PART THREE

SUGGESTIONS RELATING TO THE APPLICATION
OF THE ARTICLES OF THE UN MODEL CONVENTION
AND PROCEDURAL ASPECTS
OF TAX TREATY NEGOTIATIONS
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suitable for transmission. In addition, the ott@mpetent authority may find it burdensome merely
to process a volume of data routinely transmittethb first competent authority. Moreover, a tax-
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may be willing to let the taxpayer decide whemteokke the process and thus they may stand ready
to have the process invoked at any point startiitly the proposed adjustment.

At a minimum, taxpayers must be informed when they
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large number of initial adjustments. The requiretrteat the initial adjustment conforms to an
arm’s length standard, however, may provide asefit safeguard against overly aggressive initial
adjustments.

To be effective, a treaty with a correlative adjusit provision must provide that any
procedural or other barriers to the making of the ¢
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reducing or eliminating the adjustment also wowddms unwarranted. It might be appropriate,
however, for a State to allow deferral of paymdniaa in hardship cases as long as interest at a
market rate was payable currently, appropriatersgdar payment was established, and the related
persons were required to adopt a consistent methaccounting, under which a deduction for the
royalty due but not paid would be deferred unt treferred tax payment was made.

E. Operating procedures

Taxpayer participation. All Contracting States are likely to favour somgae of taxpayer
participation in the competent authority procedureést a minimum, the States would allow
taxpayers to present relevant information to threetent authority of their State of residence and t
respond to requests for information from their cetept authority. Some States may be prepared to
allow taxpayers to present legal briefs or evermtike an appearance before the competent
authority.

Taxpayers have sometimes sought the right to lvad directly in the actual consultations
between the Contracting States. Allowing this degsf taxpayer participation is likely to extend
and distort the consultative process. It will ext@& because taxpayers are likely to want a smhuti
that minimizes their current and future taxes, whsrthe interests of the Contracting States may be
in achieving an appropriate policy framework fottlggy the current matter and related future
matters. It may distort the process by conveiitingo a quasi-judicial procedure in which alleged
rights of the taxpayer are being vindicated. A teeaty, however, is an agreement between
sovereign States and should be interpreted to advdne tax policy goals of the States, not the
private interests of particular taxpayers.

The competent authorities ought to require taxpgyas a condition for invoking the
competent authority procedure, to submit the reiewrdormation needed to decide the matter. In
addition, some competent authorities may requitegrey appropriate, that data furnished by a
taxpayer be prepared as far as possible in accoedarith internationally accepted accounting
standards so that the data provided will have senifermity and objectivity. Progress has been
made in developing uniform international accountsigndards, and the work of competent
authorities should be aided by this development.

Timing issues. If a time limit on the invocation of the competanthority procedure is to be
imposed, the limit should be promulgated, and thiatgat which the time begins to run should be
defined. Article 25, paragraph 1, provides thease “must be presented within three years from the
first notification of the action resulting in tai@ not in accordance with the provisions of the
Convention.” This paragraph establishes the matifon date as the starting point and sets three
years as the time limit. In bilateral negotiatiotiee Contracting States might wish to give the
competent authorities the power to waive thesddimiappropriate cases. The three-year limit may
be inappropriate if the Contracting States wanpagers to exhaust domestic remedies before
invoking the competent authority mechanism.

Methods of consulting. The competent authorities must decide how thausaltation is to

proceed. Presumably, the nature of the consuitatith respect to a particular case will depend on
the character of the case and the likelihood thmatlar cases are forthcoming. The competent
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authorities should keep the consultation procediesgéble and should leave every method of

133



otherwise to assist in the resolution of an extigrdéficult case or a case that has reached an
impasse. These experts might be persons currentiyreviously associated with other tax
administrations and possessing the requisite extpegiand technical competence.

Effect of agreement. In developing their competent authorities procegd8tates must decide
on the legal effect of a taxpayer’s invocationtadttprocedure. In particular, they must determine
whether a taxpayer is bound by the decision oftimepetent authorities in the sense that it gives up
rights to alternative review procedures, such asuese to domestic administrative or judicial
procedures. Some competent authorities may dbsiréheir actions be binding because they do not
want to go through the effort of reaching agreemerith their counterparts in the other State omly t
have the taxpayer reject the result if he feelgdre do better in the courts or elsewhere. Other
competent authorities may not want to bind taxpayercause they think that taxpayers might
respond by unduly delaying the invocation of theapetent authority process for strategic reasons.
If the competent authorities want their procedared exclusive and binding, they must establish the
necessary rules under the general delegation bbetyt granted to them in article 25, paragraph 4.
In particular, they might require the taxpayer enwe recourse to alternative domestic procedures as
a condition for invoking the competent authoritggedure.

In some cases, a State wishing to make competémréty decisions final may not be in a
position to do so under domestic law. Article @&;agraph 4 gives competent authorities the power
to “develop appropriate bilateral procedures, ctowas, methods and techniques for the
implementation of the mutual agreement procedur&.’State may consider, however, that its
domestic law requires a more explicit statemenawthority to permit the competent authority
procedure to be binding. For example, the Statg view article 25, paragraph 1, referring to
remedies under national laws, as requiring it v gffect to those remedies if they exist. Oratym
interpret its prior practices as settling the iptetation of article 25 in favour of a preservatain
domestic appeal rights. In that event, the Statgwish to negotiate specific language in artiéle 2
that makes clear that it does have the authoritpnéke the determinations of the competent
authorities final. In some cases, a change in dtimkegislation also may be required.

F. Publication of competent authority procedures ad determinations

The competent authorities should make public tbequures they have adopted with regard to
their consultation procedure. The descriptiorhefirocedures should be as complete as is feasible
and at the least should contain the minimum pro@dspects discussed above.

Where the consultation procedure has producedstastive determination in an important
area that can reasonably be viewed as providingidego the viewpoints of the competent
authorities, the competent authorities should agwvalprocedure for publication in their countries o
that determination or decision with sufficient dieta make the published decision useful to
taxpayers confronting similar issues. Of courseje aspects of a competent authority procedure
must be kept confidential, to protect, for examplnmercial secrets. The legitimate rights of
taxpayers to confidentiality with respect to thieusiness affairs and the right of the public to
understand the developing body of law can be balhbyg lagging publication by some months and
by editing out unnecessary details.
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The competent authority procedure should not beawughicle for developing a private body
of tax law. A basic requirement of a fair legajirae is that taxpayers be informed of the laws unde
which they are governed. An excessive privacy wébpect to the decisions of the competent
authorities can result in only a favoured few ustharding important aspects of the relevant tax law.
In addition, excessive secrecy can create an amvient in which corruption can flourish.

ll. SUGGESTIONS FOR TRANSFER PRICING*

From a financial perspective, transfer pricing &haps the most important tax issue in
international taxation. Over 60 per cent of intern
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acceptable to a State if the various errors from us
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United States of America. Only in the 1960s, hosveglid countries develop a systematic approach
towards transfer pricing in the international arena

The verbal formula used in a tax statute to autlearse of an arm’s length standard is not very
important, for it is the detailed implementatiotesithat actually give substance to that standard.
The various statutory approaches followed by coestfall into the following four categories,
namely:

1.  Countries which have included a specific refeecto the arm’s length principle (or to
open market prices), and to adjustments in cadewétions, in their tax laws, e.g., Australia refe
to considerations less than arm’s length consiaerai(Section 136 AD Income Tax Assessment
Act) and the United Kingdom mentions “the price @it might have been expected to fetch if the
parties to the transaction had been independesbperdealing at arm’s length” (Section 770
Income and Corporation Tax Act 1988 — formerly smtc85).

2. Countries which permit prices to be adjustechise of associated enterprises, without
explicit references to the arm’s length princifbe,example, France (Article 57, General Tax Code

139



140



property is, by nature, unique. Patent licensésden unrelated persons may not provide a good
indication of an arm’s length royalty for a licene€ a particular patent between associated
enterprises because it may not be possible tolestdbat the usefulness and profit potential ef th
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CUP method, the arm’s length price for a transacimong associated enterprise (controlled
transaction) is the price charged in comparabtesttetions among unrelated persons (uncontrolled
transactions). Under the resale price method, whic
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3. Role of form chosen by associated enterprises

Normally, tax administrations, in testing contrdllgansactions, should accept the form of
those transactions. For example, if a parent ¢atfmm makes a sale to a subsidiary of all rights t
patent, and the price for the sale is a lump suyalga at the time of the sale, the sale format lshou
usually be accepted, and a tax administration shaat re-characterize the transaction as a license
or as a sale in exchange for a series of paymentgigent on the revenues generated by the patent
or the subsidiary’s use of it.

However, if the structure chosen by the associatéglprises differs from the substance of the
transactions, that form may be disregarded, analdhsactions may be re-characterized consistently
with their substance. For example, a transfer fparent corporation to subsidiary, which the
parties have characterized as a loan, may be maatkazed as a capital contribution if the
substance of the transaction is equity, rather tiednt.

The OECD Committee on Fiscal Affairs has also idiextt a second circumstance justifying
disregard of the structure chosen by associatexdmiges:

“where, while the form and substance of the tramgaare the same, the arrangements made
in relation to the transaction, viewed in theiatay, differ from those which would have been
adopted by independent enterprises behaving imaneucially rational manner and the actual
structure practically impedes the tax administratio
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4. Arm’s length ranges

In some situations, several comparable uncontrateeasactions can be identified, and the
prices at which those transactions took placediffach an arm’s length range may occur because
various sellers charge different prices in esskyi@entical transactions due, for example, tdrthe
relative skill in bargaining. Indeed, in a markétere buyers and sellers have imperfect information
about each other, some range of prices is to becteqh. A range of prices also can result from the
fact that the uncontrolled transactions are nattidal, either with the controlled transaction athw
themselves. For example, the goods or servicesdifgy in small ways or other terms of the
transactions may not be identical.

When faced with an arm’s length range, a tax adstration might first ask whether the range
can be narrowed by refining comparability standagsluding, for example, all uncontrolled
transactions other than those most comparabl@toditrolled transaction and making adjustments
to the terms of the uncontrolled transactions tea@ce comparability. Once the range has been
sufficiently narrowed, the controlled transactidrogld be accepted as having occurred at arm’s
length if it falls within the range. If the conlied transaction is outside the range, an adjustisen
appropriate to bring it within the range. This htipe done, for example, by restating the price in
the controlled transaction at the median of thegwiin the uncontrolled transactions. If the
circumstances suggest that the taxpayer, in setsipgices outside the range, had not acted id goo
faith, the tax authorities might set the arm’s kngrice at a point within the range that would be
least beneficial to the taxpayer.
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reported by that enterprise. It may be also relevehether the goods or services sold by the
enterprise are at the beginning, middle or endmauct cycle.

Facts and circumstances from later years mighteselevant. However, tax administrations
must be careful not to apply the arm’s length ppilecunfairly by hindsight, basing decisions on
facts and circumstances that could not reasonadle lbeen anticipated when the controlled
transactions were made. In some cases, nevedhéliesisight may be used to set prices if it
appears from the facts and circumstances that tmotied persons would have made use of
hindsight in setting the price. Assume, for examgilat Company P, a parent corporation, transfers
intangible property to Company F, its foreign adifié, at a time when the value of that property is
nearly impossible to determine. It is determirteat incontrolled parties engaged in a comparable
transfer would avoid the difficult pricing problelny entering into an arrangement that made the
compensation for the intangible property a functibthe profits derived from its future use. lath
event, a price set by hindsight would be the aferigth price.

C. Traditional methods
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insurance and other delivery costs that are incuicl¢he controlled price, but not the uncontrolled
price.

The CUP method is often not useable if the pridgd@controlled or uncontrolled transactions
is materially affected by intangible property usegroducing or marketing the goods or services
(e.g., a patent or a trade mark). For examplaleacf branded goods is not comparable to a sale of
unbranded goods unless the brand has no mateli@ @ais owned solely by the purchaser of the
goods. Similarly, a sale of goods under one traatae is not usually comparable to sales under
other trade names because each trade name is unique

However, the OECD Committee on Fiscal Affairs state

“The difficulties that arise in attempting to maleasonably accurate adjustments should not
routinely preclude the possible application of @dP method. Practical considerations
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subsidiary’s customers. More generally, compaitghd importantly affected for purposes of this
method by the assets used, risks assumed, and ratterial factors relating to the functions
performed by the controlled and uncontrolled bugseéllers.

The resale price method is most appropriate ifpinehaser in the controlled transaction
resells the goods or services without further mactuire or other transformation. If the functions

performed by the purchaser go substantially beyesale, it is not likely that the taxpayer or e t
administration can identify uncontrolled transactio
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fixed quantities of irons each month, whereas Camgpamaintains an inventory of finished goods
and is subject to the vagaries of market demaractimpanies’ operations are not comparable
because Company A has assets and risks that CorBpaogs not have. Company B may not be

used as an uncontrolled comparable for Companyréisactions unless reliable adjustments can be
made for these differences.

The relative efficiencies of the controlled and amicolled producers are an important
consideration in this context. For example, if Com
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those regulations, there is no formal priority @throds. The selection of methods is made under the
so-called best method rule. Under that rule, arotlad taxpayer must use the transfer pricing
method that provides the “most reliable measuredrofirm’s length result under the taxpayer’s
particular facts and circumstances. In selectimgthod, two important factors must be considered:
compatibility and the quality of data and assummioMethods relying on uncontrolled transactions
with the highest degree of comparability are tpheferred.

The difference in the approach of the United Statésnerica and the approach advocated by
the OECD may not be very different in practice.eT@MECD guidelines provide that the newer
methods may be used only as a last resort, whéneddnited States of America would apply a
newer method whenever it constitutes the bestawailmethod. In practice, the newer pricing
methods are mostly used in the United States ofrimén cases involving valuable intangible
property. In those cases, the traditional mettaodsisually difficult or impossible to apply. e

traditional methods cannot be applied, the appticadf a newer method would be, in the OECD
formulation, a “last resort.”

[ll. SUGGESTED ARRANGEMENTS BETWEEN COMPETENT AUTH
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The items covered under a routine transmittal @harge of information may extend to
regular sources of income flowing between countisesh as dividends, interest, compensation
(including wages, salaries, fees and commissioagglties, rents and other possible items whose
regular flow between the two countries is significalt should be recognized, however, that at
present many countries are not in a position tpkuputine information of this type because their
tax collection procedures do not provide the neatid. In most respects, information routinely
provided is likely to be far more valuable to tbeeaiving country if it is provided in electroniaiio.

b) Transactions involving taxpayer activity
A routine exchange of information may cover certsignificant transactions involving
taxpayer activity.
() Transactions relevant to the treaty itself:
- Claims for refund of transmitting country tax mauale residents of receiving
country;
- Claims for exemption or particular relief from teamitting country tax made by
residents of receiving country.
(i) Transactions relevant to special aspects efi¢igislation of the transmitting country:
- Iltems of income derived by residents of the naogi country that receive
exemption or partial relief under special provisiaf the national law of the
transmitting country.

(i) Transactions relating to activities in theamismitting country of residents of the
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- Developments affecting the taxation in the transngjtcountry of regular sources
of income flowing between countries, especiallythsy affect the treaty,
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information are radically reduced. If the recet/itountry is accustomed to dealing mostly with
electronic data, it may have difficulty making goase of certain information provided in paper
form, especially if much of that information is rgarticularly useful.

3. Factors to be considered by the transmitting aotry

The transmitting country should consider factofsaing its ability to fulfil the requirements
of a routine exchange of information. Such a ad&rsition should lead to a more careful selection
of the information to be routinely exchanged, airggcexchanges of information that will be of little
practical use to the receiving country.

Among the factors to be considered is the admatist ability of the transmitting country to
obtain the information involved. This ability isfanction of the general effectiveness of its
administrative procedures, its utilization of withting taxes, its utilization of information retrn
from payers or others and the over-all costs adiobtg the information, and the extent to which its
reporting agents provide information in electroimion.

4. Factors to be considered by receiving country

The receiving country should consider factors aifggits ability to utilize the information
that could be received under a routine exchangéaimation, such as the administrative ability of
the receiving country to use the information oeaspnably current basis and effectively to associat
such information with its own taxpayers, eithertnoely or on a sufficient scale to justify the rimet
receipt of the information. The ability to link mfmation routinely exchanged with particular
taxpayers will depend to a considerable degreeherfdrm (electronic or paper) in which that
information is transmitted.

B. Transmittal on specific request

A widely used method of exchange of informatiothest of a request for specific information
made by one treaty country to another. The speaiformation may relate to a particular taxpayer
and certain facets of his situation or to partictypes of transactions or activities or to infotioa
of a more general character. The following aréoueraspects that the competent authorities should
focus on in developing a structure for such exckang

1. Items covered
(a) Particular taxpayers

The information that a receiving country may waohf a transmitting country is essentially
open-ended and depends on the factors involvéatisituation of the taxpayer under the tax system
of the receiving country and the relationship & thxpayer and his activities to the transmitting
country. A detailed enumeration of the types dbimation that may be within the scope of an
exchange pursuant to specific request does not sedme a fruitful or necessary task. The
agreement to provide information pursuant to speo#fquest may thus be open-ended as to the
range, scope and type of information, subject éoover-all constraints to be discussed herein.
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including:
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Specifically requested information may consist,éggample, of:

(i)

(ii)

(iii)
(iv)

(b)

Information needed to complete the determimatad a taxpayer’s liability in the
receiving country when that liability depends oa thxpayer’s worldwide income or
assets; the nature of the stock ownership in @resmnitting country of the receiving
country corporation; the amount or type of expenserred in the transmitting country;
or the fiscal domicile of an individual or corpaoat;

Information needed to determine the accuraty daxpayer’s tax return to the tax
administration of the receiving country or the aecy of the claims or proof asserted
by the taxpayer in defence of the tax return wherréturn is either regarded as suspect
or under actual investigation;

Information needed to determine the true lid§pof a taxpayer in the receiving country
when it is suspected that his reported liabilitywi®ng.

Information needed to determine whether a tg&p has reported facts regarding a
transaction involving both countries in a consisteanner.

Particular types of transactions or activities

The exchange on specific request need not be @hfio requests regarding particular
taxpayers but may extend to requests for informatioparticular types of transactions or activjties

(i)

Information on price, cost, commission or other



Since items in this category, such as the volumexpiorts between the countries, are
presumably not regarded as secret to the tax atitisoin the transmitting country, they may be
disclosed generally in the receiving country, dglar26 provides.

2. Rules applicable to the specific request
The competent authorities should develop ruleghitransmission of specific requests by the
receiving country and the response by the transmgitiountry. Although the rules may be general
in character in the sense that they set standardgiidelines governing the specific request
procedures, the rules should also permit discudsetween the competent authorities of special
situations that either country believes requirecgddrandling.

The rules should specify:

(&) The amount and nature of detail that the réegigountry must include in the request,
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countries may feel that article 26 permits joinhsaltation where all three countries are directly
linked by bilateral treaties. However, the languag
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should also recognize its responsibility to trghange its domestic laws to strengthen
the domestic authority of its own tax administrat@nd to enable it to respond to
requests from other countries.

(c) The competent authorities should also weigh dffects of a possible imbalance
growing out of divergences in other aspects ofadministration. For example, if
country A cannot respond as fully to requests asityg B can because of practical
problems of tax administration in country A, shotie level of the exchange of
information be geared to the position of country &A%, in general or in particular
aspects, should country B be willing to responcetquests of country A even though
country A would not be able to respond to simikquests of country B? This matter is
similar to that discussed in the preceding pardgrapd a similar response is
appropriate.

(d) Article 26 authorizes a transmitting countryutilize its administrative procedures
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3. Periodic consultation and review

The competent authorities should establish efficiand expeditious provisions for
consultation to address the inevitable differenicaswill arise on the interpretation and applicati
of Article 26. The consultation should extend btuihparticular situations and problems and to
periodic review of the operations under the excleafgnformation provision. The periodic review
should ensure that the process of exchange ofation is working with the requisite promptness
and efficiency, that it is meeting the basic reguoients of treaty implementation and that it is
promoting adequate compliance with treaty provisiand the national laws of the two countries.

IV. PROCEDURAL ASPECTS OF TAX TREATY NEGOTIATIONS

The procedural aspects of negotiating a tax tneatyde the identification of the need for a
treaty, the establishment of contracts with a pitdétreaty partner, the appointment of a delegatio
the preparations for negotiations, the conduchefrtegotiations and procedures for bringing the
treaty into force.

Empiezas
A. ldentification of need for a treaty

In determining whether a need exists for a taxtyreath a particular country, a country
should examine the nature and extent of the egistitconomic relationship between the two
countries as well as the potential and desire fowth in that relationship. In particular, there
should be an intelligent assessment of the nafuilgure economic relationship. For example, a
country should consider the likelihood of foreigredt or portfolio investment from the country
concerned, the possibility of the country’s techhior managerial personnel coming for
employment, and the likelihood that residents efdather country will set up branches, offices or
subsidiaries within its territorial jurisdictiorin addition, the country should examine whether the
interrelationships between the tax systems oftlecbuntries are inhibiting economic relationships.
These inhibiting effects may, for example, be tbsults of excessively high levels of tax on
international income flows, inadequate statutorijefefrom double taxation, and conflicting
definitions of terms or concepts. Finally, a coyrghould attempt to determine whether, to what
extent and for what reasons the tax systems otwibbecountries result in double taxation on
residents of the two countries.

B. Initial contacts

Once a country has identified the need for entantma treaty with a particular country, it
must communicate to that country its desire to apegotiations. As a general rule, such contacts
are made initially through diplomatic channels. &lta personal relationship exists between tax
officials in the two countries, however, it maytpful to utilize that relationship. In that evgthie
official diplomatic contacts should be supplemertgdnformal contacts through these personal
channels.

162



When necessary, this initial contact phase majdappropriate time to request information
or other materials on the tax system and tax geati the other country.

C. Appointment of a delegation

A delegation typically consists of three to fiveividuals, although this number by no means
reflects a hard and fast rule.

The leader of the delegation should be a seniaialffvith tax policy responsibility who has
the authority to make independent policy decisian$east on a tentative basis.
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At the conclusion of the week’s discussions, itgseful to prepare an agreed statement of the
open issues and, if possible, to schedule themegting.

2. Between the first and second rounds of the neiigtions

It should be agreed at the conclusion of the fiosind that one side will prepare a draft
showing agreed language and, by use of bracketsltardative language or other suitable symbols,
the open issues. This document should be thessigmudraft for the second round.

It is important that the notes of the discussiomsdzorded and distributed to members of the
delegations as quickly as possible, while memaresstill fresh, particularly if there is more than
one treaty under negotiation at the time.

Between the two rounds, the heads of the delegasibould correspond in order to exchange
drafts, to indicate tentative conclusions on majmn issues and to confirm the schedule for the nex
round of discussions.

3. Second round of negotiations

It is important to maintain both momentum and aauntl in treaty negotiations. Thus, the
time between rounds should be minimized and, toetttent possible, the composition of the
delegations should be retained.

Before resuming the article-by-article or issuedsue review of the draft, there should be a
brief discussion of changes, if any, in the taxdaiveither country between the first and the sdcon
rounds.

The review of the common working draft should couaé, further narrowing any differences
which remained at the beginning of the second rouklithough it is generally best not to reverse
prior decisions, this possibility should not beedllout if either side considers it necessary. All
decisions at this stage are made subject to padiagw.

On occasion, agreements are reached in the colrsgotiations that do not readily lend
themselves to inclusion in the treaty but that &thbe made public at some time. There may be, for
example, an agreed interpretation of a treaty gromj that is too detailed to go into the treaky.te
This interpretation may be spelled out in an exgeaof letters to be signed at the same time as the
treaty. Such letters of understanding normally Mawt be subject to ratification, but would form
part of the public record.

If full agreement has been reached by the conaiusfithe second round, the treaty should be
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Finally, experience has shown that social contzatiseen delegations during the negotiations
often are most helpful in maintaining a high lesejood will between the delegations. The value
of such social contacts is in no way correlatedhthieir elaborateness or cost.
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