the case, sole taxing rights are giveng@adlintry of residence, the provisions will result in a

loss of revenue for the source country.

For countries where the economic flows are approximate

11
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Non-discrimination rules apply to all taxes, not jimsiome taxes and capital taxes covered by the ttéaty.

Tax discrimination of the kinds addressed under teaties could be removed unilaterally by countries
wishing to attract foreign investment, and many coesitseek to ensure that their domestic tax laws are
non-discriminatory. However, by including non-discrintioa rules in tax treaties, countries are able to
provide a measure of certainty to potential investaoas ttey will not be subject to tax discrimination in

the event of future changes to domestic law.

2.4 Providing certainty and simplicity
One of the main ways in which a developing countryattmact foreign investment is by ensuring that the

tax environment for investors is clear, transparentcanthin. Tax treaties can assist in achieving this by
setting well-recognised and widely-adopted rules for the allocation of taxing rights over different types of
income and for the determination pfofits attributable to a perment establishment or in dealings
between related enterprises. Suclesucan help to reduce complexityr taxpayers with cross-border

activities, particularly where the treaty provides for taxation only in one country.

Since tax treaties usually continue for an extendebg€often 15 years or more), they also provide a
level of comfort to taxpayers that the tax treatmafforded to the inaoe from their activities or
investments in the other country will be reasonatdplst In the absence of a treaty, tax treatment under
domestic law can, and often does, change frequentiytr€aties do not preclude such changes, but they
do impose limits on source taxation of certain typegiobme, and provide certain protections such as
relief from double taxation, the application of the aength principle and non-discrimination rules. (As
discussed below, while this is aglvantage for investors, it does riestpolicy flexibility of the treaty

countries.)

Importantly, tax treaties also provide a mechanismawradministrations to agree on how to interpret or
apply treaty provisions, and to resolve disputesickr 25 of the OECD Model Convention and the two
versions of Article 25 put forward in the Unitedtides Model Convention set out a procedure pursuant

to which the competent authorities of the trgadytner countries can reach mutual agreement.

Under this procedure, a taxpayer who considers ttigtireaty has not been, or will not be, correctly
applied may, in addition to anyomestic law remedies, initiate timeutual agreement procedure. The

competent authority in his country of residenceuld then review the case and, if the taxpayer’s

1 Paragraph 6 of Articl4 (Non-discrimination)

15
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2.5 Maintaining or accessing benefi ts of domestic tax concessions
One of the most important benefits that may beailalble to developing countries under a tax treaty is

what is known as ‘tax sparing’. Tax sparing occurgmvhnother country gives foreign tax credits for tax

17
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economic level of which is considerably below tbh&tOECD Member States. It also recommended the

use of ‘best practices’ to minimise potential for ablise.

In negotiations with some of the least developed tr@s; developed countriesay be prepared to agree
to tax sparing provisions, particularly if the prowiss are drafted in a way that limits the potential for

abuse. Examples of such limitations thet found in some tax treaties include:

1. A precise description of the incentives for which tax sparing is sought (for instance, a
reference to legislation which sets out which income or projects are eligible for the
incentive);

2. Limitation of eligible incentives to certain types of investment or activities (for
instance, genuine investments aimed at enhancing the domestic infrastructure of the
developing country);

3. Application only to active business income (not passive income such as interest,
royalties or leasing payments);

4. Inclusion of an anti-abuse provision (for instance, where the two competent
authorities agree it would be inappropriate to grant tax sparing);

5. Inclusion of a “sunset’ clause (for instance, a provision that states that tax sparing will
only apply for a limited period, or until a certain level of economic development is

reached, unless further extended by agreement between the two countries).

18
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3. Prevention of fiscal evasion
One of the main reasons that a coynhay wish to enter into a taxeaty with another country is to

improve co-ordination and co-operation between tariatrations in order to address tax avoidance or
evasion. Through the exchange of information andsoime cases, assistance in collection of taxes, tax
administrations are able to assist each other inriexgsthe proper application of tax treaties, as well as

enforcement of domestic laws.

While it is often developed countries that have mhest to gain in terms of revenue from assistance
provided under tax treaties, it is in the interestbath developed and developing countries to minimise

cross-border tax evasion and avoidance. Both devel

19
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International or regional obligations or expeaa# may also influence decisions to enter into
negotiations. These may be as a result of membersimpeohational organisatns, or economic or trade

arrangements, or bilateral agreements.

OECD member countries, for example, are exgtd enter into tax treaties with each otHanhile
there is no equivalent recommendation for United Nations couftnesmber countries are certainly

encouraged to do $9.

Regional economic or trade communities involvingzeleping countries often require or encourage
member countries to enter into téreaties with each other. For exampin 2007 the Association of
Southeast Asian Nations (ASEAN) Finance Ministagseed to “accelerate the completion of bilateral
agreements on avoidance of double taatind co-operation on other tax mattéfsThe Southern
African Development Community (SAD®as similarly agreed that “Mdyar States will take such steps

as are necessary to establish amongst theessalecomprehensive (tax) treaty netwdrk”.

Countries may also agree to enter into tax treaty trggms as part of arrangements to enhance bilateral

relations or in the context of close trade or econom

21
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5. Summary of costs and benefits to developing countries
of having tax treaties

5.1 Benefits
X Increased foreign investment

By providing a clear, transparent, non-discrimimat and predictable taxenvironment, developing

countries may facilitate and encourage foreign imaest. While it seems self-evident that taxpayers
looking to invest in another country will be encouragedio so when they have confidence in the tax
system of that country, there is little empirical evidemo show the extent to which the entry into a tax
treaty will result in increased foreign investment. Néwaess, it would appear that, for developing

countries, a link can be made between conclusientak treaty and increased foreign direct investrifent.

Provision for tax sparing under the treaty may be ofiqdar benefit to developing countries to the
extent that it prevents revenue forgone by thenty under its tax incentives being soaked up by the

country of residence of the foreign investor.

However, tax treaties alone will not ensure increafsgdign investment if the underlying legal and
economic infrastructure does not effectively suppodhsimvestment. For example, a lack of suitable

investment protection (for instance, where there is a

22
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developing countries, especially between neighlngudountries or members of a regional economic
community) tax treaties can provide the benefits ofdased certainty with respect to taxation, and may
resolve particular issues that have arisen betweetwb countries. While there may be little likelihood

of attracting significant additional foreign investmehtough such treaties, the existence of a treaty
would be expected to facilitate and encouragessborder investment flows and economic activity

between the two countries.

X Improved consistency of tax treatment

23
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absence of a permanent establishment, fixed basagiterm presence), the actual revenue forgone may

not be significant.

The revenue cost of source tax limitations impdsethx treaties will largely depend on the capital flows

between the countries. However, it is important to consider not just the existing flows, but also the

24
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means also that the revenue impacts of early tremi@gsbe greater than thercent level of investment
from these countries may suggest. i®hhese risks can be reduced by the inclusion of certain treaty
provisions such as Limitation of Benefits articlesaoti-avoidance provisions in Articles 10, 11 and 12,

treaty abuse and treaty-shopping are difficult to eliminate entirely.

X Risk of double non-taxation

Tax treaties can create unintendedfie non-taxation where a treaty provision precludes taxation in one
country of income or capital that is not taxedhe other country. For example, the treaty may preclude
source taxation of certain capital gains. If the ottmmtry does not impose capital gains tax, the result
will be that the capital gain is not taxed in eitlstate. While in some cases the contracting States may
deliberately provide that certain income is not sulj@¢ax in either country (for instance, in the case of

short-term visits by foreign teachers), tax treatiesg@nerally not intended tweate double non-taxation.

Tax treaties with low-tax countries may also resulfonble non-taxation and/or in reductions in revenue
without reciprocal benefits in the other countijax treaties with low tax countries may provide a
competitive advantage to investors from such coestaver domestic investors or investors from other
treaty partner countries, since the overall tax burdemwestors whose income is not subject to tax (or is
subject only to very low tax rates) in their coundfyresidence will be significantly lower than the tax
burden on investors who have to pay ordinary taestalreaties with low-tax countries are also likely to
encourage treaty-shopping through those countriestiese reasons, and in the absence of a risk of
significant double taxation of cross-border invesitnéom low-tax countries, developing countries
should carefully consider whether tax treaties witbhsaountries are in their best interests. Any tax
administration concerns with these countries migbt better addressed through Tax Information

Exchange Agreements.

x Changes and/or clarifications to domestic law

Certain changes to, or clarifications of, domestie faay be required to ensure that the treaty can be
properly applied and administered. It may be necedeapact law that provides that, in the event of any

inconsistency between the treaty a

25
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Tax Treaty Policy Framework and Country Model
Ariane Pickering

1. Introduction
All countries would find it beneficial to developtax treaty policy framework and a model treaty before

entering into negotiations. Youve&ato ‘know what you want’.

The policy framework should set out the main pobeycomes that your country wishes to achieve under
its tax treaties. It should identify:

X policy outcomes that are most beneficial to your country;

X outcomes that must be achieved in any negotiation; and

x how much flexibility negotiators have on other issuincluding what is their ‘bottom line’ (that

is to say, the minimum outcome that must be achieved).

The model treaty should reflect the country’s keyigyoand drafting preferences, having regard to

international treaty norms and to domestic law.

This paper seeks to provide guidance to developimgntries on how to develop a tax treaty policy

framework and their own model tax treaty.

2. Policy framework for developing countries

2.1 General
i. As far as practicable, countries should follow the international norms for tax treaties, with respect to

structure and policy positions.

For developing countries, these international noares mainly set out in the United Nations Model
Double Taxation Convention between Developad ®eveloping Countries (“United Nations Model
Convention”). The Organisation for Economic Quecation and DevelopmestModel Tax Convention

on Income and on Capital (“OECD Model Conventipig also important and, for some countries, a

29
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the country may prefer to include a provisioattpbrovides for source taxation on a gross basis,
even if the tax rate provided under thesatly is lower than the domestic law rate.

A right to tax under a treaty that cannot bereised under domestic law, or that cannot be
collected in the ordinary course of tax administratis likely to be of little value to a country.
For example, there would be little revenue birnefbe gained by providing for source taxation
of pensions (in accordance with Article 18 (2) (Alternative B) of the United Nations Model
Convention), if such pensions are not tagabhder domestic law. There may however be
circumstances in which a country would wishpteserve a taxing right that cannot currently be
exercised under existing domestic law (for insegnwhere it is anticipated that future
governments may wish to change that domestic law).

In some circumstances, non-tax laws may bevagie For example, social security pensions may
not be payable to non-residents. If this is ¢thse, that country will not pay cross-border social

security payments and negotiators shouldimgist on source taxation of these payments.

v. Countries should take into account the ability of their tax administrations to comply with treaty

obligations.

2.2

X

For example, some treaties require tax admatisins to collect taxes on behalf of a treaty
partner. If the tax administration does not havelégal or practical ability to do so, that country

may wish to consider not including the articde amending it, or delaying its implementation.

International norms
Coverage

Tax treaties apply to individuals and entities tha egsidents of one or both of the treaty partner

countries. Generally, residential status will be dateed by the domestic law of each country. However,

for treaty purposes, the United Nations Model Cotiven(like the OECD Model Convention) specifies

that the person must be “liable to tax'tive country by reason of particular criteria.

Treaties apply to all income taxes, including cdpj&ins taxes, taxes on profits, withholding taxes and

tax on salaries. In some circumstances, other taxdsasitonnage taxes, or minimum taxes may also be

covered.

The United Nations and OECD Model Conventions ajgaly to taxes on capital, such as wealth taxes.

X

Distributive rules

31
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Capital: The allocation of taxing rights over capitalngeally mirrors the allocation of rights to

tax income.
X Elimination of double taxation

Where source taxation is permitted under the tax treatycdhntry of which the taxpayer is a resident is
required to relieve any resulting double taxation. Th&y be achieved by exempting the income that is
taxed at source (exemption method), or by providiogedit for the foreign tax against the tax liability of

the taxpayer in the country of residence (credit method).

Though not included in the United Nations Modebn@ention itself, some treaties entered into by
developing countries include tax sparing provisidbeveloping countries may seek to attract foreign
investment by offering tax incentives with respectctrtain activities. However, if the country of
residence of the investor provides relief using tleglitrmethod, the benefit of the tax incentives may be
effectively passed to the foreigreéisury instead of the investor. Peeserve the benefit of the source
country tax incentives, tax sparing provisions providiefrlom taxation in the country of residence as if

tax had been paid in the source country.

X Non-discrimination

International tax treaty rules prevent either couritom applying discriminatory tax rules in certain

circumstances. These are:

nationals of the other country snaot be taxed more harshlyatinthe country’s own nationals;

tax discrimination against stagsk persons is not permitted;

a permanent establishment of an enterprise nesitdethe treaty partner cannot be taxed less
favourably than a local enterprise;

payments to a resident of the other countrysinhe deductible undehe same conditions as if
paid to a local resident;

foreign-owned resident companies cannot bedax®re harshly than locally-owned resident

companies.
X Mutual agreement procedure

A key benefit of tax treaties is that they alldhe tax administrations to consult together on the
application and interpretation of the treaty and to respkement on how best to achieve the aims of the

treaty, especially removal of double taxation.eTimutual agreement procedure is most commonly
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invoked in the context of transfer pricing and graflocation. The two tax authorities may agree on the

allocation of profits within a multinatiohanterprise operating in both countries.

In the case of disputes as to the proper attributib such profits, taxpayers themselves may seek

agreement between the tax authorities of thedwmtries under the mutual agreement procedure.

A recent addition to the United Nations and OE®@del Conventions is a provision for binding
arbitration in treaties (for instance, paragraph 5 efNtutual agreement proce@uArticle of the United

Nations Model Convention).

X Exchange of information

A tax treaty authorises and requires tax administratiorexchange relevant tax information, including
information held by finanal institutions. This is a very powetftool in preventing fiscal evasion by

taxpayers.

Some countries seek to include an article in ttremties that provides for reciprocal assistance between
the two tax administrations in collecting outstanding liabilities. This helps to ensure that revenue

claims in both developed and déng countries can be enforced.

2.3 Designing a policy framework
A developing country’s tax treafyolicy framework should take intaccount international norms. At a

minimum, the treaty should cover elimination of dieutaxation on income, non-discrimination, mutual
agreement procedure and exchange of tax informafibe OECD Model Convention and United Nations

Model Convention provisions on these aspects of a tax treaty should be accepted as representative of the
international standard by any country if it wishes tteemto tax treaties, although there may be room for

negotiation with respect to certain ditgwhich are discussed further below).

Other aspects of a tax treaty may be open to negotistimh, as coverage of capital taxes, and levels of
source taxation permitted under the treaty. Departures fhe international models will almost always
increase the difficulty of negotiating a satisfactory tredtccordingly, countes, especially those with
limited negotiating capacity, should deviate from thiermational norms only sparingly (for instance,

where there is a clear national interest in d@io On these aspects, each country should determine:

a. its preferred position;

b.  the priority the country places on achieving that position; and
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c. the degree of flexibility available to negotiators and any fixed ‘bottom line’.

2.4 Distributive rules
The allocation of taxing rights between the souesel residence countries is generally the most

controversial part of tax treaty getiations. The distributive rules of a treaty, which are set out in the
United Nations Model Convention in Articles 6 to 2&termine how the taxing rights will be allocated
with respect to different categories of income. daveloping its tax treaty policy framework, it is
important that each country decide its preferred jpositn the balance of source and residence taxation,
the priority it gives to maintaining that prefernedsition and, where flexibility is appropriate, the bottom

line for negotiators.

A developing economy with minimal outbound investment

36
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3)

Example: Article 16 of the United Nations Model Convention provides for taxation of directors’
fees in the country in which the company is a resident. Some countries may not be able to

exercise this taxing right unless the director’s activities are performed in that country.

Is the proposed source taxation treatment consistent with the method of taxation of that category

of income under domestic law (for instance, net taxation by assessment, withholding, etc.)?

Example: Article 7 of the United Nations Model Convention provides for net taxation of business
profits. However, certain payments that are classified for treaty purposes as business profits (for
instance, fees for technical services) are taxed on a withholding basis under the domestic law of
some countries. Such countries may wish to consider whether to adopt a different approach under

their treaties.

Ease of administration

Does the proposed treatment present any particular difficulties for the tax administration of your
country? Such difficulties may include issues relating to administrative burden, especially where
tax liability is determined by assessment by tax authorities (rather than self-assessment or

withholding), or relating to interpretation or application of treaty provisions.

Example: Difficulties can arise where an undefined term used in the United Nations Model
Convention (for instance, “paid” in Article 11) is interpreted in the Commentary in the way that is

contrary to the established meaning of the same term for purposes of domestic law.

Is relevant information that is necessary for the administration of the provision readily

obtainable?

Example: Article 8 (alternative B) of the United Nations Model Convention allows a country to

tax “an appropriate allocation of the overall net profits” of a non-resident shipping enterprise.
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Example: Many countries choose to simplify compliance by taxpayers by not including the “force
of attraction’ provisions of the United Nations Model Convention in Article 7(1). Others may
consider that the provisions of Article 5(3)(b) of the United Nations Model Convention relating to
the existence of a deemed services permanent establishment create an undue compliance burden

on taxpayers.

Countries are well advised to follow the provisiaighe United Nations or OEC/( pro64)ionTc .1481 Tol(m)7-s
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3)

4)

5)

Finally, countries should be forward-looking instging their policy framework and Model. Treaties
usually last for many years — often decades. Rdizmgm of a treaty is time-consuming and expensive,

so it is worthwhile to consider policies that aodbust and sustainable in the long term, and that have

How much of a priority is it for your country that this outcome be achieved, vis-a-vis other
issues? Is this an outcome that must be achieved, or something that is highly desirable but not

essential, or is achieving this outcome not of particular importance to your country?

As far as possible, departures from the international norms should only sought for important
issues. If a policy outcome is preferred, but not important, countries with limited negotiating

skills and experience may be better off focussing those resources on achieving key outcomes.

Achievability
Is this treatment likely to be readily accepted by the treaty partner country? Is it consistent with

regional norms? Have other countries sought or accepted this approach in their treaties?

Flexibility
Is your government prepared to allow negotiators any flexibility on this issue? Is this a deal-
breaker? Is there scope for compromise (for instance, different time threshold, different rate limit,

exclusion/inclusion of certain provisions)?

If no flexibility is possible at the time of negotiation, would negotiators be permitted to agree to a
Most-Favoured-Nation provision? Such a provision could create an obligation to provide similar

treatment if a more favourable position is agreed in a treaty with another country.

Fall &mckpositions
If there is scope for compromise, what fall-back positions would be acceptable to your

government? What is the bottom line?

regard to likely developments within theuntry and in the international tax context.

If possible, the policy framework and Model sholld agreed on a whole-of-Government basis. In
particularly, the support of the Ministry of FinanceToeasury is important in ensuring that the treaty

policy is consistent with the Government’s objectiv®sher ministries, such as those responsible for

foreign policy or trade, may also be relevant.

Policy concerns that are commonlyceantered by developing countrieadahe issues that they raise for

designing a model tax treaty, are discussed in more detail below.
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3. Designing a Model Tax Treaty

Countries should develop a model tax treaty (Modkdt reflects the key
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their domestic law. Deviations from the texttbke United Nations or OECD Model Conventions may
well be taken to signal that the negotiators intendeathieve a different outcome to that provided under

the Models. By adopting the text used in the rel¢Wdodel, countries are able to demonstrate their
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Where doubt exists, it may be useful to clarifytiire country Model whethesuch entities are to be

regarded as a “person” or a “resident” for treaty purposes.

3.2 Taxes covered

Capital taxes
While both the United Nations and OECD Model Canti@ns cover capital taxes, some treaties do not.

The decision whether to include capital taxes in drigaty depends on whether such taxes are imposed in
both treaty partner countries. If both countries impose capital taxes, then double taxation can arise where
capital belonging to a resident of one countrytaised by the other country. In these circumstances,

provisions to eliminate such double taxation shdadldncluded in any treaty between the two countries.

However, not all countries impose capital taxes undeir ttlomestic law. In designing their Model,
countries that do not themselves impose capital taxeneditl to consider whether they wish to cover

capital taxes.
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If a developing country that does not currently imposétalaiaxes decides to include this Article, and is
concerned about limitations on future policy optiorihwespect to capital taxes, one option may be to
provide, in respect of capital that is not otherwise ifijpatly dealt with under the article, for taxation in
the country where the capital is sitedt This would ensure that, if the future that country introduces
capital taxes, the treaty would not limit their applicat{other than with respect to capital represented by

ships and aircraft used in international traffic).

Some treaties provide, for examplbat all other capital may be taxed in both countries. If double
taxation arises as a result, the country of residenteedbixpayer would be reged to provide relief. An

alternative approach is to provide for taxation anlyhe country where the capital is located. However,
this is likely to be more difficult to negotiate senfew countries are prepared to give up taxing rights

over their own residents.

3.3 Distributive rules
Treaties provide for different methods of source tiaxaand for certain minimum thresholds for taxation

of income derived by non-residents. The methad threshold depends on the category of income

derived.

Business activities
Treaties generally provide an exemption from souec&tion for income derived from temporary or

preliminary business activities of non-resident entegsti The aim of these provisions is to reduce the tax
compliance burden of such enterprises unless they daubstantial participation in the economy of the

host country. The relevant threshofds source taxation are as follows:

Fixed place of business
Business profits of a non-resident will be taxabléhim source country only if the non-resident enterprise

has a permanent establishment (PE) in that coumiytlze profits are attributable to that PE. A PE is

primarily defined as a fixed place of business throwglch the enterprise conducts its business. A place
of business will generally be regarded as ‘fixed’ iéttlplace is at the disposal of the non-resident

enterprise for at least 6 months.

This threshold for source taxation is widely adedpby both developing and developed countries for
most non-service business activities (for instance, manuéadtotels, mining, retail, etc.). For service

activities, the United Nations Model Conventiocludes an additional time threshold (see below).
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Countries with significant natural resources, esplgciaff-shore resources such as gas or petroleum
reserves, may consider that a lower threshol@&gdpropriate. These countries often include special
provisions in the definition of “permanent estaliigent” (such as provision® deem substantial
equipment or natural resource activities to be & ®Einclude an Offshore Activities Article which

provides a shorter time threshold in respect of such activities.

Some treaties also provide an exception to thalfplace of business threshold in respect of insurance
activities. For example, countries that impose tax @enltsis of gross premiums paid to non-resident
insurers under domestic law may presdahaoperation of this law under tax treaties, sometimes with the
rate of tax being capped to a certain percentage (for instance, 5% or 10%) of the gross amount of the

premiums.

Construction sites
While the OECD Model Convention provides forla-month threshold for construction and assembly

projects, a 6 month threshold is provided under thmited Nations Model Convention and is widely
accepted internationally. Some developing countries aeshorter time threshold in their treaties (for

instance, 90 days).

In designing a Model, the time threshold should noeke than any domestic time threshold for taxation
of such activities. Doing so could lead to double-tepration of income of non-resident construction or
assembly enterprises in treaties wéthuntries that apply an exemptiorssm (that is to say, where the
income that may be taxed in the host State underehtytrs exempted from tax in the other State). This
is because, while the treadigcords the host State the right to taxittoeme, that State would not be able

to exercise that right if the construction désts less than the domestic law time threshold.

Services
Income from services is commonly dealt with under abemof different articles of a tax treaty. Under

the United Nations Model Convention, services arended to constitute a PE (and therefore be taxable

under Article 7 unless dealt with under another specific article) where:

Supervisory activities in connection with a buildisite or assembly project etc. are carried on in
the State for more than 6 months; or

Services are performed in a &t&br the same or connected project for more than 6 months.

These additional threshold provisions, though not parthe OECD Model Convention, are widely

accepted in treaties with developing countries.
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Another threshold that is not found in eithee tbnited Nations or OECD Model Conventions, but is
found in a few treaties, deems a PE to exist where suladtaquipment is used g State. This additional
threshold is particularly relevant to countriesthwoff-shore natural resources, since large mobile
equipment such as oil rigs may not meet the criteriéeing a fixed place of business. As noted above, a
lower time threshold is provided where the equepinis used for natural resource activities. The

substantial equipment provision may alsadlevant to domestitansport operations.

Specific types of services are dealt with under thieviding provisions. Where these provisions apply,

they will have priority over the general rule®pided in respect of services income in Article 7.

Profit Attribution
Treaties seek to avoid the double taxation thatarégse as a result of differing attribution by the two

countries of profits to a permanent establishmamder Article 7 (Business profits) or to a related
enterprise under Article 9 (Associated enterpris®¥ghile the arm’s length standard is common to
virtually all tax treaties, countries need to decidedktent to which dealings between different parts of
an enterprise should be taken into account. Ia thgard Article 7 of the United Nations Model
Convention differs from the OECD Model Conventionthat it generally disallows deductions for
amount “paid” by a permanent establishment to anqiherof the enterprise such as the head office.
Countries that wish to adopt the more limited appraagirofit attribution should be careful to follow the

wording of the United Nations Model Convention Article 7.

The United Nations Model Convention also providesliimited ‘force of attraction’, which allows the
source country to tax, in addition profits attributable to a permanent establishment, profits arising in
that country from sales of the same or similar goods, or the provision of the same or similar services.
Although this approach is not commonly found, eiretreaties of developing countries, those countries
that wish to provide for such force of attractisimould include in their Model the additional wording

found in the United Nations Model Convention.

International traffic (Article 8)
Article 8 of the United Nations and OECD Modebrtventions deal with income from international

transport separately from other business profits, piiynlaecause the usual rules for taxation of business
profits would be difficult to apply in the context ofternational transport operations since airlines and

shipping operators would be likely to have a PEniany countries. Furthermore, the calculation of the

%0 See discussion in paragraphs 1-3 of the CommyeateArticle 7 of the Unité Nations Model Convention.

46



E/c.18/2013/crP.7

profits attributable to each PE is very difficulne® much of the income dees from activities carried

out on or above international waters.

International treaty practice is to provide for profitsm international transport by air, or by boat in
inland waterways transport, to be taxed onlythie country where the place of management of the
enterprise is situated. The OECD Model Convantiaticle 8 and United Nidons Model Convention
Article 8 (alternative A) provide for similar treagémt of profits from international shipping. United
Nations Model Convention Article 8 (alternative Bjovides a different approach which allows the
source country to tax a percentage of the overatl profits from the shipping operations if such

operations in that State are more than casual.

Another approach found in some treaties is to allogvsource country to tax income from international
shipping in accordance with domestic law, but to cedilne tax payable by 50 percent. This allows those
countries that apply source taxation on a gross batlie tiseight payable onogds or passengers shipped

in that country to continue to do sbeit at a reduced rate of taxation.

Developing countries will need to decide which ajgtothey should adopt for international shipping,
having regard to their policy preferences, administeatiapacity and their domestic law. They may also
want to consider whether profits from internationada@nd rail transport should be dealt with under this

Article, or in accordance with the usual rules of Article 7 for business profits.

Income from independent personal services (Article 14)
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reason, some countries like to clarify that this artagplies only to individuals, while others extend its

scope to activities performed leytities such as companies.

Since Atrticle 14 refers to ‘income’, countries thax independent personal services incomes on a gross
basis under their domestic law are not precluded fdmmg so under this article. However, as the
majority of countries apply Article 14 to net income, countries that wish to apply gross basis taxation

should clarify this during negotiations.

Some treaties include a third threshold which allewuntry to tax incom&om independent personal

services where income exceeding a monetary thresbgbéid by a resident of that country or a PE
situated in that country. Such a threshold wasipusly found in the United Nations Model Convention
but was deleted in 1999. Countries considering whetilhvénclude such a provision should note that

monetary thresholds are difficult to admieisand the amount becomes meaningless over time.

Independent personal services income may alsdeladt with under provisions dealing with fees for
technical services (see below). Where a treaty includes technical services provisions, the relationship
between the two articles should be clarified, fatamce by excluding such fees from the scope of Article

14.

Fees for technical services
Under their domestic law, many developing coigstrcollect withholding tax on fees for technical

services paid by one of their residents or borne B¥ asituated in their country. The application of the
usual tax rules for business proffisovided under Article 7 may present an administrative problem for
fees that are taxed on a withholding basis underedtimlaw, since there may be no mechanism for
reporting this income 