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That it reflects the current version of the UN Model Double Taxation Convention
between Developed and Developing Countries and the relevant UN Commentaries as
well as ongoing decisions of the Committee leading to changes in them;

That it pays special attention to the experience of developing countries and reflects
their realities and needs at their relevant stages of capacity development;

That it draws upon and feeds into, as appropriate, the relevant work done in other
fora, especially the work on the toolkit on tax treaty negotiation by the Platform for

Collaboration on Tax.

The aim of the Subcommittee shall be to present to the Committee an update of the
Manual for consideration with a view to adoption to in 2019. Updates on the progress of
the work shall be provided to the Committee at each preceding session. The
Subcommittee may request the secretariat to develop necessary inputs and provide

necessary support within its resources.

7. On the basis of a draft prepared by the Secretariat, the Subcommittee, through written
communications, has prepared the attached rough draft of a revised Manual. That draft:
Includes, in redline, substantive and editorial changes that are suggested by the
Subcommittee.
Identifies, in bold redline characters between square brackets, the parts of the Manual
that need to be updated in order to reflect the changes to the UN Model Convention
that the Committee adopted in 2017.
Includes, in shaded inserts between square brackets, a number of questions that the
Subcommittee will have to deal with as part of the revision of the Manual.
8. At its sixteenth session on 14-17 May 2018, the Committee is invited to comment on this
rough draft and, in particular, to address the following five questions:
[Question on page 39 of the attached document] The current Manual includes the
sentence 37KH D[ DGPLQLVIUDILRQ VKRX0G EH LQIRUPHG RI WKH H[LWWHQFH DQG
FRQWHQWV R WKH WUHDIN\ WKURXJK DQ H[ SODQDIRU\ QRIH". Some members of the
Subcommittee consider that this should be redrafted because they consider that the tax
administration should know about the existence of a treaty through its involvement in
the treaty negotiations. Another member, however, suggested that such a change
would be problematic since in some countries, it would contradict the constitutional

division of powers. The Committee is invited to provide its views on whether the
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[Question on page 138 of the attached document] Different views have been
expressed in the Subcommittee as to whether the short 6HFILRQ ,9 RQ WKH , PSURSHU
8VH Rl 7UHDWLHV should be kept or whether the comments on Improper Use of Treaties
should appear under Article 1 and Article 29, as is done in the UN Model. If it is
decided to keep the existing Section IV, what should it include and what should be
included in the explanations on the revised Article 1 and the new Article 29?

9. We look forward to guidance from Committee members on these issues at the May
session. It is also proposed that the Committee agree that Committee members wishing to
send written comments after the meeting on these questions or on other aspects of the
attached document should do so by email to the Secretariat at taxffdoffice@un.org before

-XQH
10. Following the discussion of this note at the Committee’s meeting of 14-17 May 2018 and

the reception of the written comments, the Subcommittee intends to revise the Manual in

accordance with the suggestions included in the attached document and in the light of the
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adequate skills and experience to effectively negotiate and administer tax treaties that
encourage international investments while protecting their tax base.

The present publication, entitled United Nations Manual for the Negotiation of
Bilateral Tax Treaties between Developed and Developing Countries, seeks to contribute to
strengthening the technical expertise of tax officials in developing countries. It provides
practical guidance to treaty negotiators in developing countries, in particular those who use
the United Nations Model Double Taxation Convention between Developed and Developing
Countries.* We see this Manual as an important contribution to the implementation of the
AAAA and hope that it will serve as a useful and relevant tool in assisting developing
countries to foster their sustainable development efforts.



Introduction

ODQGDIH

Economic and Social Council resolution


http://www.un.org/esa/ffd/tax-committee/tc-psubcommittee-tax-treaties.html
http://www.un.org/esa/ffd/tax-committee/tc-psubcommittee-tax-treaties.html
http://www.un.org/esa/ffd/events/event/meetings-on-capacity-building-on-tax-treaty-negotiation-and-administration.html
http://www.un.org/esa/ffd/events/event/meetings-on-capacity-building-on-tax-treaty-negotiation-and-administration.html

representatives from developing countries, who attended a technical meeting on “Tax Treaty
Administration and Negotiation” (New York, 30 and 31 May 2013)8, led to the publication of
these papers as Papers on Selected Topics in Negotiation of Tax Treaties for Developing
Countries’ (the Papers). This collection of papers was then presented to the ninth session of
the Committee (Geneva, 21-25 October 2013),2 as a possible input into the work of the
Committee in this area.

SHFHQ—ZRUN

On that occasion, the Committee decided to establish a Subcommittee on Negotiation of Tax

Treatles—PractlcaI Issues (the Subcommlttee) eemen%ng%heie”ewng—Membees—Mp

The Subcommittee was mandated to develop a practical manual on the negotiation of
bilateral tax treaties informed by the following principles:

U That it be a compact practical training tool for beginners or tax officials with limited
experience and reflect the realities for developing countries at their relevant stages of
capacity development;

U That it reflect the current version of the United Nations Model Convention®® and the
relevant Commentaries thereon, as well as ongoing decisions of the Committee
leading to changes therein; and

U That it draw upon the previous work done by the Committee and any other relevant
inputs, as well as work being done in other fora.

As a first step, the Subcommittee prepared an outline of the Manual and, in
accordance with its mandate, requested the Capacity Development Unit of FFDO/DESA to
work W|th consultants to develop a first draft of the Manual on the ba5|s of this outline.

Mr. Ron van der Merwe, former Senior Manager, International Treaties Division,
South African Revenue Service, and former member of the Committee, and Ms. Ariane

& Available at http://www.un.org/esa/ffd/events/event/technical-meeting-on-tax-treaty-administration-and-
negotiation.html

7 Available at http://www.un.org/esa/ffd/publications/papers-ntt.html
8 The report of the ninth session is available at http://www.un.org/esa/ffd/events/ninth-session-tax.html.
9 The mandate of the Subcommittee is available at http://www.un.org/esa/ffd/uncateqgorized/tc-

subcommittee-tax-treaties.html.

10 United Nations, Department of Economic and Social Affairs, United Nations Model Double Taxation
Convention between Developed and Developing Countries (United Nations publication, Sales No. 12.XV1.1).
Available at http://www.un.org/esa/ffd/wp-content/uploads/2014/09/UN_Maodel 2011 Update.pdf
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unintended consequences, in particular where differences exist between the United
Nations Model Convention and the OECD Model Tax Convention on Income and on
Capital®®* (OECD Model Convention).

Chapter Il (Taxation of income) deals with the distributive rules contained in Articles
6 to 21, which determine the allocation of the taxing rights between the treaty parties
with respect to different categories of income. Special attention is devoted to some of
the most controvershha



the Subcommittee wrote: “To my estimation the structure should be kept. The manual is
for absolute beginners and dealing with the improper use of tax treaties seems to overload
the reader”. Does the Subcommittee prefer to keep a separate section on Improper Use of
treaties or to merge its contents into the explanations on the new provisions of Articles 1
and 29? If it is decided to keep the old Section 1V, what should it include?]

*hkkikk

The electronic version of this Manual is available, free of charge, at
http://www.un.org/esa/ffd/wp-content/uploads/2016/02/manual-btt.pdf-[Will be

replaced]

*khkkk

In the future, FfFDO will continue working on capacity development activities in the area of
tax treaties, including by making use of this Manual and other relevant publications, with a
view to strengthening the capacity of developing countries and promoting South-South
cooperation and sharing information in this area. More information about ongoing FfDO
capacity development activities may be found at http://www.un.org/esa/ffd/topics/capacity-
development.html.
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treaties may assist in the elimination of double taxation and in addressing other tax barriers.
Treaties may also assist in combating both international tax evasion and double non-taxation.

% &RQFHSIV DQG LWXHV
&RQFHSW Rl UHVLGHQFH

Under the residence principle, a country’s claim to tax income is based on the residential
status of the person deriving that income. Where the person is regarded as a resident for tax
purposes, the country may tax the income of that person, regardless of where the income has
its source. Most countries tax their residents on their worldwide income, although a few
countries will tax their income only if it is derived from sources in that jurisdiction (so-called
territorial taxation).

Domestic law rules for determining residence for tax purposes differ from country to
country. With respect to individuals, physical presence in a country is an important indicator
of residence. Other factors may include the existence of a place of abode in that country, or
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6RXUFH VRXUFH
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>$ QHZ SDUDJUDSK VKRX0G EH DGGHG WIR H['S0DLO KRZ WKH OHZ WUDQVSDUHQW HOWLIN SURYLVLRQ
DOVR DGGUHVVHV FDVHV RI HFRORPLF GRXE(H WD[DWLROA

(0LPLQDWLRQ RI GRXE(H WD [DWLRQ

When international juridical double taxation arises, many countries (though not all) provide
at least some relief under their domestic law. Where such unilateral relief is granted, it
usually applies in the same way in respect of income from all countries and may include
limitations on the amount of relief that will be provided.

Two main methods are commonly used for this purpose. Under the exemption
method, a country will exempt certain items of income derived by its residents in another
country. Under the credit method, a country will give a credit against its normal tax claims on
its residents for tax that those residents have already paid to the source State on income or
profits derived from that State.!’

Treaties can assist in eliminating juridical double taxation by ensuring that, where the
treaty permits both countries to tax the income, the country of residence of the taxpayer is
required to provide relief for that double taxation.

- 2\IKHU WD[ EDUULHUV IR FURW ERUGHU WUDQVDFILRQV
([FHVVLYH VRXUFH WD [DWLRQ

Very high levels of source taxation can be a deterrent to international trade and, in particular,
to investment. These can occur not only when the headline tax rate is high, but also where the
effective rate is excessive, for example, where tax is imposed on a gross basis without
allowance for deductions for costs incurred in deriving the income. Notwithstanding that the
taxpayer’s country of residence may provide double tax relief, whether by exemption or by
credit, in cases where the source State tax exceeds the tax imposed in the country of
residence, the overall tax burden on the taxpayer is likely to discourage foreign investment in

16



17



also contain rules to avoid profit shifting between jurisdictions in the case of multinational
enterprises. Through the exchange of information and, in some cases, assistance in collection
of taxes, tax administrations are able to assist each other in ensuring the proper application of
tax treaties, as well as enforcement of domestic laws.

Arecentfocus-of Governments-has-also-been-onTax treaties should also adress
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(d) Political reasons.

The importance of each of these reasons will be different in each situation. Motivations
may vary depending on whether a country is a net exporter of capital (typically a developed
country) or a net importer of capital (typically a developing country). It is important to
understand all perspectives when considering a negotiation request from another country or
designing a broader tax treaty strategy.

In a developing country, there may be little outbound investment by its residents.
For such countries, the main reasons for entering into treaty negotiations are commonly:

(@) To attract foreign direct investment;
(b) To attract inbound transfers of technology or skills;
(c) To respond to political or other pressure from other countries.

The benefits of increased tax cooperation, such as exchange of information and
assistance in collection, should also be taken into account by developing countries.

It should be noted that, even if one country has concluded that it would serve its
interests to enter into a tax treaty with another country, that other country may not be
willing or able to commence negotiations. Before treaty negotiations can commence, both
countries must consider that a tax treaty would benefit them, and must be in a position to
start them.

Section | of the present Manual outlines some of the common issues that arise as the
result of the overlap of taxes imposed in different countries. It also discusses issues that
may arise in connection with tax discrimination, complexity and uncertainty. The main
benefit of tax treaties is that they remove or reduce these barriers to cross-border
investment and the transfer of knowledge and skills.

For developing countries, however, there may be other benefits to be gained from
tax treaties. For example, negotiation of treaties by a developing country may be seen by
other countries as an expression of its willingness to conform to the international tax norms,
such as non-
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e Avoidance of fiscal evasion

e Immediate revenue cost

e Affect or limit on the operation of certain domestic tax laws

e Risk of treaty-shopping and treaty abuse

e Risk of double non-taxation

¢ Need for changes and/or clarifications to domestic law to conform with tax treaties

e Challenges to tax administration capacity to negotiate and administer tax treaties,
including obligations under the mutual agreement procedure, exchange of
information and, in some treaties, assistance in the collection of taxes

While tax treaties can be beneficial to developing countries, there are also
significant costs to entering into such treaties. By understanding what outcomes are desired,
and how treaties can assist in achieving those outcomes, countries are better able to
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Other aspects of a tax treaty may be open to negotiation, such as coverage of capital
taxes, and levels of source taxation permitted under the treaty. Departures from the
international models will almost always increase the difficulty of negotiating a satisfactory
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the Treasury is important for that tax authority in ensuring that the treaty policy is
consistent with the Government’s objectives. Other ministries, such as those responsible for
foreign policy or trade, may also be relevant.

Protocol

Some countries like to append a Protocol to their tax treaties, setting out important
interpretations and/or administrative provisions. Such Protocols are generally negotiated at
the same time as the tax treaty and have the same legal status as the tax treaty.

Conclusions

By developing a tax treaty policy framework, countries will be in a much better position to
“know what they want” out of treaty negotiations and to achieve outcomes that are in the
best interests of the country. Such a framework will also assist countries in designing their
country model, which should reflect the policy outcomes sought.

Both the policy framework and the country model should be reviewed regularly to
ensure that future tax treaties continue to provide beneficial and appropriate outcomes for
the country and remain up to date with international developments.

New negotiators are advised to read the section on a tax treaty policy framework
and country model in Papers on Selected Topics in Negotiation of Tax Treaties for
Developing Countries.?’[Should we keep that reference or simply add the relevant
information in the Manual?]

& 3UHSDULQJ IRU WD WUHDIN\ QHJRILDULRQ

Once a country has developed its tax treaty policy framework and its country model, and
has determined an order of priority of the countries wit
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The relevant authority to give approval for negotiations will usually be the Minister
of Finance, or an authority approved by the Minister of Finance. The Ministry of Foreign
Affairs should be consulted before any decision is made.

/RIVILFY
Both countries will need to agree on:

e The dates on which the negotiat

26



¢ Notification to its embassy in the country of the visit and its purpose

" HILQLQJ WKH UROHV RI HDFK PHPERU RI WKH WHDP

In the preparations for the negotiations, as well as during them, it is important that all
members of the team know which duties they are allocated, and what their roles will be:

(a)

Leader of the team:

The leader of the team should be a senior official with the authority to make
important decisions during the negotiations.

Preferably, the leader should have comprehensive knowledge of domestic tax
legislation and its interaction with domestic legislation and tax treaties.

It would be highly desirable for the leader to be experienced in tax treaty
negotiations.

He/she should lead the discussions and present the team’s arguments.

Adviser(s):

Most negotiating teams include at least one or two members of the team who
advise the leader on technical issues.

27
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e All differences between the two drafts should be identified beforehand because all
differences, whether on major or on minor items, have to be agreed upon during the
following negotiations.

e Itis advisable to decide which differences are important and which are of less
importance.

e Important issues should be discussed internally to find arguments to be used, and to
determine what tactics should be followed in the process of trying to convince the
treaty partner to accept a proposal.

Identifying provisions proposed in the two model drafts that deviate from provisions agreed
in treaties with third countries

e A team should be aware of treaties its country has entered into with third countries
because if provisions in such treaties are more beneficial than those in the draft
model, the treaty partner country is likely to ask for similar treatment.

e Itis advisable to be prepared either to accept the same solution or to explain why it
was acceptable when negotiating with the third country but not in the present
situation.

e Treaties entered into by the other country with countries which are comparable
(economically or regionally) with one’s own should be studied, as these will give an
indication of what the other team may be willing to accept. They may also indicate
how strongly the other team is likely to argue in favour of its own position.

o If the proposed treaty partner is a developed country, a comparison with treaties it
has entered into with other developing countries will be of more value than a treaty
entered into with another developed country.

e Recent treaties entered into by the other country are more valuable than older
treaties and may also help the team to develop drafting that is likely to be acceptable
to that other country.

BIXG\LQJ IKH FXOIXUH DQG FXVIRPVY RI IKH RIKHU FRXQIU\

It is advisable to have some knowledge about the country with which one is going to
negotiate:

e Consideration should be given to that country’s economic situation, its gross
national product (GNP), important industries and its relations with other countries.
e There should be an awareness of local customs and sensitive issues, for example,
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More guidance on how to prepare for treaty negotiations may be found in
Papers on Selected Topics in Negotiation of Tax Treaties for Developing Countries.?
[Should we keep that reference or simply add the relevant information in the Manual?]

- &RQGXFI Rl QHIRWLDULRQV

The way in which treaty negotiations are conducted is vital to achieve a treaty that is
beneficial to both countries and meets the interests of each side as far as possible. In
particular, it is important that the negotiations be conducted in a cooperative atmosphere
that is conducive to reaching agreement on balanced outcomes that are expressed in well-
drafted, effective provisions that will stand the test of time.

RUNLQJ GUDIW

The two teams will first need to decide which model draft should be used as the working
document:

e Itis an advantage to have one’s own model draft accepted as the working document.

e The host team will usually ask for its draft to be the working document. In many
cases, this request will be accepted by the visiting team. Both drafts will be on the
table, however,
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o Understanding the value of the issues to the other side is essential when trying to
make a compromise or a trade-off.

When all the articles have been worked through, it is time to concentrate on solving

the remaining difficult issues:

o]
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A third
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SUIXPHQIV

Teams should be prepared to present relevant arguments to explain the proposal put
forward in the different articles of the draft presented:

This is true of all articles, but is essential where the wording of an article deviates
from what is common wording in international models.

Alternative provisions found in the Commentaries are easier to explain. There are

different kinds of arguments commonly used:

The policy argument plays on reason and sound policy. It is often based on
economic arguments and is closely linked to a revenue argument.

A reason often used in support of a proposal is the precedent argument, where a
team shows that other countries have accepted the wording of an article. For a
developing country negotiating with a developed country, such an argument will be
of greater value if they can show that other developed countries have accepted the
wording. It may also be the other way around. The team of one country may be
asking for a wording the other country has accepted in treaties with third countries.
It may point to those treaties and ask the other team why such wording is no longer
acceptable.

A further argument along the same lines is that by accepting a certain provision with
a country to which one would prefer to be compared, business in one’s country will
be disadvantaged unless the same benefits are obtained.

In several cases, a provision may be asked for to prevent abuse, for example, to
introduce specific anti-abuse provisions in these treaties. Examples should be used
to illustrate why the proposal is necessary.

An argument may be that a proposal is based on firm policy. Some countries have
non-negotiable provisions in their model. It is, however, important to distinguish
between provisions that are genuinely non-negotiable and those which are only
strongly preferred.

Two arguments are of little or no value unless they are substantiated, namely: “We
need this wording because we are a developing country” and “We need this wording
because we have such a provision in our domestic legislation.” In both cases it is
important to explain clearly why special wording is needed.

SHFRUG RI GLVFXWLRQV

During the discussions, the working draft should be projected on a screen that is

visible to both teams, if possible.

When going through the working draft article by article, all wording that is not

agreed upon should be put in brackets:

0 To be on the safe side, the other team should be asked for an explicit agreement
and only then should the brackets be deleted.

If there is no screen, the text should be read before moving on to the next issue.

Highlight colours may be used to identify each country’s proposals.
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6LJQLQJ RI WKH WUHDIN

When any necessary translations have been completed and agreed upon by the two
countries, the next step will be to seek the approval of each Government to sign the treaty:

To get approval, the (translated) treaty and a technical explanation will generally
have to be brought before the Minister of Finance and other relevant ministers. The
procedures for approval, however, vary from one country to the other.

Once approved, the text would generally be transmitted to the Ministry of Foreign

Affairs, which is usually the government agency responsible for arranging the signing
ceremony and for deciding who will sign the treaty on behalf of the State:

In most cases, only the Head of State, Head of Government and the Minister of
Foreign Affairs have full powers to bind a country by signing a treaty. If the
Minister of Finance, or any other minister or person is the one signing the treaty,
that person will need to produce a written authorization that they have been given
the appropriate full powers to sign.

If the tax authority is in charge of the signing procedure — as may be the case —
and there is doubt about the authority of the person of the other country who is
going to sign the treaty, the Ministry of Foreign Affairs should be consulted in
advance.

There are always at least two originals of the treaty to be signed, one of which will
be retained by each State. Where the official text is in more than one language, there
will be two originals of the treaty in each official language to be signed. Each
country should have a signed version of the treaty in all official languages.

There are no set rules about where the signing ceremony should take place. It should
be signed where it is most convenient to the two countries.

To avoid delays in the entry into force of a treaty, it should be signed as soon as

possible.

3RV VLIQLQJ DFILYLWLHV

In almost all countries, the signed treaty has to be presented to the parliament for final
approval:

The Ministry of Finance or the authorized agency which negotiated the tax treaty
will usually prepare a technical explanation of the treaty.

The signed treaty, often together with an accompanying domestic law and the
explanation, will then be sent to the

38



The procedures for dealing with the treaty in the parliament may differ from one
country to another. It is advisable to clarify the proper procedure in one’s country in
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e The competent authority should inform its counterpart in the other country of
important new legislation; some countries might inform its treaty partners also about
significant judicial decisions, administrative rulings, and so forth.

More information on these activities may be found in the section on post-
negotiation activities in Papers on Selected Topics in Negotiation of Tax Treaties for

Developing Countries.?® [Should we keep that reference or simply add the relevant
information in the Manual?]

28 0Odd Hengsle, “Post-negotiation activities”, Papers on Selected Topics in Negotiation of Tax Treaties for
Developing Countries (New York: United Nations, 2014).
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Section 11 - Treaty provisions

$
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% &KDSIHU ,, — " HILQLILRQV

Articles 3 to 5 include definitions of certain key terms used in the treaty. Other definitions of
terms used in treaties are found in the articles to which they are relevant. For example,
“immovable property” is defined in Article 6, which deals with income from such property,
while dividends, interest and royalties are defined in their relevant Articles (10 to 12,
respectively). These other definitions have a direct impact on the taxing rights granted by the
respective Articles and care should be taken when deciding on their scope.

S$UILFOH  — *HQHUDO GHILQLILRQV

Article 3 provides a definition for a number of terms us
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Paragraph 2
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It is necessary, for example, for purposes of avoiding residence/residence double
taxation described in section I, to assign residence for treaty purposes to only one of the
Contracting States.

Paragraph 2 sets out a number of rules (known as “tie-breaker rules”) for determining
in which State a dual resident individual will be deemed to be a resident for purposes of the
treaty. It should be noted that these tie-breaker rules apply only for the purposes of the treaty
and d
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The majority of treaties between developing countries, or between a developed and a
developing country, provide a time threshold of less than 12 months. Most provide for six

months, but some have a threshold as low as three months, while others provide for nine
months.
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where the person’s visit is primarily for the purpose of vacation), taxing rights will not arise
in that country. There is no equivalent to the second condition in either Article 14 or in
subparagraph (c) of paragraph 3 of the alternative provision on services of Article 5 of the
United Nations Model Convention.

The second situation dealt with under the OECD alternative provision is where an
enterprise provides services in a country through one or more individuals (generally
employees, but it may also refer to partners or dependent agents). Like subparagraph (b) of
Article 5 of the United Nations Model Convention, the services must be provided for “the
same or connected projects” during at least 183 days in any 12-month period, though they
may be provided by different employees or other personnel on behalf of the enterprise. This
condition (“for the same or a connected project”) is included because, as paragraph 12 of the
Commentary on Article 5 of the United Nations Model Convention mentions, “it is not
appropriate to add together unrelated projects in view of the uncertainty which that step
involves”.

Model Convention. %8
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Subcommittee asked the question
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country. This paragraph does not apply, however, if the person is an independent agent to
whom paragraph 7 of the Article applies.

This paragraph is effectively the same as paragraph 5 of Article 5 of the OECD Model
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(many common law countries), immovable property may be defined for treaty purposes by
reference to the meaning of “real property” in the law of that country.

A number of assets and rights are specifically included in the treaty definition of
“immovable property”. These are items that are widely regarded as immovable property, such
as property accessory to immovable property, mining rights or other rights relating to the
exploitation of natural resources. Income from such assets and rights is covered by Article 6,
even if the assets or rights are not encompassed by the domestic law definition of immovable
property in the country in which the property is situated. >7KLV_SDUDJUDSK VKRX0G EH
H[SDQGHG JLYHQ iKH LPSRUIDQFH RI UHVRXUFH URNDOWLHV LQ GHYHORSLQJ FRXQWULHVA

Some countries specifically include in the definition of “immovable property” rights to
the use or enjoyment of immovable property situated in their jurisdiction, where those rights
derive from the holding of shares or other corporate rights in the company that owns the
property (often time-share rights).”®

Ships;—beats and aircraft are excluded from the treaty definition of “immovable
property” in paragraph 2, regardless of whether they are covered by any domestic law
definition. Interest from a debt secured by immovable property is not covered by Article 6.77

Paragraph 3

Paragraph 3 makes it clear that paragraph 1 applies to income from immovable property,
irrespective of how that property has been used to produce that income, for example, for rental
purposes, for the conduct of agricultural or forestry activities or mining, or for the granting of
rights to others to use the property or exploit natural resources.

Paragraph 4

Paragraph 4 ensures that the provisions of paragraphs 1 and 3 apply to profits derived from the
use or exploitation of immovable property of an enterprise and to immovable property used for
the performance of independent personal services. Accordingly, the country in which the
immovable property is situated may impose tax on the income derived from the use of that
property by a resident of the other country, irrespective of whether or not that property is part
of-effectively connected with a permanent establishment or fixed base situated in the country
in which the immovable property is situated.

If the treaty does not include Article 14 (Independent personal s
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(b) Sales in the PE country by the enterprise of goods or merchandise that are of the
same or a similar kind as those sold through the permanent establishment; or

(c) Other business activities carried on in the PE country that are the same or of a
similar kind as those carried on through the permanent establishment.
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another part of the enterprise or a separate enterprise or entity. >7KLV SDUDJUDSK VKRX0G EH
FODULILHGA

Paragraph 2 of the new OECD Atrticle 7 also embodies the separate entity and arm’s
length principles. In addition, it clarifies that the attribution of profits also applies for
purposes of Article 23 (Methods for the e
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The second and third sentences of paragraph 3 in Article 7 of the United Nations
Model Convention provide that deductions are not allowed in respect of any expenses paid
between the permanent establishment and any other part of the enterprise by way of intra-
enterprise royalties, commissions, management or other services or interest (except in the
case of banks), unless the payments were made as reimbursement to the other part of the
enterprise for actual expenses incurred. Thus, for example, where an enterprise owns a patent
or copyright, no deduction will be allowed, in calculating the profits attributable to the
permanent establishment for purposes of Article 7, in respect of any “royalties” charged by
the head office or another part of the enterprise to a permanent establishment of the same
enterprise. These sentences in paragraph 3 have no equivalent in the former OECD Article 7,
although the United Nations Model Convention provision largely reflects the interpretation
found in the Commentary on paragraph 3 of the former OECD Article 7.8 The new OECD
Avrticle 7, which has no provision equivalent to paragraph 3, does not limit deductions to
actual expenses, and requires the recognition and arm’s length pricing of all dealings where
one part of the enterprise performs functions for the benefit of the permanent establishment.*°

Paragraph 3 of the new OECD Article 7 performs a completely differeetation
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Paragraph 5

Paragraph 5, which mirrors paragraph 6 of the former OECD Atrticle 7, is intended to give an
assurance of continuous and consistent tax treatment by providing that, unless there is good
reason to change, the same method of attributing profits to the permanent establishment is to
be used each year. This refers generally to the ongoing use of direct or indirect methods, or of
formulary apportionment methods. In most countries, it would be expected that the same
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be found in paragraph 10 of the Commentary on Article 8 of the United Nations Model
Convention.¥’

The profits to which the Article applies are discussed in the Commentaries.®® The
application of the Article to profits from bareboat charters or from container leasing can be
controversial and should be discussed during negotiations. If necessary, the application of the
Article to these profits should be clarified.

Under alternative B, the words “ships or” are deleted from paragraph 1, with the result
that this paragraph applies only to profits from international aircraft operations. Paragraph 2 of
alternative B provides for source-country taxation of profits from the operation of ships in
international traffic if the operations in that country are “more than casual”.*® If the operations
are more than casual, an “appropriate allocation of the overall net profits” may be taxed in the
source country. The United Nations Model Convention provides for a reduction in the source
tax, but does not specify a percentage. A reduction of 50 or 60 per cent is typically provided
for in the very small number of treaties that include this provision.!®® Even fewer countries
extend the operation of paragraph 2 of alternative B to international aircraft operations.

Countries that are considering using alternative B should ensure that they can
effectively administer this provision, that is to say, that they can identify the relevant
operations, determine the appropriate allocation of overall net profits, and collect the tax while
providing the necessary reductions.

Paragraph 2 (alternative A), paragraph 3 (alternative B)

Paragraph 2 of alternative A and paragraph 3 of alternative B allocate sole taxing rights over
profits from the transport operation of boats on inland waterways to the country in which the
place of effective management of the enterprise is situated.

In practice, few countries include this provision in their treaties. The Commentary notes
that countries are “free to settle any specific tax problems which may occur with regard to
inland waterways transport, particularly between adjacent countries, through bilateral
negotiations”.1%

If the paragraph is included in a treaty which allocates exclusive taxing rights under
paragraph 1 to the country of residence of the enterprise (rather than the country in which the
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http://www.un.org/esa/ffd/documents/UN_Manual_TransferPricing.pdf

does not result in economic double taxation, the treaty partner country is generally required to
make any necessary corresponding adjustment to the profits of the related enterprise.

The United Nations Model Convention and the OECD Model Convention embody the
arm’s length principle that forms the basis for allocating profits resulting from transactions
between associated enterprises. The United Nations Practical Manual on Transfer Pricing for
Developing Countries and the OECD Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administrations'® explain in great detail the application of Article 9.

Paragraph 1

Paragraph 1 of Article 9 applies to associated enterprises. Enterprises are “associated” if:

e One of the enterprises of a Contracting State participates directly or indirectly in the
management, control, or capital of an enterprise of the other State, or

e The same persons participate directly or indirectly in the management, control, or
capital of both enterprises

In cases of associated enterprises, the tax authorities of the Contracting States may for
the purpose of calculating tax liabilities rewrite the accounts of the enterprises if as a result of
the special relationship between the enterprises the accounts do not show the true taxable
profits arising in those States, that is to say, the internal pricing differs from arm’s length
pricing, the pricing that would have been agreed between enterprises that were wholly
independent of each other and affected only by market forces.

Paragraph 2

Paragraph 2
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This paragraph is not widely adopted; one has to keep in mind that it leads to double
penalties.’%* Treaty practice shows that a few countries include a variation of this provision
that excludes the application of paragraph 2 in cases of fraud, wilful default or negligence
even without the link to penalties or legal proceedings.>7KLV SDUDJUDSK FRX0G EH H[ SDOGHG
IR GLVEXVV WKH DOWHUQDILYH SURYLVLRQ WKDW SURYLGHV D WILPH OLPLW IRU DQ LOLWLD) DGUXVIPHOWA
[Concerning this suggestion, one member of the Subcommittee indicated “agree we should
update to refer to alternative provisions for time limit on initial adjustment” while another
member indicated “It could be expanded by an explanation that this paragraph causes
difficulties for countries that do not have a common law system”. What are the
Subcommittee’s views on these comments?]

PUILFOH - “LYLGHQGV

Avrticle 10 deals with distributions of corporate profits in the form of dividends from a
company in one country to its shareholders in a treaty partner country. The dividends may be
taxed in both the country of residence of the shareholder (residence State) and the country of
which the paying company is a resident (source State). T
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The United Nations Model Convention does not provide for specific percentages for
limits on dividend withholding tax rates, leaving them for countries to resolve in bilateral
negotiations. A rate limit of 5 per cent of the gross amount of the direct investment dividends
and 15 per cent for all other dividends is provided for in the OECD Model Convention. Rates
in treaties with developing countries commonly vary; a careful design of a country model as
described in section 11.B and preparation of treaty negotiations as mentioned in
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>$ QHZ SDUDJUDSK VKRX0G EH DGGHG WR H['SODLQ WKH FKDQJHV WKDW KDYH EHHQ PDGH WR IKH
2 (& " ORGH) IR GHD0 ZLIK WKH DSSOLFDWLRQ RI $UW D_WR WUDQVSDUHOW HOWLWLHVQ
[Concerning this suggestion, one member of the Subcommittee indicated “Too detailed for

a basic manual?” Does the Subcommittee agree that this issue is too detailed for inclusion
in the Manual?]

Some countries seek exemption from source-country taxation in respect of certain
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Paragraph 3

Paragraph 3 specifies the meaning of the term “dividends” for purposes of the treaty. The
definitions in the United Nations and OECD Model Conventions are identical and cover
income from all kinds of shares or other rights that participate in profits, as well as income
from other corporate rights that are taxed in the same way as dividends in the source State.

In some countries, excessive interest payments between related enterprises may be
treated under domestic law as dividend distributions under domestic thin capitalization rules.
While the Commentary provides guidance on when the payments may be considered to be
dividends for purposes of the treaty, it may be desirable to clarify that the provisions of
Article 10 (Dividends) have priority over Article 11 (Interest) in these cases. This is normally
achieved by extending the definition of “interest” in paragraph 3 of Article 11 to ensure that
this result is obtained, for example, by adding: “The term "interest™ shall not include any item
of income which is considered as a dividend under the provisions of paragraph 3 of Article
10.”>7KH 0DV WZR VHOWHQFHV VKRX0G EH UHYLHZHG IR WDNH DFFRXQW RI WKH H[LWILQJ ZRUGLQJ
of the definitions of “dividends” and ““interest” in Art. 10 81 DOG 2 (& " ORGHIV DOG
RI WKH DOWHUQDWLYHV XVHG E\ VRPH FRXQWULHV VXFK DV WIKH 86(

Paragraph 4

Paragraph 4, like paragraph 4 of Article 10 of the OECD Model Convention, describes a
situation where the rules for allocation of taxing rights over income provided in paragraphs 1
and 2 do not apply. Where the dividends form part of the profits of a permanent
establishment situated in the country of which the paying company is a resident (source
State), the source State is not required to limit its tax on those dividends. Instead, the source
State may tax the income as business profits attributable to the permanent establishment in
accordance with the provisions of Article 7 (Business profits). For treaties that include
Article 14 (Independent personal services), paragraph 4 also provides that source-State tax is
unlimited if the dividends are attributable to a fixed base in that State.

Paragraph 4 requires that the holding in respect of which the dividends are paid be
“effectively connected” with the permanent establishment or fixed base. The meaning of the
term effectively connected is discussed in paragraphs 32.1 and 32.2 of the Commentary on
Avrticle 10 of the OECD Model Convention. Broadly speaking, paragraph 4 applies only
where the holding in respect of which the dividends are paid is a business asset of the
permanent establishment or fixed base. Paragraph 4 does not operate as a “force of attraction”
rule, that is, the paragraph does not apply where, for example, the shareholder has a
permanent establishment or fixed base in the source State but the holding is not a business
asset of that permanent establishment or fixed base. An example of an effective connection is
the case of an insurance company which is engaged in business operations in the source State
through a br ce se.
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Convention. Rates in treaties with developing countries vary from full exemption to 25 per
cent. Most treaties, however, limit withholding tax on interest to 10 or 15 per cent. Some
regional models, such as the Association of Southeast Asian Nations (ASEAN) Model,
specify 15 per cent.

Source-country rate limits are often one of the most controversial aspects of a treaty
negotiation, especially in treaties between developed and developing countries. It is most
important, particularly for developing countries, to achieve a balance between collecting
revenue and attracting foreign investment. Interest to which the treaty applies will mostly
arise in the developing country, since the flow of capital is almost exclusively from
developed to developing country. Accordingly, the immediate impact of revenue reductions
as a consequence of treaty rate limits will fall on the developing country (although there may
be long-term revenue gains as a result of increased capital flows). Developing countries will
need to decide what rate they can accept in their treaties, bearing in mind that high rates of
withholding may deter investment or may result in the tax cost being passed on to resident
payers through increased interest rates.

A careful design of a country model as described in section 11.B and preparation of
treaty negotiations as mentioned in section I1.C of the present Manual are necessary for each
country. In designing its treaty model and in its treaty negotiations, a country should aim to
have a reasonably consistent treaty practice with respect to interest withholding tax rate
limits.
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SURIHFIV_$0VR GLVEXVVLRQ RI liKH DSSOLFDHLRO WR DT RI WKH VRYHUHLIQ LP PXOLIN\ GRFIULOH
PLIKI EH KHOSIX0 @ [Concerning this comment, one member of the Subcommittee indicated
“To my understanding ‘may facilitate’ is a neutral wording and can be kept”. What are
the Subcommittee’s views on this comment?]Reducing or eliminating the withholding tax
rate on interest derived by financial institutions may also be beneficial to developing
countries (which are generally recipients of foreign capital). Given the cost of funds to
financial institutions, and the narrow margins of profit obtained on funds lent by those
institutions, even a low rate of withholding on the gross amount of the interest will frequently
absorb (or even exceed) the whole amount of the profit on the lending activities. As noted
above, this is likely to deter lending by the financial institutions to residents of the other
country, or result in a higher rate of interest on the debt claim or in the tax burden being
pushed back onto borrowers from the developing country. This, of course, increases the cost
of borrowing to residents of the developing country. Similar considerations apply to sales on
credit._>7KH DUJXPHQOIV DJDLOVI VXFK HTHPSWLRQ VXFK DV WKH ULVN Rl EDFN WR _EDFN
0HOGLQJ VKRX0G DOVR EH KLIKOILIKWHG (@ [Concerning this comment, one member of the
Subcommittee indicated “? and too complex for a basic manual” an
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from the transaction, Z Bank is likely to require X Ltd. to bear the cost of
the State X tax, either directly, or by increasing the interest rate payable on
the loan.

The rate limits provided in paragraph 2 apply only where the beneficial owner of the
interest is a resident of the treaty partner country. If the interest is paid to a resident of the
other country, but that person is not the beneficial owner of that income, the source country is
not obliged to reduce its tax, and may apply the rates provided under its domestic law. Thus,
for example, if interest arising in State A is paid to a resident of State B, who receives it as
agent or nominee for a resident of State C, then State A is not obliged to limit its source
taxation under the treaty between State A and State B.

On the other hand, if the resident of State B receives the interest as agent for another
resident of State B, and the latter person is the beneficial owner of the interest, then the limits
under the treaty between State A and State B do apply, since the beneficial owner is a
resident of State B. Where the immediate recipient of the interest (as agent or nominee) is a
resident of a third State, the Commentary states that the rate limitation in the source State
remains available if the beneficial owner of the interest is a resident of the treaty partner
country.*?! This can be made explicit in the treaty if the Contracting States so wish. >$
UHIHUHOFH WR WKH ZRUGLQJ RI IKH 2 (&= ORGH) ZKLFK DYRLGV WIKH LVWWXH VKRX0G EH DGGHG

[
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applies where the debt
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Some difficulties can arise in determining whether a sufficient economic connection
exists between the interest and a permanent establishment or fixed base for the application of
the exception to the general rule. These difficulties frequently occur, for example, where a
loan is contracted by one part of an enterprise (for example, the head office) for funds that are
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Article 12 allocates taxing rights over royAction 4]
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The United Nations Model Convention does not specify a withholding rate limit on
royalties that are beneficially owned by residents of the other country, leaving this for
negotiation between treaty partners.
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Negotiators may find it useful to discuss with their counterparts their understanding of the
concept of beneficial ownership.>$ FURW UHIHUHOFH WR IKH H[ SODQDILRQ RI WKH FROFHSI R
“beneficial owner” added to the explanations on Article 11 should be included here]

The treaty does not prescribe how the rate limit is to be applied. The second sentence
in paragraph 2 authorizes the competent authorities to settle by mutual agreement the mode of
application of the limitation. As with source tax limits imposed under Articles 10 and 11,
each country is free to apply the procedures applicable under its domestic law, for example,
taxation by withholding or by assessment.'° The source State may either limit the tax
withheld to the treaty rate, or it can impose tax at the domestic law rate and subsequently
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4 of Article 11 will, however, apply. Broadly speaking, paragraph 4 applies only where the
right or property in respect of which the royalties are paid is a business asset of the permanent
establishment or fixed base. Paragraph 4 does not operate as a “force of attraction” rule, that
is to say, the paragraph does not apply where, for example, a copyright owner has a
permanent establishment or fixed base in the source State but the copyright giving rise to the
royalties is not a business asset of that permanent establishment or fixed base.

Paragraph 5

Paragraph 5 provides a deeming rule for determining, for treaty purposes, the jurisdiction in
which the royalties arise. Regardless of any domestic law source rule for royalties, the
general rule under this paragraph is that for purposes of the treaty, royalties are deemed to
arise in the country of which the payer is a resident. Where, however, the royalties are, in
effect, an expense of a permanent establishment or fixed base, those royalties are deemed to
arise in the country where the permanent establishment or fixed base'*’ is located. This
approach will generally ensure that, if the royalties are a deductible expense of the payer, the
source of the royalties is allocated to the country in which a deduction is allowed and,
consequently, gives it a taxing right.

Avrticle 12 of the OECD Model Convention does not include a provision equivalent to
paragraph 5. In treaties that follow paragraph 1 of Article 12 of the OECD Model
Convention, most countries do not consider it necessary to include paragraph 5, since the
source of the royalties will not be relevant where all taxing rights are allocated exclusively to
the residence State.

Paragraph 6

Treaty benefits such as the reduction of source taxation on royalties may lead to attempts by
taxpayers to artificially structure their dealings in ways intended to attract such benefits.
Treaties may assist developing countries in dealing with tax avoidance of this kind, even
where the domestic law of that country does not have comprehensive transfer pricing rules.

Paragraph 6 deals with profit shifting by persons that seek to reduce thei-source-
country tax burden-by inflating royalty payments from asseciates-related parties in a treaty
partner country. Where royalties exceeding an arm’s length amount are paid as a result of a
special relationship between the two parties (or between both of them and a third party),
paragraph 6 provides that the treaty limits on source taxation apply only to the arm’s length
amount, that is, the royalties that would have been payable between independent parties.

“Special relationship” commonly refers to the relationship between associated
enterprises such as that described in Article 9 (Associated enterprises). It may, however, also

147

88



refer to relationships between individuals, such as marriage or family, or between individuals
and companies, such as a managing director or significant shareholding.

Other approaches to deal with tax avoidance in relation to royalties are also available.

S $ UHIHUHQFH FRX0G DOVR EH DGGHG WR WiKH UHSRUN RQ % (36 $FILRO
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Article 13 allocates taxing rights over capital gains from the alienation of property. In general,
the country that has primary taxing rights over the income from immovable property, assets of
a permanent establishment and ships and aircraft used in international traffic is allocated taxing
rights over capital gains from the alienation of that property. For other gains, treaty practice

89



Paragraph 1

Under both the United Nations and OECD Model Conventions, the country in which
immovable property is situated may tax capital gains from alienation of that property. The gains
may also be taxed in the country of which the person alienating the immovable property is a
resident (although that country must provide relief for any double taxation in accordance with
Article 23).

The term “immovable property” has the same meaning in this Article as it has in Article
6 (Income from immovable property). It may therefore differ from domestic law definitions.'>2

Paragraph 1 applies only to gains derived by a resident of one treaty partner country
from immovable property situated in the other country. Gains from alienation of immovable
property situated in 