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��	�'�Taxpayers can frequently transform the income 

from property into capital gains.
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General Approach: A broad but not universally implemented 

principle is that capital gains should be taxed (as having source) in 

the same country that would claim source taxation over the income 

from the asset. 

– ���������	�����"	�"���'�

• Rental income v. gain on sale of the rental property 

• Royalty income v. gain on the sale of the patent 

• Dividend income v. gain on the sale of the stock
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– Inconsistent application of the source principle: Sometimes the source principle is 

invoked to justify taxation and sometimes taxation does not follow the principle. Such 

inconsistencies are evident both in domestic law and in the UN and OECD Model 

Treaties.

– ���������	��"	���������������"	����������	.
"����
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• Immovable property: capital gains sourced to where property is located – consistent with rent.
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– Allocate the taxing rights: Primary effect of treaties on capital gains is to 

allocate the taxing rights as between the source and residence jurisdictions, 
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– Allocate the taxing rights: Treaty Practice
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• Nonresident holds stock in a corporation whose sole asset is Country S land. If 

nonresident sells the stock at a gain, Country S may, pursuant to the OECD Model, tax 

that gain.

• Nonresident holds a partnership interest in a partnership that owns Country S land, and 

this lands constitutes 70% of the value of the partnership. If nonresident sells the 

partnership interest, Country S may not, pursuant to the OECD Model, tax the capital 

gain on the disposition of the partnership interest. See OECD. Art. 13(5) gains from 

alienation of property not otherwise specified shall only be taxable in residence 

jurisdiction.
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• If nonresident holds stock in a Country S corporation, then gains on the disposition of 
the stock may be taxed by Country S if within the 12 month period preceding the 
disposition, the nonresident held “directly or indirectly at least __ per cent [percentage 
set by treaty] of the capital of that company.”

• Example: In a treaty context in which Art. 13(5) specifies a threshold of 80%, if 



9

�����
��������	����������(����

� �
�����������	�'�

– �
�������������������(����'

Allocate the taxing rights'��
������
�"��"�

�������� 	����"�.��/��
������"��"	.��
��������	��	��"������������'��	�����
�

����

���	��"�
".�����"���.���
�#	�����>��!��������7	�����
����������

+�"�"�������������+�����	��#������#����������	.
"��"	.��
�'

1. Movable property not part of a Country S permanent establishment (regardless of where 



10



11

�����
��������	����������(����

� !����".���������������	�������	���#���>���	��'

– �
�����"�	
������"	��
�#.����	���������".����������"	.��
����

����
���"�������������	�
��������"������������'

3�4����	
"�����

3$4������/	����"����
�������

3 4�!�/��	����"	.��
���
��������"�������������������	�

21

�����
��������	����������(����

� !����".���������������	�������	���#���>���	��'�

3�4�Enforcement: Source countries face several 

challenges in trying to enforce taxation of a nonresident’s 

capital gains:

• Detection: Awareness of the alienation and resulting gain

• Collection: Inability to secure payment of tax

• Administrative Burden: Decision as to type and amount of 

enforcement resources devoted to identifying capital gains and collecting 

tax due
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3�4�Enforcement:

– Detection:
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3�4�Enforcement:

–
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3$4�Tax Avoidance Strategies: Although explicit nonreporting may be 

the most obvious path for nonresident to avoid source country taxation 

of capital gains, other techniques are available:

– ��������'

• Holding companies in jurisdictions with favorable tax treaties: Even if source 
country generally seeks to tax gain on disposition of certain assets, the country 
likely has treaties not reflecting that position.

• Indirect transfer: Holding the asset through one or more layers of domestic or 
foreign entities, where source country does not tax indirect transfers.

• Manipulation of taxing thresholds: Where source country imposes taxation on a 
nonresident’s capital gains on alienation of, for example, stock in a company with 
more than 50% of its value in immovable source country property, then taxpayer 
may engage in short-term strategies to nominally reduce the percentage of 
assets represented by immovable property.
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(3) Developed Country Trends'�Overall low levels of source 

country taxation of capital gains may in part reflect decisions, 

experiences, policy choices and tradeoffs made by developed 

countries that might not support the same conclusion for capital 

importing countries:

• Developed country preferences for residence based taxation

• EU move towards more residence based taxation on certain intercorporate 

payments

• Developed country interest in exempting dividends and providing parallel 

treatment for capital gains

• Developed country experience with administrative burden of taxing 

nonresident capital gains
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