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Nairobi, Kenya

21 – 24 March 2017

Introduction

• OECD/G20 project on Base Erosion and 
Profit Shifting (BEPS)

– Final Reports issued in late 2015

– Now in the implementation phase

• UN activities with respect to BEPS:

– Subcommittee on BEPS

– Subcommittee on Transfer Pricing – work on 
transfer pricing aspects of BEPS

– Capacity Development Unit activities
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Introduction

• UN Handbook on Protecting the Tax Base 
of Developing Countries (2015)

– Deals with OECD BEPS issues plus tax 
incentives, services and capital gains

– Second edition in progress for 2017

• Practical Portfolios on Services, Interest 
and Rent and Royalties

• Workshops and technical cooperation
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The Platform for Collaboration on Tax

• Created in April, 2016 as the structure for the 
UN, OECD, IMF, WBG to assist developing 
countries in strengthening their tax systems

• Work program:

– 8 toolkits

– Emerging international tax issues

• Work will be done separately by each 
international organization, not by the Platform
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The Platform for Collaboration on Tax

• Platform meets 3 times annually

• Regional organizations, such as ATAF, will 
be involved

• Major conference to be held every two 
years

• Will maintain a public website and make 
reports to governments
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Introduction

• The Platform has committed to produce 8 
toolkits by March 2018

• UN Capacity Development Unit has taken the 
lead by developing a series of Practical 
Portfolios dealing with aspects of BEPS

• Toolkits on tax incentives and transfer pricing 
comparability analysis have been published

• Practical Portfolios dealing with Services and 
Interest have been completed; Practical Portfolio 
on Rent and Royalties has been substantially 
completed
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Introduction

• Purpose of the Practical Portfolios: intended 
for the use of tax officials from developing 
countries to 

– Understand the causes of BEPS

– Identify and assess the risks of BEPS

– Assess the options available to counter BEPS

• Practical Portfolios focus on BEPS; they do 
not deal comprehensively with all aspects of 
the taxation of income from services, interest 
or royalties
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Introduction

• The Practical Portfolios are intended to be 
used as diagnostic tools for tax officials to 
review their domestic tax systems and tax 
treaties to determine if, and to what extent, 
they are facilitating BEPS

• The Practical Portfolios do not focus on any 
particular country

• Approach is practical, with examples, charts, 
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Overview of Practical Portfolios
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General Considerations

• All interest deductions erode a country’s 
tax base

• But most interest expenses represent 
legitimate expenses

• Therefore, it is inappropriate to deny the 
deduction of all interest expenses
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General Considerations

Deductible interest payments present base 
erosion concerns if:

1) Deductions are excessive

2) The country does not tax the nonresident 
recipient on the interest or taxes it at a 
reduced rate

3) The country does not tax the income earned 
from the use of the funds or taxes the 
income at a preferential rate

4) Any combination of the above
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General Considerations

• Base erosion may also occur if interest 
payments are not deductible and not taxable to 
the recipient

• But this base erosion is less serious and not 
dealt with in this Portfolio

• Base erosion may also occur where deductible 
interest payments are made to resident tax-
exempt entities

• But the Portfolio deals only with cross-border 
base erosion
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Domestic Law: Basic Concepts

1) The definition of interest

2) Hybrid financial instruments

3) Methods for allocating interest expenses 
to income

4) Related-party interest

5) Back-to-back financing arrangements
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Back-to-Back Arrangements: Example 1

• To obtain the reduced rate under the tax treaty, 
PCo deposits an amount equal to the debt owed 
by SCo with a bank resident in Country P 

• SCo then transfers the debt owed to PCo to the 
bank

• SCo pays interest to the bank and the bank pays 
interest to PCo

• The bank claims the reduced rate of withholding 
tax on the interest received from SCo
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Back-to-Back Arrangements: Example 2

• ACo, resident in Country A, owes amount to its 
parent company, BCo, resident in Country B

• Under the tax treaty between Country A and 
Country B, interest paid by a resident of Country 
A to a resident of Country B is subject to 
maximum withholding tax of 15%

• Under the tax treaty between Country A and 
Country C, interest paid by a resident of Country 
A to a resident of Country C is exempt from 
withholding tax
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Back-to-Back Arrangements: Example 2

• BCo establishes a subsidiary in Country C

• BCo transfers debt owing by ACo to the 
subsidiary in Country C in consideration 
for debt 

• ACo pays interest to the subsidiary in 
Country C, which in turn pays interest to 
Bco

• Example of treaty shopping
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EXCESSIVE INTEREST DEDUCTIONS
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• Nonresident parent financing resident 
subsidiary with debt or equity

• Nonresident has preference for financing with 
debt because interest is deductible but 
dividends are not

• Often nonresident shareholder doesn’t care 
whether it receives interest or dividends

• Tax saving from interest deduction may 
exceed withholding tax on interest 
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• Excessive payments of interest to related 
nonresidents result in serious base erosion

• Possible solutions for excessive interest 
deductions:

– transfer pricing rules

– deny interest deductions

– thin capitalization rules: deny deduction for 
interest on excessive debt

– earnings-stripping rules: deny deduction for 
interest in excess of percentage of earnings
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Thin Capitalization Rules

• Problem of thin capitalization may be seen as 
transfer pricing issue or as a disguised equity 
issue

• If transfer pricing, rules apply only to 
controlled resident companies

• If disguised equity, rules apply to substantial 
shareholders in resident companies

• Rules should also apply to partnerships, 
trusts and PEs
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Thin Capitalization Rules: Ratio

• Interest on debt in excess of debt:equity ratio is 
not deductible

• Typical ratios are 1.5:1 to 3:1

– How to establish the ratio?

– Higher ratio for financial institutions

– Ratio can apply on an entity-by-entity or 
consolidated basis

– Issues with both approaches 
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Thin Capitalization Rules: Ratio

• Debt:equity ratio can be applied to each 
substantial nonresident shareholder 
separately, to all nonresident shareholders, 
or to the company as a whole

• Debt:equity ratio ignores the interest rate on 
debt (i.e., if interest rates are low, companies 
can carry more debt) 
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Thin Capitalization Rules: Debt

• Rules may apply to all debt, debt owed to 
nonresidents, or only to debt owed to controlling or 
substantial nonresident shareholders

• What debt should be taken into account?

– Financial instruments treated as debt under domestic 
law

– Non-interest bearing debt?

– Debt owed to arm’s length nonresidents?

– Guaranteed debt?

– Rules are necessary to deal with back-to-back debt 
arrangements
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Thin Capitalization Rules: Equity

• All investments, other than debt, or equity 
as defined under company law or tax law

• Contributed surplus and retained earnings 
should also be treated as equity because 
they are available to support the 
company’s debt

– Unrealized appreciation should not be 
included
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Thin Capitalization Rules

• When should debt and equity be 
calculated?

– Both should be determined at the same time, 
except retained earnings should be 
determined at the beginning of each year

– At beginning or end of year – subject to 
manipulation by taxpayers

– Average amount of debt and equity calculated 
monthly or quarterly – reduces avoidance 
opportunities but increases compliance costs

39
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Thin Capitalization Rules: Consequences

• Debt taken into account for ratio and interest 
deduction disallowed are different issues

• Amount of interest deduction disallowed may be 
all interest on debt in excess of ratio or only 
interest on certain debt (for example, debt owed 
to nonresidents, nonresident shareholders, 
controlling or substantial shareholders)

• Many countries do not disallow deduction of 
interest on arm’s length debt owed to 
nonresidents
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Thin Capitalization Rules: Consequences

• Article 24 (nondiscrimination) may prevent 
the application of thin capitalization rules

• Excess interest may be characterized as 
interest or as a dividend

– Note the implications for withholding tax

• Is carryforward for nondeductible excess 
interest available?

– Adds some flexibility, but also complexity
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Earnings-Stripping Rules

• Problem of excessive interest deductions 
viewed as preference for debt compared to 
equity financing

• Therefore, earnings-stripping rules are not 
necessarily limited to interest paid to 
nonresidents

• Rules can apply to all resident entities, 
resident entities controlled by nonresidents, 
or resident entities with substantial 
nonresident shareholders
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Earnings-Stripping Rules

• Deductible interest is limited to percentage 
of earnings

• Theoretically, rules could apply by 
reference to interest expenses relative to 
earnings of the worldwide group, but very 
complex

• If limited to third-party interest expenses, 
intergroup debt could not be used to 
increase interest deductions

43
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Earnings-Stripping Rules

• Rules can apply to the gross interest 
expenses or the net interest expenses of a 
resident entity

• Gross interest approach is simpler

• Net interest approach avoids duplication of 
interest from intergroup loans

• Net interest expense is amount of interest 
expenses in excess of interest income
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Earnings-Stripping Rules

• Net interest approach allows multinational 
group to borrow in one group entity and 
on-lend to others

• Preferable to rule based on debt, which 
doesn’t deal with rate of interest and 
varies throughout year
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Earnings-Stripping Rules: Exceptions

• Exception for resident entities with interest 
expenses below a threshold

– Purpose is to reduce compliance burden 

– Requires anti-fragmentation rules

• Higher interest deductions allowed if ratio 
of worldwide group is higher

• Exception for financing of public interest 
projects

50
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• BEPS Action 4 Final Report (October 
2015) Limiting Base Erosion Involving 

Interest Deductions and Other Financial 

Payments provides best practices in 
designing rules to prevent base erosion 
through interest deductions

• Unilateral action has failed; therefore, 
consistent international best practices are 
essential

51
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Recommended Best Practices

• Deduction of interest limited based on 
percentage (10% – 30%) of an entity’s net 
interest expense of its EBITDA or EBIT

• Optional higher deduction allowed if group’s net 
interest to worldwide financial ratio (EBITDA or 
debt:equity) plus 10% is higher

• Optional carryover for disallowed interest

• General limitations supplemented by targeted 
anti-avoidance rules
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Thin Capitalization Rules

• Fixed debt:equity rule is not acceptable as a 
best practice

– Earnings is a better measure of economic activity 
than assets

– Allows entities to increase interest deductions by 
increasing equity

– Doesn’t deal with the rate of interest 

• But fixed debt:equity rule (thin capitalization) can 
be used to supplement recommended best 
practice (earnings-stripping) rule
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Setting the Ratio

• Should be set low enough to address BEPS

• In principle, should allow groups to deduct all of 
their worldwide net third-party interest expenses, 
but no more than that amount

• According to empirical data in Report, with ratio 
of 30% (10%) (5%) of EBITDA, 87% (62%) 
(50%) of groups would be able to deduct all net 
third-party interest

• Recommended range 10% - 30%
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Optional Group Rule

• Group rule should be applied on the basis of 
audited consolidated financial statements 
prepared in accordance with GAAP

• Definition of a group should be based on the 
concept of a consolidated group for financial 
reporting purposes

• Problems may arise if tax and financial 
reporting definitions of group differ (e.g., if 
rules are applied to domestic group)

55
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Withholding Tax on Interest 

• Tax imposed on nonresident recipient on gross 
amount of interest payment

• Payer required to withhold from payment

• Only resident payers or nonresidents carrying on 
business in country required to withhold

• What rate?

– proxy for corporate tax

– avoid excessive rate

• Definition of payments subject to withholding tax –
interest and economic equivalents 

64

Withholding Tax on Interest 

• Arm’s length lenders will pass on 
withholding tax to borrower – interest 
payments grossed up 

• In effect, withholding tax is paid by 
resident borrowers and cost of borrowing 
for residents is increased

65
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INTEREST DEDUCTIONS BY 

NONRESIDENTS

[ � � � � � � � e � � d

f � � � � � � � � � � � Y � � � � � g [ � � � � � � � a � � � � �  � � � � �
• If nonresidents are not taxable on income 

derived from a country, no interest should be 
deductible

• If nonresidents are taxable on income derived 
on a gross basis, no interest should be 
deductible

• If nonresidents are taxable on income derived 
on a net basis, interest expenses should be 
deductible 
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• Base erosion occurs if nonresidents deduct 
excessive interest payments to nonresidents

• Interest payments to related nonresidents 
may be excessive because the rate is 
excessive or the amount of debt is excessive

• Countries should apply thin capitalization or 
earnings-stripping rules

• If restrictions on interest deductions apply 
only to resident companies, nonresidents 
may structure their investments as PEs to 
avoid restrictions 
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• Payments of interest to nonresidents 
taxable on a gross basis

– no interest is deductible
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Limitation on Foreign Tax Credit

Lesser of:

1) Foreign tax paid = 200

and

2) Domestic tax paid x foreign income

total income

400 
= 800 x 

2,000
= 160

76

Residents Earning Foreign Branch Income: 
Exemption Method

Foreign income $500

Foreign tax paid 200

Worldwide income 2,100

Interest deduction nil

Taxable income 1,600

Tax at 40% 840

Domestic tax payable 640
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Domestic Law: 
Residents Earning Foreign Source Income

• Residents incurring interest expenses to 
acquire shares of foreign corporations

– If dividends from foreign corporations are 
exempt, interest should not be deductible

– If dividends are taxable and country allows 
indirect foreign tax credit, interest should be 
deductible but allocated to foreign income for 
limitation on the indirect credit

– Are gains on sale of shares taxable?

78

Resident Companies Earning Dividends from 
Foreign Companies

• Resco borrows to acquire common shares of FA 
in treaty country
��

Income 500

After-tax income 300

�
�	
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Residents Earning Foreign Dividends: Example

• In branch example, proper result is 
domestic tax payable of 640

• In foreign dividend example, result is 
domestic tax payable of 600 (unless 
interest is not deductible)

• Why? Because foreign company is a 
separate taxable entity

• Result seems improper theoretically
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Debt Push-Down Arrangements

• Nonresidents who own or acquire a subsidiary 
resident in another country may arrange for the 
subsidiary to incur additional debt so that the 
deduction of the interest reduces the country’s 
tax base

• Property acquired by the subsidiary is unlikely to 
result in any income subject to tax by the country
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INTEREST AND TAX TREATIES

Tax Treaties

• How many tax treaties does your country 
have? With what countries?

• Are your treaties based on the OECD or 
UN Model? What variations from these 
Models do your treaties contain?

• Do your tax treaties contain any special 
provisions dealing with interest income or 
deductions of interest?

85

Tax Treaties: 
Limitations on Taxation of Nonresidents
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Tax Treaties: Effect on Nonresidents

�������

• ACo, resident in Country A, has PE in Country B

• ACo pays interest to CCo, resident in Country C

• Interest is deductible in computing profits 
attributable to PE in Country B

• Under the treaty between Country A and 
Country B, Country B can impose withholding 
tax on the interest

88

Tax Treaties: Effect on Nonresidents

• Where interest is taxable on a gross basis, no 
deduction for expenses (e.g., interest) is required

• Where interest is taxable on a net basis under Art. 7 
or 14, Art. 7(3) of UN Model provides deductions for 
expenses incurred for purposes of PE or fixed base

– whether interest expense is incurred for purposes of 
PE is up to domestic law

• Deductibility of expenses is matter for domestic law
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Deduction of Interest 
in Computing Profits of PE

• Guidance in Commentary on Art. 7 of the 
OECD Model

– Functional and factual analysis of the PE to 
determine amount of free capital (equity)

– PE should have sufficient free capital to 
support its functions, assets and risks

92

Deduction of Interest 
in Computing Profits of PE

• Various methods for allocating free capital to a PE: 

1) Capital allocation method – assets and risks of PE 
as percentage of assets and risks of entire 
enterprise

2) Thin capitalization method – free capital equal to 
free capital of independent enterprise carrying on 
same activities under same conditions by comparing 
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Tax Treaties: 
Effect on Taxation of Nonresidents

• Art. 24(4) – interest payments to 
nonresidents must be deductible on 
nondiscriminatory basis

– prevents application of thin capitalization or 
earnings-stripping rules unless compatible 
with Art. 9

– does not prevent withholding taxes on interest

– does not prevent additional information 
reporting requirements
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Tax Treaties: 
Effect on Taxation of Nonresidents

• Art. 24(5) – no discrimination against resident 
enterprises owned or controlled by 
nonresidents

– prevents application of thin capitalization or 
earnings-stripping rules unless compatible 
with Art. 9

– does not prevent withholding taxes on interest 

– does not prevent additional information 
reporting requirements

97
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Information Gathering

• Interest paid to nonresidents

– total interest paid to nonresidents

– total interest subject to withholding tax

– total withholding tax collected

– interest exempt from withholding tax

– interest paid to nonresidents on country-by-
country basis, and type of recipient and 
payer

100
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Risks of Base Erosion: Overview

• All interest deductions erode a country’s tax 
base

• 3 serious base-erosion problems:

1) excessive interest deductions

2) interest paid to nonresidents not subject to tax 
or taxed at reduced rate

3) interest deductible by residents but related 
income is not taxable, or is subject to 
preferential tax 

• Worse if paid to nonresidents

104

Risks of Base Erosion: Overview

• Risks are greater with respect to related-
party interest payments

• Risks must be assessed from the 
perspective of each country’s tax system

105

Deductible interest 

(related income is 

taxable, interest is 

taxable to recipient, 

interest is not excessive, 

and recipient and payer 

are arm’s length)

Deductible interest, but 
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Excessive Interest Deductions 
Claimed by Residents

• ��
�: interest rate or amount of debt is 
excessive compared to arm’s length standard

• �	

�����
�	�
: 

1) Adopt and apply transfer pricing rules; 

2) Specific thin capitalization or earnings-
stripping rules

108

Excessive Interest Deductions 
Claimed by Residents

• ��
�: interest on debt owed to substantial 
nonresident shareholder is disguised equity

• �	

�����
�	�
: 

1) Rules to characterize shareholder debt as 
equity in certain circumstances;

2) Adopt thin capitalization rules; 

3) Apply transfer pricing rules (treaties will 
limit application to controlled enterprises).

109

Excessive Interest Deductions 
Claimed by Residents

• ��
���resident entity has disproportionate 
amount of debt relative to equity

• �	

�����
�	�




29

Saving Clause

“This Convention shall not affect the 
taxation, by a Contracting State, of its 
residents except with respect to the 
benefits granted under paragraph 3 of 
Article 7, paragraph 2 of Article 9 and 
Articles 19, 20, 23, 24 and 25 and 28.” 

• Omit reference to Art. 24
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Thin Capitalization Rules

• ��
�: scope of the rules is too narrow

• �	

�����
�	�
: ensure rules apply 
to all deductible interest paid to 
nonresidents by all residents and 
nonresidents

• ��
�: rules do not apply to payments that 
are economic equivalents of interest

• �	

�����
�	�
: extend rules to all 
economic equivalents of interest
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Thin Capitalization Rules

• ��
�: the debt:equity ratio is too generous

• �	

�����
�	�
: adjust the ratio 
periodically

• ��
�: not all types of debt are taken into 
account

• �	

�����
�	�
: expand rules to 
cover all types of debt, such as 
guaranteed debt
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Thin Capitalization Rules

• ��
�: rules can be avoided through 
temporary infusion of equity or temporary 
repayment of debt

• �	

�����
�	�
: 

1) calculate debt and equity on monthly or 
quarterly basis

2) adopt specific anti-avoidance rules

115
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Earnings-Stripping Rules

• ��
�: scope of the rules is too narrow

• �	

�����
�	�
: ensure that rules 
apply to all deductible interest paid to 
nonresidents by all residents and 
nonresidents

• ��
�: rules do not apply to payments that 
are economic equivalents of interest

• �	

�����
�	�
: extend rules to all 
economic equivalents of interest
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Earnings-Stripping Rules

• ��
�: the ratio of interest expenses to 
earnings is too generous

• �	

�����
�	�
: adjust ratio 
periodically

• ��
�: the rules can be avoided in various 
ways

• �	

�����
�	�
: adopt specific anti-
avoidance rules or apply general anti-
abuse rule
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Excessive Interest Deductions 
Claimed by Nonresidents

• ��
�: nonresidents subject to net-basis tax 
may claim excessive interest deductions

• �	

�����
�	�
: apply thin 
capitalization or earnings-stripping rules 
(or other restrictions on interest 
deductions) to nonresidents
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Excessive Interest Deductions 
Claimed by Nonresidents

• ��
�: treaties may prevent application of restrictions 
on interest deductions applying only to nonresidents

• �	

�����
�	�
: 

1) Don’t enter into treaties

2) Don’t include Art. 24(4) or (5) in treaties

3) Apply rules to residents and nonresidents

4) Exemption if arm’s length standard met

5) Exclude rules from Art. 24(4) and (5)

6) Limit Art. 24(4) and (5) to MFN situations
119
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Residents Earning Dividends from 
Foreign Companies

• ��
�: If dividends are taxable and interest is 
deductible currently, but dividends are 
taxable only when received, interest will 
erode tax base

• �	

�����
�	�
: 

1) Interest deductible only when dividends 
are paid 

2) Interest should be allocated to foreign 
source income for purposes of 
underlying foreign tax credit

128

Debt Push-Down Arrangements

• ��
�: interest on funds used to acquire 
shares of resident company may be shifted 
from nonresident acquiror to acquired 
company

• �	

�����
�	�
: 

1) Thin capitalization or earnings-stripping 
rules may limit, but not disallow 
completely, interest deductions

2) Adopt specific anti-avoidance rules

3) Apply general anti-abuse rule

129

DESIGNING AND DRAFTING 

DOMESTIC LEGISLATION AND 

NEGOTIATING TAX TREATIES TO 

PREVENT BASE EROSION

Purpose of Part 3 of the Practical Portfolio

• Identification of the major structural features of 
domestic law to prevent base erosion

• Sample legislation with explanatory notes

• Negotiation of tax treaties to prevent base erosion
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Domestic Legislation to Prevent Base Erosion

• Three major issues of base erosion:

1) Excessive interest deductions claimed for 
payments to nonresidents 

2) Interest paid to nonresidents is exempt from 
tax or subject to reduced tax

3) Interest deductions claimed by residents to 
earn exempt or favourably taxed income
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Gross-Based Taxation of Nonresidents 

• Withholding tax offsets effect of interest 
deduction

– Withholding can be made a condition for the 
deduction of the interest payments 

• Withholding tax may be excessive and 
result in unrelieved double taxation

• Withholding taxes may be passed on to 
residents of your country in some 
circumstances

136
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Gross-Based Taxation of Nonresidents

• What rate of withholding should be 
applied?

• Very difficult issue

• In theory, withholding tax is a proxy for a 
tax on net income

• Excessive tax may not be creditable by 
nonresident

140

Gross-Based Taxation of Nonresidents

• What persons are required to withhold?

• Typically imposed on residents and 
nonresidents with a PE or fixed base in the 
country

• Difficult to collect tax from individuals for 
whom interest payments are nondeductible

• Therefore, limit to deductible payments

• Withholding agent is usually jointly liable for 
the tax

141

Gross-Based Taxation of Nonresidents

• Interim or final withholding tax?

• Under interim withholding, nonresident must 
file a tax return and pay tax on a net basis 
(i.e., claim actual expenses, pay additional 
tax or claim a refund)

• Imposes serious compliance and 
administrative costs

• Possible for tax authorities to issue waivers 
where nonresident is probably exempt from 
tax 

142
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Taxation of Residents
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SAMPLE LEGISLATION

Sample Legislation: Thin Capitalization

(1) Where a resident company, other than a 
financial institution, makes a payment of interest 
in a taxation year to a [related] [non-arm’s 
length] non-resident, the interest shall not be 
deductible in that year to the extent of the 
portion of the company’s total interest payments 
made during the year [to non-residents] [to non-
residents with whom the company does not deal 
at arm’s length] that the company’s average debt 
for the year exceeds [1.5, 2, or 3 times] the 
company’s average equity for the year.
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Sample Legislation: Thin Capitalization

• Provisions for:

– More generous ratio for financial institutions

– Carryforward of excess interest

– Excess interest deemed to be dividend

– Rules extended to partnerships and trusts

– Rules extended to nonresidents

– Exception for interest that meets the arm’s 
length standard

152
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Sample Legislation: Withholding Tax

(1) Any person not resident in Country X 



41

Sample Legislation: Withholding Tax

(4) If a person resident in Country X fails 
to withhold tax as required by section 



42
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Treaty Provisions Relating to Nonresidents: 
Deduction of Interest

• Art. 7 or 14: your country can tax profits

• Art. 7(3): your country must allow 
deduction of interest attributable to PE or 
fixed base (unless residents cannot deduct 
interest also)

• Deductibility is an issue for domestic law

• Therefore, your country can limit 
deductions subject to Art. 24(3)

168

Treaty Provisions Relating to Nonresidents: 
Deduction of Interest

• Art. 24(3): prohibits less favourable
taxation of PE (not fixed base)

• Therefore, no restrictions on interest 
deductions in computing profits of PE 
unless also applied to residents
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Possible Solutions

• Don’t agree to Art. 24(3)

• Agree only to most-favoured-nation 
treatment in Art. 24(3)

• Exclude restrictions on interest deductions 
from Art. 24(3)
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Other Concerns

• Ensure that excess interest is not 
allocated to PE

• Don’t allow deduction of notional expenses 
(i.e., don’t agree to OECD “authorized 
OECD approach” under Art. 7)

• Impose withholding tax on any interest 
deductible in computing PE profits

– Be sure to include Art. 11(5)

171
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Treaty Provisions Relating to Nonresidents: 
Withholding Taxes

• Under Art. 11(2), your country is entitled to tax 
interest paid to residents of the other state at 
agreed rate

• Two issues:

– Definition of interest

– Limit on tax rate

• Compare withholding tax on interest under 
domestic law with withholding tax under Art. 11

• Choice of rate requires balancing of several 
factors
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Tax Policy Assessment

• Analysis of provisions of domestic law with 
respect to the taxation of income from 
services from the perspective of base erosion

• Analysis of provisions of tax treaties dealing 
with income from services from the 
perspective of base erosion

• Information gathering 

• Identification of the risks of BEPS with 
respect to income from services and possible 
responses
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Domestic Law

• Identification of basic patterns of taxing 
income from services:

1. Income derived by residents from services 
performed outside your country

2. Income derived by nonresidents from 
services performed or used in your country

• Your tax base may be eroded if your 
country does not tax income from services 
or if it allows the deduction of payments for 
services
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Domestic Law

• Most countries do not define “services”

• However, if income from services or from 
certain types of services is taxed 
differently from other income or other 
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Residents Earning Foreign Source Income 
from Services

• Even if your country taxes residents on their 
income from services on a worldwide basis, 
residents can establish controlled foreign 
companies (CFCs) to earn income

• Such CFCs are generally not taxable by your 
country unless they earn domestic source 
income because

– CFCs are separate taxable entities

– CFCs are not resident in your country
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Nonresidents Earning Domestic Income 
from Services

• Basic patterns for taxing services consumed 
or used in a country:

– All payments to nonresidents for services (or only 
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Limitations on the Taxation of 
Nonresidents: Article 15

• General rule – no taxation unless:

– Employment is exercised in the country and

• Employee is employed by a resident of the 
country or by a nonresident with a PE or 
fixed base in the country and salary or 
wages borne by the PE or fixed base, or

• Employee is present in the country for more 
than 183 days in any 12-month period
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Limitations on the Taxation of 
Nonresidents: Article 15
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Limitations on the Taxation of 
Nonresidents: New Article 12

• Fees for technical services arise in a country 
if the payer is a resident or a nonresident with 
a PE or fixed base that bears the fees

• Fees for technical services are deemed not to 
arise in a country if they are borne by a PE or 
fixed base in another country

200

Limitations on the Taxation of 
Nonresidents: New Article 12
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RISKS OF BASE EROSION

Risks of Base Erosion: Overview

• Risks with respect to

1) residents earning income from foreign services

2) nonresidents earning income from services

• Risks vary depending on the type of services

• Risks are greater with respect to related-party 
transactions

• ��
�
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�����



�� �	���!�

��
������	 ���!��	����"#
�����
"
��

205

Risks of Base Erosion: Overview

• Major factors in identifying and assessing the 
risks of base erosion with respect to services:

– What income from services does your country �	� tax? Or 
tax at a low rate?

– What payments for services are deductible?

– How does the country in which the nonresident service 
provider is resident tax the payments?

– What limitations do your country’s tax treaties impose on 
taxation of income from services?

– Related-party service transactions
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Risks of Base Erosion: Employment

• Residents earning income from foreign 
employment services

• Major risk is that such income is not 
taxable under a territorial system

• Solution: impose tax on worldwide 
employment income, or at least ensure 
that expenses are not deductible

• Also ensure that limitation on foreign tax 
credit works properly

207
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Risks of Base Erosion: Employment

• Major risks of base erosion with respect to 
nonresidents earning income from 
employment:

1) Tax under domestic law if nonresident 
employee is employed by a nonresident with 
a PE or fixed base in your country?

• Salary will be deductible

• Impose obligation to withhold tax on 
nonresident employer
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Risks of Base Erosion: Employment

2) Tax under domestic law if nonresident 
employee is employed by a nonresident 
carrying on business in your country?

• If not, nonresidents may try to avoid PE or 
fixed base through commissionaire 
arrangements, moving activities to different 
locations, having activities performed by 
related entities
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Risks of Base Erosion: Employment

3) Art. 15(2) will prevent your country from 
taxing nonresident employees where 
nonresident employer avoids having PE or 
fixed base in your country

• Employer can avoid having a PE or fixed base 
through various artificial means 

• Solution: anti-avoidance rules in domestic law 
and treaties (see OECD BEPS Action 7 
proposals)
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Risks of Base Erosion: Employment

4) Legal relationship of employment altered to 
independent contractor
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Risks of Base Erosion: Employment

5) Nonresident entity hires out employees to 
residents of your country; therefore, employer 
is nonresident instead of resident

• Your country may not be able to tax under 
domestic law or treaty if nonresident employer 
does not have PE or fixed base in your 
country

• Solution: domestic anti-avoidance rules that 
apply for purposes of your tax treaties or 
treaty anti-abuse rule
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Risks of Base Erosion: Employment

6) Fees paid to nonresident directors and 
remuneration of nonresident managers of 
resident companies

• Amounts will be deductible against your 
country’s tax base

• Solution: amounts should be subject to 
withholding tax

• Also, treaties should contain Art. 16 of UN 
Model (Art. 16 of OECD Model applies only to 
directors)
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Risks of Base Erosion: Employment

7) Amounts paid by your government to 
nonresident employees

• Amounts paid reduce government revenues

• Solution: amounts paid should be subject to 
withholding tax irrespective of where the 
services are performed

• Also, treaties should contain Art. 19 (note 
that Art. 19 does not apply to independent 
contractors)
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Risks of Base Erosion: Employment

8) Pensions paid to nonresident former 
employees

• Amounts paid or prior contributions may be 
deductible against your country’s tax base

• Solution: pension payments should be subject 
to withholding tax

• Also, treaties should contain Art. 18 
(alternative B) of UN Model

215
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Risks of Base Erosion: 
Entertainers and Athletes

• Some entertainers and athletes can make 
substantial amounts in a short time

• Solution: your country should tax all income 
(or income above a threshold) from 
entertainment and sports activities performed 
in your country

• Also, treaties should contain Art. 17
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Risks of Base Erosion: 
Entertainers and Athletes

• Nonresident entertainers and athletes may 
attempt to avoid tax by assigning income to 
another person (e.g., controlled company)

• Solution: domestic law should impose tax on 
income irrespective of who receives it

• Also, treaties should contain Art. 17(2)
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Risks of Base Erosion: 
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Risks of Base Erosion: 
Independent Personal Services

• Amounts paid by residents and nonresidents with 
PE or fixed base in your country to nonresident 
service provider for services performed outside 
your country will be deductible

• Solution: impose withholding tax or deny 
deduction (e.g., tax on fees for technical services)

• Also, treaties must have special provisions to 
allow such withholding tax

• Note proposed new Article 12A in UN Model on 
fees for technical services 
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Risks of Base Erosion: 
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BEPS Action 7 Measures

• Article 5(4) limited to activities that are 
preparatory or auxiliary considered 
separately or together

• New Article 5(4.1) anti-fragmentation rule:

Exception in Article 5(4) does not apply if 
enterprise or closely related enterprise has a fixed 
place of business PE in the country or if overall 
activity is not preparatory or auxiliary as long as 
business activities are complementary functions 
of a cohesive business operation 
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BEPS Action 7 Measures

• Revised Article 5(5) with respect to dependent agents:

– Includes agent who habitually concludes contracts or plays 
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Key Risks of Base Erosion
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Purpose of Part 3 of the 
Practical Portfolio
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Taxation of Residents
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Taxation of Nonresidents on a Net Basis

• Risks of base erosion:

1) Avoidance of threshold requirement

– Eliminate or reduce threshold; adopt robust anti-
avoidance rules

2) Insurance

– Tax based on activities in country

3) International shipping and air transportation

– Difficult to tax; therefore, not usually subject to 
net basis tax
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Gross-
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Gross-Based Taxation of Nonresidents

• What rate of withholding should be applied?

• Very difficult issue

• In theory, withholding tax is a proxy for a tax 
on net income

• Excessive tax may not be creditable by 
nonresident

• Different rates for different services?

– Increases compliance burden for withholding 
agent
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Gross-Based Taxation of Nonresidents
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Gross-Based Taxation of Nonresidents

5. Payments to nonresident entertainers and athletes

6. Payments to nonresident shipping or air 
transportation enterprises for goods or persons 
taken on board in your country

7. Payments to nonresidents for managerial, technical 
or consulting services
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SAMPLE LEGISLATION

Sample Withholding Tax Provision

(1) Any person not resident in (your country) shall 
pay tax of __ percent of the following amounts 
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Sample Withholding Tax Provision

(d) salary, wages or other remuneration in respect 
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Sample General Anti-Base Erosion Rule

(1) Where one of the principal purposes of a transaction or 
arrangement is to obtain benefits under this Act or under 
the provisions of an agreement between (your country) 
and another country for the elimination of double 
taxation, those benefits shall be denied unless granting 
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Treaty and Domestic Provisions 
to Prevent Base Erosion

• Directors’ fees and remuneration of top-level 
managers

– Ensure that your tax treaties contain Art. 16 of the 
UN Model

• Government Service

– Ensure that your tax treaties contain Art. 19 of the 
UN Model

• Pensions

– Ensure that your tax treaties contain Art. 18 
(alternative B) of the UN Model

272

Treaty and Domestic Provisions 
to Prevent Base Erosion
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Treaty and Domestic Provisions 
to Prevent Base Erosion

• Insurance

– Ensure your treaties contain Art. 5(6) of the UN 
Model

• Construction
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Disclosure and Information Reporting: 
Residents

• Three main sources:

– The resident taxpayer

– The tax authorities of other countries with which 
your country has tax treaties or TIEAs

– Public information

• Information about foreign revenue and 
expenses, the amount of foreign tax paid

• Information about related-party interest and 
services

– Can be provided in tax return or separate 
information return
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Disclosure and Information Reporting: 
Residents

• Five main sources:

– The nonresident service provider or recipient of 
interest

– A local representative or agent of the nonresident

– Persons making payments to the nonresident 

– The tax authorities of other countries with which 
your country has tax treaties or TIEAs, including 
country-by-country reports

– Public information

• Country must have authority under domestic 
law to obtain information
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Disclosure and Information Reporting: 
Nonresidents

• Identification of nonresident service providers 
from:

– Tax returns

– Visa requirements

– Business registration requirements

– Applications for taxpayer identification numbers

– Payers 

– Public information (e.g., entertainers)

• Sometimes difficult or impossible to identify 
nonresident service providers; therefore, 
necessary to impose withholding obligation 
on resident payers 282

Disclosure and Information Reporting: 
Nonresidents

• Identification of nonresidents receiving 
interest:

– If taxable on a net basis, tax returns, etc.

– If taxable on a gross basis, onus on withholding 
agents to identify nonresident recipients

• Often difficult or impossible to identify 
nonresident recipients; therefore, necessary 
to impose withholding or reporting obligation 
on payers
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Disclosure and Information Reporting: 
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Country-by-Country Reporting

• Required information includes (continued):

– Number of employees

– Stated capital

– Retained earnings

– Tangible assets

– Group entities doing business in country and 
nature of business

• Requires domestic legislation – Action 13 
contains an implementation package with 
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Common Reporting Standard for 
Exchange of Information

• Common standard for reporting information 
about investment income 

• Applies to individuals and entities

• Exchanges take place through tax treaties, 
including Multilateral Convention on Mutual 
Assistance

• Confidentiality of exchanged information must 
be protected
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Common Reporting Standard for 
Exchange of Information

• Implementation of CSR requires:

– Applicable treaty to allow exchange

– Domestic law authorizing exchange

– Competent authority agreement to operationalize 
exchanges

• OECD provides a Model Competent Authority 
Agreement for countries to use
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Audit and Verification

• Assumes that country taxes all income from 
services and interest derived by nonresidents 
(if country doesn’t tax, audit is less 
necessary)

• Same audit and verification techniques that 
apply generally

• Requires assessment of risks of 
noncompliance and allocation of enforcement 
resources to greatest risks

• Costs of audit depend on complexity of 
provisions of domestic law with respect to 
services and interest 298

Audit and Verification: Residents

• Audit and verification of residents earning 
income from foreign services or foreign 
interest is the same as for residents earning 
foreign source income generally

• Audit and verification of residents incurring 
interest expense to earn foreign source 
income (foreign business income or 
dividends) is special audit issue 

299
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Audit and Verification: Nonresidents

• Audit and verification of nonresidents taxed 
on a net basis

• Usually activities can focus on books and 
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Administration of Tax Treaties 
to Prevent Base Erosion

• Determination of treaty residence

• Is nonresident service provider or recipient of 
interest a resident of a country with which 
your country has a tax treaty? Which 
country?

• Residence is determined under Art. 4 of the 
relevant treaty by reference to the law of the 
other country

• Certificate of residence from tax authorities of 
the other country
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Administration of Tax Treaties 
to Prevent Base Erosion

• Certificates may also be required or used for 
“beneficial owner” requirement in Arts. 11 and 
12A

• Certificates can be formalized through mutual 
agreements and use of forms

• Compliance costs if certificate is required for 
every payment to nonresident
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Administration of Tax Treaties 
to Prevent Base Erosion

• Can withholding agents rely on nonresident’s 
address or do they have to obtain residence 
certificate?

– More efficient to rely on address

– But susceptible to abuse

– Withholding agents are likely to withhold higher 
amount required by domestic law if residence 
certificate is necessary

• Note: some treaties may have limitation-on-
benefits (anti-treaty shopping) provisions
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Administration of Tax Treaties 
to Prevent Base Erosion

• Dual residence situations

• Art. 4 provides tie-breaker rules to assign 
residence to one country

– Note new tie-breaker rule in Art. 4(3)

• Some treaties may resolve dual residence 
through the mutual agreement procedure

• Dual-resident entities often used for tax 
avoidance purposes
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