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2.6. Annex I to this note gives a “decision tree” of major policy 
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3. Status 
3.1. This note is for guidance only. It is intended to survey and address the issues in some detail, help 

build awareness of them, provide options that may assist developing countries, and put those faced with 

these issues in a better position to make policy and administrative decisions.   

4. Terms Used 
UN Model = United Nations Model Double Taxation Convention between Developed and Developing 

Countries (2011)2. 

OECD Model = OECD Model Tax Convention on Income and on Capital (2014)3. 

CGT = capital gains tax used generally in this note to include taxation of a capital gain either through a 

separate specific capital gains tax regime or through the general income tax system. 

GAAR = General Anti-Avoidance Rule (or General Anti-Abuse Rule), a rule in tax statutes or sometimes 

as evolved through judicial decisions (such as “substance over form” approaches), empowering a 

revenue authority to deny taxpayers the benefit of an arrangement that they have entered into for an 

impermissible tax-related purpose (usually only where this is a main purpose or the sole purpose, 

differentiated for example from non-tax business or commercial purposes). It is general in nature and 

description because it is meant to be able to address abuses not specifically identified. 

SAAR = Special Anti-Avoidance Rule (or Specific Anti-Abuse Rule), a rule in tax statutes empowering a 

revenue authority to deny taxpayers the benefit of a particular known and defined arrangement. It has a 

very limited scope of application and allows only limited discretion to the tax authorities (such as 

through a “purpose test”) compared to a GAAR. 

5. The Issues 

5.1. Should c

http://www.un.org/esa/ffd/documents/UN_Model_2011_Update.pdf


6 | P a g e  
 

the tax, the type of asset disposed of and the type of disposition will have to be covered by the tax and 

the type of gain made will have to be of types covered by the tax.  

5.1.3. Policy reasons for or against taxing capital gains comprehensively will inevitably include reasons 

related in practice to passive assets rather than active assets. While some of these reasons may not be 

relevant to the extractive sector assets, they are helpful in understanding the wider issues when 

deciding whether or not a comprehensive tax on capital gains should be introduced. Assuming a capital 

gains tax is introduced, they assist in assessing whether in the case of certain “active” assets there 

should be an exception.  

5.2. Arguments for taxing capital gains 
5.2.1. In policy terms, there are many reasons why capital gains might be taxed, and not all of them 

http://www.victoria.ac.nz/sacl/centres-and-institutes/cagtr/pdf/tax-report-website.pdf
http://www.victoria.ac.nz/sacl/centres-and-institutes/cagtr/pdf/tax-report-website.pdf
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characterizing income as capital gains and in combatting such attempts. The application of 

scarce resources to tax planning and tax avoidance is a dead-weight loss to society; 

(iv) The richest persons (including corporates) will be most likely to make significant capital gains. To 

tax capital gains reflects their greater ability to pay tax and addresses the conversion of income 

into capital. Not taxing capital gains results in a lack of horizontal equity which arises because 

one taxpayer is likely to have proportionately more capital returns, while the other earning the 

same amount is likely to rely more on normal income. Vertical equity requires that taxpayers 

with greater ability to pay taxes should bear a greater burden of taxation. It is commonly 

accepted that capital gains accrue disproportionately to higher income individuals. Thus, 

including capital gains in taxable income contributes to the progressivity of the income tax 

system, while enabling government to pursue other tax policy objectives, premised on widening 

tax bases and reducing standard tax rates7; 

(v) A comprehensive CGT represents a “safety net” that taxes economic gains that would avoid 

taxation as normal income. It thus implements a more comprehensive concept of taxable 

“income” than might apply on normal concepts, such as in case law. In some countries, the law 

might in fact already reflect this more comprehensive approach to “income tax”; and 

(vi) Taxing such gains will speed up the point when income is returned. 

5.3. Arguments against taxing capital gains 
5.3.1. Reasons commonly given for not taxing such gains when made include the following: 

(i) A tax on capital gains inappropriately taxes illusory income, since a large component of any 

“gain” is due to inflation for assets held over many years; 

(ii) Not taxing capital gains may encourage investments by allowing them to occur at a lower 

economic cost, which in turns creates jobs and encourages economic growth; 

(iii) A comprehensive CGT may be difficult to administer and the potential savings and investment 

distortions and other efficiency implications that may arise from a partial CGT is economically 

harmful; 

(iv) 

https://fas.org/sgp/crs/misc/R40411.pdf
http://www.fraserinstitute.org/uploadedFiles/fraser-ca/Content/research-news/research/publications/economic-costs-of-capital-gains-taxes-in-canada-chpt.pdf
http://www.fraserinstitute.org/uploadedFiles/fraser-ca/Content/research-news/research/publications/economic-costs-of-capital-gains-taxes-in-canada-chpt.pdf


http://crfb.org/blogs/capital-gains-and-tax-reform
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5.4. If capital gains are taxed, what should be taxed and how should that be 

done? 
5.4.1. A country’s domestic tax laws could tax capital gains through:  

(i) A stand-alone CGT on the gain made through the transfer: the CGT could be a comprehensive 

CGT where the disposal of any kind of assets would be subject to taxation. But also, a specific 

CGT could be configured, aiming to tax only certain assets or transactions. A comprehensive CGT 

could have exemptions or “rollovers” delaying the point of taxation for certain types of assets or 

in certain types of events. Such exceptions can distort economic decisions in favor of certain 
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carefully considered since they do reduce the overall tax base. The curre
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should in principle be shared with the country through taxation, and the basis that if a main reason for 

not having a CGT is to encourage investment, the reasoning may not hold in the case of the perception 

that projects that would go ahead even without this measure.  

5.5.3. More likely than a special provision exempting the extractive industries from a country’s capital 

gains tax is that countries without a general capital gains tax will have a provision bringing gains in that 

sector into the tax base. Kenya for example had suspended the operation of their CGT since 1985, but 

introduced legislation imposing a 10 per cent final tax on residents (20 per cent non-final on non-

residents) for gains on the transfer of shares or property interests in oil and gas, mining or prospecting 

companies in 2012. In 2015 Kenya re-introduced the suspended CGT to tax capital gains generally, but 

while the general rate is 5%, the rate for the extractive industries is 30% for residents and 37.5% for 

non-residents with permanent establishments. The taxable gain is the net gain derived on the disposal 

of an interest in a person, if the interest derives its value from immovable property in Kenya. 

“Immovable property” means a mining right, an interest in a petroleum agreement, mining information 

or petroleum information.12 

5.5.4. Other countries which do not have a general tax on capital gains often have special extractive 

industry legislation, such as New Zealand’s provisions that in effect disregard the normal distinction 

between capital and income returns on asset transfers so that capital gains are treated as income. The 

New Zealand provisions cover, for example, information obtained as a result of exploratory or 

prospecting activities. However, there are some exceptions in the case of transfers of shares in closely 

held corporations. 

5.5.5. One important factor in the general taxation of capital gains in the extractives industry is 

probably the widespread public view that transfers of large scale extractive facilities should bring a 

return to the government, especially as profits are often seen as “a long way down the road” or may not 

materialize due to economic circumstances or (sometimes) profit shifting arrangements.  

5.5.6. In any event there will be a timing difference between the time value of money advantages 

developing countries gain from early receipt of consideration for capital assets, and the later receipts of 

consideration for outputs from the capital assets that may be especially significant for developing 

countries.  

                                                           
12

 See Kenya Revenue Authority CGT Guidelines at paragraph 13: http://www.kra.go.ke/notices/pdf2014/Capital-Gains-Tax-
Guidelines.pdf 

http://www.kra.go.ke/notices/pdf2014/Capital-Gains-Tax-Guidelines.pdf
http://www.kra.go.ke/notices/pdf2014/Capital-Gains-Tax-Guidelines.pdf
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5.5.7. Rather than a wholesale exemption for the extractive industry from a capital gains tax, far more 

likely is a tailoring of the application of such a tax to the unique aspects of the industry itself. Thus, as in 

the example provided earlier regarding certain corporate restructurings, other transactions and 

restructuring of asset ownership may also deserve similar exemption or deferral from a potential 

taxable gain. For example, in many industries, exchanges of assets, used in a trade or business, which 

are similar in nature are not taxable immediately. The notion is that each taxpayer has simply continued 

its investment in the assets of its business, and no cash proceeds have been realized. In such a case, 

many countries exempt the exchange of like-kind assets from taxation until the asset received is 

ultimately sold. 

5.5.8. Similarly, most countries encourage investors and businesses to join together in conducting a 

business or making an investment. For example, generally the transfer of assets into a corporation in 

exchange for an ownership interest (i.e. shares of stock) is not a taxable event. Similarly, the transfer of 

assets to a partnership to operate a joint business activity is not generally taxable to the partners. 

Countries examining the scope of taxable events under a tax system that otherwise taxes sales or 

transfers of assets need to carefully consider application of those taxes to these types of activities. 

Box 1: One Non-
����������������������ǯ���iew on the Timing of Receipts Issue 

The view expressed below may be valid based on the assumption that the purchaser in the transaction 

giving rise to the capital gains tax can deduct the purchase price (including capital gains realized by the 

seller) from taxable income arising from extractive activities: 
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5.6.  ���������ǲ����-���ǳ�����ǲ����-

http://www.oilandgaslawdigest.com/ogagreements/farmout-agreements-basics-negotiations-motivations/
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5.6.4. A major consideration in allowing additional partners to join in the ongoing exploration and/or 

development of natural resources in a non-taxable fashion is to maximize the chances for full 

development and provide an efficient way of achieving risk sharing. Given the size and extent of the 

risks involved in large natural resource developments15, policies that facilitate risk sharing will be viewed 

very favorably by investors. In contrast, policies that in effect place restrictions or additional costs on 

commonly employed transactions that facilitate risk sharing can make a prospective investment 

significantly less attractive.16 

 
                                                           
15

 See, for example, International Energy Agency Special Report on World Energy Investment Outlook 2014 Special Report at 
page 32, for a list of the risk factors investors face. 
16

 Given that over the life of the project the same amount of taxes should be collected, the timing benefits to the countryceiving 
some of this revenue at an earlier period must be weighed against a permanent loss of revenue if a project does not go policy 
choices. 

Box 2: From the United States Internal Revenue Service Oil and Gas Handbook:* 

1. Frequently promoters, accountants, lawyers, geologists, operators, and others receive an interest in an 

oil and gas drilling venture in return for services rendered. These services may have been rendered in 

acquiring drilling prospects, evaluating leases, packaging the drilling program, or, in general, 

http://www.irs.gov/irm/part4/irm_04-041-001.html
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6. �����������������������ǲ������������������ǳ������������� 
6.1. It is a policy decision that each country must consider whether or not it should address gains 

made from indirect transfers. If a country decides to tax indirect transfers the question is how that 

should be done, taking into account the tax policy aspects addressed in this note. There are increasing 

expectations, including from the broader population, that if direct transfers of a mine or other extractive 

facilities are subject to taxation on the gains made, an indirect transfer should have the same effect in 

revenue terms, despite the lack of any change in the direct ownership of the assets, and the separate 

legal entity status of distinct companies in the chain of ownership. In tax policy terms the position is 

often taken that the soundness of the system for taxing direct transfers of interest requires the taxation 



http://www.legislation.gov.uk/ukpga/Geo5/22-23/4/section/3
http://www.finmin.nic.in/the_ministry/dept_revenue/draft_report_IT.pdf
http://www2.deloitte.com/content/dam/Deloitte/global/Documents/Energy-and-Resources/gx-er-oil-and-gas-taxguide-norway.pdf
http://www2.deloitte.com/content/dam/Deloitte/global/Documents/Energy-and-Resources/gx-er-oil-and-gas-taxguide-norway.pdf
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http://www.bakermckenzie.com/files/Publication/fb4c9971-e2a6-444e-a095-f89f2474ce1e/Presentation/PublicationAttachment/1b355717-dacb-4e84-9188-a15b64ff29ff/al_china_indirectransferregulation_feb15.pdf
http://www.bakermckenzie.com/files/Publication/fb4c9971-e2a6-444e-a095-f89f2474ce1e/Presentation/PublicationAttachment/1b355717-dacb-4e84-9188-a15b64ff29ff/al_china_indirectransferregulation_feb15.pdf
http://www.bakermckenzie.com/files/Publication/fb4c9971-e2a6-444e-a095-f89f2474ce1e/Presentation/PublicationAttachment/1b355717-dacb-4e84-9188-a15b64ff29ff/al_china_indirectransferregulation_feb15.pdf
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not necessarily have to be a special anti-abuse (or anti-avoidance) rule (a SAAR), and can cover broader 

types of transactions.   

6.6. As recognized in the Commentaries to Article 1 of both the UN and OECD Models, issues of 

“treaty override” may also arise in the case of specific legislation, however, countries proposing or 

http://www.eac.int/customs/index.php?option=com_docman&task=doc_download&gid=65&Itemid=106
http://www.eac.int/customs/index.php?option=com_docman&task=doc_download&gid=65&Itemid=106
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that SAARs can be more precise about who must bear the compliance obligations, and what the 

obligations are. A SAAR can, for example, focus on related party transfers, minimum shareholdings and 

off-stock exchange transfers to limit the impact on transactions that are not considered to be high risk. 

Finally, it need not depend on a “purpose” test (which can be difficult to prove for whoever bears the 

onus of proof, creates uncertainty for both administrations and taxpayers and can involve a great deal of 

discretion on the part of officials), but more “scientifically” make an indirect transfer taxable irrespective 

of the purpose of the transfer, by for example treating it as equal to a direct transfer.  

6.8.  Any such legislation needs to be seen (like a GAAR) in the context of a country’s tax treaty 

network. Tax treaties cannot give a taxing power that does not exist in domestic legislation, but they can 

either allow it to continue to be exercised or can prevent it from being exercised. It is therefore 

important that a country’s tax treaties preserve the right to apply the domestic legislation in that treaty 

relationship.  It is also strongly advisable that all treaties consistently preserve these rights, otherwise 

there would be an inducement to use “treaty shopping” techniques to have the transfer occur in a state 

against whic
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re-acquisition by the underlying domestic corporation of assets owned and liabilities owed by that 

corporation immediately before the underlying ownership changed,22 thus confirming a liability to 

domestic tax. In those cases symmetry will be maintained since the domestic corporation acquires a 

cost-basis in the assets deemed to be acquired which can be deducted in the future for tax purposes. 
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policy issue is whether, and if so why, there should be any different result if the same type of exempt 

“direct” transfer were done as an indirect transfer. 

8.3. In relation to its Public Notice 7 on indirect transfers (considered below), for example, China 

addresses these issues by providing relief for internal group restructures that meet specified 

requirements, i.e. (i) a more than 80% equity relationship exists between the transferor and the 

transferee, (ii) the tax burdens in China for any subsequent indirect transfer would not be less than that 

for the same or similar indirect transfer were it be conducted instead of the indirect transfer at issue, 

and (iii) the consideration paid by the transferee only consists of equity of the transferee or its 

affiliates.24 

8.4 Even in reorganizations or acquisitions involving unrelated parties, a question arises as to 

whether such transactions should trigger “indirect” taxation events wherever the acquired entity has 

subsidiaries or other business operations. For example, when one publicly listed major enterprise 

combines with another via a merger transaction, clearly not motivated as a means of avoiding local 

taxation, countries may often decide to limit their “indirect” transfer jurisdiction. This is discussed 

further below. 

9. What are the Double Tax Treaty Aspects? 
9.1. Tax treaties are generally regarded as not creating taxing rights t
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9.2. Assuming domestic law on taxation of indirect transfers is in place or is being kept open as a 

possibility, the question is then whether the treaty limits such an exercise of taxing rights and thereby 

overrules the legislation to some degree. To consider that issue, the provisions on Capital Gains (often 

Article 13) of a specific tax treaty have to be studied: 

Box 5: Capital Gains under the Model Tax Conventions 

Capital Gains under the UN Model: Article 13 ǥ�������������������������ǣ���������ͳ͵ 
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10. Article 13 (Capital Gains) and Indirect Transfers 
10.1. Assuming the sort of indirect transfer illustrated in Figure 2 at Paragraph 2.6 of this note, how 

will the basic provisions of Article 13 addressed above apply? 

Paragraph 1 would obviously not apply, as there is no alienation of the immovable property itself, at 

least directly. The general anti-avoidance rules in tax treaties, as provided for in the Commentaries to 

Article 1 of the UN and OECD Model Conventions, may in some countries allow for coverage of indirect 

transfers, but this will rarely be clear, and may be regarded as an interpretation no longer open under 

Article 13 where there is a specific provision on indirect transfers, because of the presence of 

paragraph 3. This reflects the the0 1 iaph
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this where the other negotiating party does not seek it. The other side will almost 

inevitably seek some concession from your preferred text in return for a treaty provision 

that may not advance your country’s policy interests and revenue base. 

b. The advantage of a specific provision is that there is a clear coverage of indirect 

transfers – unless there are court decisions on the coverage of indirect transfers under 

paragraph 1 in a country (something that is likely to be very rare). It reduces the risk of 

an interpretational difference between two countries that leads to both claiming 

competing taxing jurisdiction under Paragraph 1, and possible unresolved double 

taxation.  This could negatively impact the investment climate. 

c. A potential disadvantage of a special provision is that, because of the specific 

requirements before it can apply (noted in more detail below) it can not only reduce the 

likelihood of a purposive, anti-avoidance approach to paragraph 1 by the courts, but can 

also serve as a (not easily amended) “road map” for tax avoidance by mitigating the 

eff
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transfer of immovable property. Since it is often relatively easy to avoid taxes on such 

gains through the incorporation of a company to hold such property, it is necessary to 

tax the transfer of shares in such a company.” And that: “[i]t also decided to exclude 

from its scope such entities whose property consists directly or indirectly principally of 

immovable property used by them in their business activities.” 25  

d. On the other hand, those opposed to the latter interpretation would point out that the 

paragraph may have little meaning if it were the correct interpretation, as a company 

rarely if ever itself uses the assets of its subsidiaries in its operations. They would also 

point to the discussion of the same issue in the OECD Commentary at paragraph 28.7: 

http://www.un.org/esa/ffd/documents/UN_Model_2011_Update.pdf


26 | P a g e  
 

treaty partner may, for example regard the gain as sourced in its country and fully 

taxable under the treaty there, or as sourced in a third country. To avoid double 

taxation based on source (and double non-taxation, where a taxing right might be 

claimed by the treaty partner but not exercised) it is therefore important to consider 

specifically addressing such transfers in treaties, such as in some form of Article 13(4) 

provision which specifically allows the country of the asset a taxing right.  Of itself it will 

not prevent a third country with which no treaty exists from claiming source taxing 

rights under its own law.  

(iv) Whether an indirect transfer provision should extend beyond transfers in shares: 

a. If the indirect transfers provision is confined to the transfer of company shares, it would 

be easy to avoid it (such as by using a unit trust, and selling units), although this also 

may depend on the entity-classification rule of countries (for example, if trusts, 

http://www.oecd.org/tax/preventing-the-granting-of-treaty-benefits-in-inappropriate-circumstances-9789264219120-en.htm
http://www.oecd.org/tax/preventing-the-granting-of-treaty-benefits-in-inappropriate-circumstances-9789264219120-en.htm
http://dx.doi.org/10.1787/9789264241695-en
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b. The OECD Commentary on Article 13 provides at paragraph 28.4 that: “paragraph 4 

allows the taxation of the entire gain attributable to the shares to which it applies even 

where part of the value of the share is derived from property other than immovable 

property located in the source State. The determination of whether shares of a 

company derive more than 50 per cent of their value directly or indirectly from 

immovable property situated in a Contracting State will normally be done by comparing 

the value of such immovable property to the value of all the property owned by the 

company without taking into account debts or other liabilities of the company (whether 

or not secured by mortgages on the relevant immovable property). 

c. It seems that practice on whether countries use Fair Market Value (reflecting current 

value in the market) or Book Value (reflecting the price initially paid) as the valuation 

method is very varied. Some countries have a blended requirement that allows the 

latter to be used in some circumstances unless there is any reason for a shareholder to 

suspect that it does not fully reflect the underlying value of the immovable property, as 

compared with other assets. Many, probably most, countries do not seem to include 

intangibles in the calculation, perhaps in part because of the difficulty of accurately 

calculating this. However, such interpretation might be problematic in countries where 

intangibles are treated as a “property” or “asset” under domestic laws, especially when 

they use Fair Market Value as the valuation method, since sometimes the Fair Market 

Value of intangibles can be significant, and exclusions of those intangibles may be 

regarded as overly broadening taxing rights of such countries contrary to the terms of 

the applicable treaties.  

(vi) Whether there should be an exception for shares quoted on a stock exchange: 

a. This is sometimes used as a mechanism to reduce compliance costs for taxpayers (and 

administration costs for tax authorities) in cases where there is a genuine share market 

transaction, since there can be less tax-avoidance risks involved. It would usually be 

defined to include at least the stock exchanges of the two treaty countries, and in the 

case of domestic legislation operating even without a treaty, the legislating country’s 

stock exchange(s). As regards stock exchanges in third countries, countries may not be 

willing to broadly cover all stock exchanges in any countries, and instead want to 

confine to certain reputable and reliable stock exchanges. In this regard, tax treaty 

practices in defining “recognized stock exchange” in LOB (limitation on benefits) clauses 

may serve as a useful reference. They typically either simply define the term as stock 

exchanges agreed between the competent authorities or else list certain stock 

exchanges, usually in the two countries as well as other stock exchanges agreed 

between the competent authorities.27 Sometimes the term is used but left undefined28 

                                                           
27

 Costa Rica-Mexico Double Tax Treaty (2014), Article 24 (4). 
28

 Singapore-Sri Lanka Double Tax Treaty (2014) Article 14(4). 
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(b) of shares sold or exchanged in the framework of a corporate reorganization, of a 

merger, of a division or of another similar operation, or 

(c) of shares deriving more than 50% of their value from immovable property in which 

the company exercises its activities, or 

(d) of shares owned by a person who holds directly or indirectly less than 25% of the 

capital of the company whose shares are alienated. 

Article 14.4 of the Hong-Kong - Malaysia Double Tax Treaty (2012): 

Gains derived by a resident of a Contracting Party from the alienation of shares of a 

company deriving more than fifty (50) per cent of its asset value directly or indirectly 

from immovable property situated in the other Contracting Party may be taxed in that 

other Party. However, this paragraph does not apply to gains derived from the 

alienation of shares:  

(a) quoted on such stock exchange as may be agreed between the Parties; or 

(b) alienated or exchanged in the framework of a reorganization of a company, a 

merger, a scission or a similar operation; or 

(c) in a company deriving more than fifty (50) per cent of its asset value from 

immovable property in which it carries on its business. 

Before 2003 reorganization clauses were not so relevant, however some countries had taken 

them into account, as for example: 

Protocol to the Treaty between Spain and Mexico (1992): 

8.(a) With respect to paragraph 3 of Article 1331, gains derived from the alienation of 

shares in a company that is a resident of Mexico shall be determined without including 
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(viii) What should be the percentage of the gain taxed: 

The provisions in the UN and OECD Models allow, when the company meets the requisite test 

for domestic immovable property holdings, for taxing of the whole gain, not just the percentage 

of it relating to immovable property in the taxing jurisdiction, but some countries provide a 

moderating effect in their domestic laws so that only that percentage is taxed.  

(ix) How can abuses be addressed within Article 13(4): 

a. Some countries provide that the gain will be taxable if the percentage test for 

immovable property was met at any time in the year before transfer – this is to prevent 

manipulation of indirect assets held temporarily when the transfer occurs. In fact, the 

OECD 2014 BEPS Deliverable on Action 6 notes this issue:32 

32. Article 13(4) allows the Contracting State in which immovable property is 

situated to tax capital gains realized by a resident of the other State on shares 

of companies that derive more than 50 per cent of their value from such 
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e. Recognizing that the percentage of assets may vary over time, some countries allow 

shareholders to take the proportions from the most recent accounts (i.e. not on the day 

of the transfer) unless they have reason to believe that the accounts will not reflect the 

reality on the day of transfer. 
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development) licenses themselves, and possibly surveys and other non-public 

information pertaining to the immovable property. 

11.2.  It should be noted that the reference is to the domestic law “meaning” of immovable property” 

and in some countries  it might not be considered necessary to specifically define “immovable property” 

because the meaning of the term is sufficiently clear. In contrast, as noted in Box 7 below, Australia has legislated 

that the term “immovable property” encompasses the term “real property” more commonly used in Australian 

law.  

 

 

 

Box 6: The meaning of "immovable property in South Africa: 

The capital gains tax provisions inter alia apply to the following assets of a person who is not a resident: 

 immovable property situated in the Republic held by that person 

 any interest or right of whatever nature of that person to or in immovable property situated in the 

Republic 

 rights to variable or fixed payments as consideration for the working of or the right to work 

mineral deposits, sources and other natural resources. 

An interest in immovable property situated in the Republic inclu-5(i1>31a TJ
ET
BT )] TJ
ET
Q

BT 
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Box 9: A Case in Point: Peru 

�����������������������������ǲ����-����ǳ���������� 

By Law no 29663 of February 15 2011,capital gains  of non-residents of Peru from the indirect transfer of 
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12. Other Approaches to Tax Indirect Transfers Ȃ in Compliance with 

Tax Treaties 
12.1 There are at least two other approaches that can effectively tax indirect transfers without 

violating tax treaties. First is the use of a GAAR in domestic tax law that re-characterizes, for domestic 

tax law purposes, an indirect transfer of shares in a domestic corporation as a direct transfer of the 

same, where only the latter is taxable under the domestic tax law. For example, Public Notice 7 of China 

is based on a GAAR in its domestic tax law and re-characterizes an indirect transfer as a direct transfer in 

certain circumstances (see the box below for more details). Under this approach, countries can 

effectively tax indirect transfers, regardless of the proportion of values in shares that are derived from 

immovable properties. Countries that want to tax indirect transfers even in non-extractive industries 

may prefer this approach for this reason. 

(i) As regards the relationship with tax treaties, if such re-characterization under the domestic tax 

law is respected for tax treaty purposes as well, Article 13(5) of the UN Model will, to the extent 

permitted thereunder, authorize taxing rights to the country seeking to tax the transfer. As 

regards GAARs, Paragraphs 22 and 22.1 of the OECD Commentary state as follows (emphasis 

added): 

22. Other forms of abuse of tax treaties (e.g. the use of a base company) and possible 

ways to deal with them, including “substance-over-form”, “economic substance” and 

general anti-abuse rules have also been analyzed, particularly as concerns the question 

of whether these rules conflict with 
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(iii) OECD/G20 2014 BEPS Deliverable on Action 6 reinforces this position and states that if these 

conditions are satisfied, there will be no conflict with tax treaties.33 Paragraphs 20-27 of the UN 

Commentary on Article 1 basically follow the OECD Commentary.  

(iv) Hence, as long as the OECD/UN Commentaries are followed, and those guiding principles are 

satisfied, GAARs would be respected for tax treaty purposes.34 Countries have to make sure that 

these principles are satisfied, and this would affect the scope of indirect transfers that can be 
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basis in the shares; however, since a GAAR would be generally triggered only in abusive cases under the 

afore-mentioned guiding principles, some countries may not be willing to do so. 

 

Box 10: A Case in Point: China 

General anti-abuse rule in domestic law, with a specific enforcement regulation for indirect transfer35 

Under Article 47 of the Corporate Income Tax Law of China introduced in 2008, if taxable income is reduced 

as a result of arrangements with no reasonable commercial purpose, the tax authorities can make 

adjustments. 

According to State Administration of Taxation Order 32 published in 2014, a general administrative guidance 

on the application of Article 47, two major features of a tax avoidance arrangement are required to justify its 

denial under Article 47, being that: (a) its sole or main purpose is to obtain tax benefit; and (b) its legal form 

is not commensurate with its economic substance.36 

Additionally, Public Notice 7 was released in 2015 as an enforcement regulation to specifically handle indirect 

transfers.37 This new regulation replaces previous rules under Circular 698 issued in 2009. Under Public 

Notice 7, an indirect transfer will be re-characterized as a direct transfer of “China Taxable Property” if the 

following requirements are all satisfied: 

(a) a non-resident entity transfers equity or other similar interests in an offshore holding entity that 

directly or indirectly holds China Taxable Property; 

(b) the result of the transfer is in substance the same as or similar to the direct transfer of the China 

Taxable Property; 

(c) the transfer is made by the non-resident entity through arrangements lacking reasonable commercial 

purpose; and 

(d) the non

http://www.ey.com/Publication/vwLUAssets/EY-CTIN-2014002-ENG/$FILE/EY-CTIN-2014002-ENG.pdf
http://www.ey.com/Publication/vwLUAssets/EY-CTIN-2014002-ENG/$FILE/EY-CTIN-2014002-ENG.pdf
http://www.chinatax.gov.cn/n810341/n810755/c1491377/content.html
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Box 10 A: A Case in Point: China Ȃ Public Notice 7 Factors38 

��
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(i) Tax treaties are generally applicable to protect only non-residents from taxation. It may be 
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Box 11: A Case in Point: Tanzania (deemed realization of gains by the underlying entity whose 

http://www.un.org/esa/ffd/wp-content/uploads/2014/11/10STM_PresentationBajungu.pdf
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acquisition of the Chinese company, but without mention of the intermediate holding company, 

a Hong Kong special purpose vehicle with little substance.42  

(iii) Other potential pointers to an indirect transfer might include changes in enterprise names, 

changes in directors, and changes in tax auditors.43 It has been noted that companies that have 

been listed on international stock exchanges, subsequent to structuring, are more prone to 

detection, and that accountants may be required to “provision” for a potential tax liability of the 

selling entity.44 

(iv) Some countries have imposed reporting obligations (i) on underlying domestic companies to 

report to authorities when they are indirectly sold or where there are major changes in their 

shareholding or (ii) on shareholders of such companies (usually only those in a control situation 

– because the requirements can cast heavy obligations on the shareholder to know what 

business the company is conducting, and can present an issue of extraterritorial exercise of 

jurisdiction particularly when over-widely imposed) to report to authorities a transfer indirectly 

affecting local property.   

(v) To be effective, even requirements to notify of major shareholding changes (say of those above 

10 per cent) would need to provide that changes over a period of time (12 months or longer in 

some cases) to prevent several transfers of 9 per cent in a short being time not having to be 

reported. The above-mentioned OECD/G20 2014 BEPS Deliverable on Action 6 in relation to 50% 

threshold to determine whether the value of a company is primarily derived from real property 

or not suggests one potential approach to this issue. 

(vi) Further, reporting requirements on ownership of interests would need to apply at more than 

one level, to ensure that the reporting requirements are not avoided by having the changes 

occur further up a string of companies. The intention of such “indirect” transfers being covered 

would need to be clear in the legislation. 

14. Enforcement Issues 
14.1 If there is a taxable disposition, how can the tax debt be enforced in practice? The indirect 

transfer generally takes place outside the jurisdiction where the property (such as a mine) is located and 

usually neither the buyer nor the seller is a resident. 

(i) While both the UN and OECD Models now contain optional Assistance in the Collection of Tax 

http://www.cadwalader.com/CN/assets/client_friend/CWT_C&FMemo_SAFECir698).pdf
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Matters on the subject, this is not yet something most developing countries have provision for 

in their bilateral or multilateral relationships. 

(ii) One approach taken has been to deem, where there is a change in ownership of an underlying 

domestic corporation holding assets over a certain percentage (50 per cent in Tanzania as seen 

above; 10 per cent in the case of Peru, as also seen above), that there has been a disposal and 

re-acquisition of exploration and development rights by such underlying domestic corporation. 

This would lead to a domestic capital gains event (the responsible taxpayer will have to be made 

clear), and countries can enforce against a resident taxpayer. Depending on the legislation there 

might be necessary re-approvals required such as for export licenses (though such re-approvals 

would unlikely be necessary, if such deemed disposal and re-acquisition are made only for tax 

purposes).
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obligations should consider any possible effect of these obligations in any case. As always 

addressing abuses of the system must be balanced with not creating too much complexity for 

the country, given the scope of the benefits it perceives and without increasing uncertainty or 

investment risks for basically compliant taxpayers.  When stability clauses became an issue for 

Ghana, a seven person team was set up to review stabilisation clauses, renegotiate them where 

necessary and develop procedure for granting stability clauses in future.47 

(vi) One particular aspect of this is that any tax payable in the country of the mine or other facility 

may not be viewed as properly creditable in a treaty partner – they may view the gain as 

sourced offshore. While any indirect transfers legislation should specifically indicate that the 

gain is treated as domestically sourced, to prevent issues in the courts, other countries may not 

http://www.un.org/esa/ffd/wp-content/uploads/2014/11/10STM_PresentationBajungu.pdf
http://www.bakermckenzie.com/files/Publication/fb4c9971-e2a6-444e-a095-f89f2474ce1e/Presentation/PublicationAttachment/1b355717-dacb-4e84-9188-a15b64ff29ff/al_china_indirectransferregulation_feb15.pdf
http://www.bakermckenzie.com/files/Publication/fb4c9971-e2a6-444e-a095-f89f2474ce1e/Presentation/PublicationAttachment/1b355717-dacb-4e84-9188-a15b64ff29ff/al_china_indirectransferregulation_feb15.pdf
http://www.bakermckenzie.com/files/Publication/fb4c9971-e2a6-444e-a095-f89f2474ce1e/Presentation/PublicationAttachment/1b355717-dacb-4e84-9188-a15b64ff29ff/al_china_indirectransferregulation_feb15.pdf
http://www.cadwalader.com/CN/assets/client_friend/CWT_C&FMemo_SAFECir698).pdf
http://www.fraserinstitute.org/uploadedFiles/fraser-ca/Content/research-news/research/publications/economic-costs-of-capital-gains-taxes-in-canada-chpt.pdf
http://www.fraserinstitute.org/uploadedFiles/fraser-ca/Content/research-news/research/publications/economic-costs-of-capital-gains-taxes-in-canada-chpt.pdf
http://www.ey.com/Publication/vwLUAssets/EY-CTIN-2014002-ENG/$FILE/EY-CTIN-2014002-ENG.pdf
http://www.ey.com/Publication/vwLUAssets/EY-CTIN-2014002-ENG/$FILE/EY-CTIN-2014002-ENG.pdf
http://www.mofep.gov.gh/?q=news/010212
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Annex I 
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Annex II: Symmetry in Capital Gains Taxation  
Capital gains taxation rules are as important to the buyer as they are to the “taxpaying” seller. When a 

seller is taxable on its gain, measured by its sales price over its remaining cost basis in an asset, the 
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     Cash  Tax Calculation 

Income      1,000  1,000 

Tax Deduction       (1,000) 

Taxable Income                   0 

Tax            0              0  

After Tax Cash     1,000 

Seller, on the other had will accept the 1,000 knowing that it is fully taxable at 50% because the after tax 

cash to seller will be the same 500 that Seller expected to receive from continuing to own and operate 

the well. Country X receives the same 500 in revenue that it would have received absent a sale.   

 Symmetry ʹ ^ĞůůĞƌ͛Ɛ�'ĂŝŶ�EŽƚ�dĂǆĞĚ�ͬ�EŽ��ĞĚƵĐƚŝŽŶ�&Žƌ��ƵǇĞƌ�;ƚǇƉŝĐĂů�ŽĨĨƐŚŽƌĞ�ŝŶĚŝƌĞĐƚ�ƐĂůĞͿ 

In this case, for Buyer to again have a “break-even” investment, it would be willing to pay only 500 for 

the well because that is the expected after-tax cash generated from operation of the well.  Under these 

rules, Buyer basically steps into the shoes of Opco and has the same after-tax result that Opco would 

have had: 1,000 of before tax cash generated less 500 of tax paid nets 500 of after tax cash. Seller is 

http://www.oecd.org/tax/part-1-of-report-to-g20-dwg-on-the-impact-of-beps-in-low-income-countries.pdf
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