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Summary

This note is presented FOR DISCUSSION (and not for approval) at the meeting of the
Committee to be held in Geneva on 16-19 October 2018.

The note includes a draft of the revised Manual for the Negotiation of Bilateral Tax Treaties
between Developed and Developing Countries that was prepared by the Subcommittee on
Tax Treaty Negotiation in accordance with the decisions taken at the last two meetings of
the Committee.

It also includes, in paragraph 3, eight specific issues on which guidance is requested from
the Committee.

At its meeting of 16-



E/C.18/2018/CRP.11

1.  The Manual for the Negotiation of Bilateral Tax Treaties between Developed and
Developing Countries (the “Manual’’) was originally published in 1979 with the main purpose
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Manual for the Negotiation of Bilateral Tax Treaties
between Developed and Developing Countries

Preface

Domestic resource mobilization, including tax revenues, is central to achieving sustainable
development. Taxes represent a stable source of finance that, complemented by other sources,
is critical to financing the 2030 Agenda for Sustainable Development, including the Sustainable
Development Goals (SDGs). Taxation is essential to providing public goods and services,
increasing equity and helping manage macroeconomic stability. SDG 17 on the means of
implementation and global partnership for sustainable development calls on the international
community to strengthen domestic resource mobilization, including through international
support to developing countries, to improve domestic capacity for tax and other revenue
collection.

Mobilizing domestic public revenue for investment in sustainable development has
featured prominently on the financing for development agenda since the 1990s. The Addis
Ababa Action Agenda (AAAA) of the Third International Conference on Financing for
Development (Addis Ababa, 13-16 July 2015) provides a global framework for financing
sustainable development by aligning all financial flows and policies with economic, social and
environmental priorities. The AAAA, with its more than 100 concrete actions and
commitments that Member States of the United Nations have pledged to undertake, highlights



Tax treaties play a key role in international cooperation on tax matters. On the one hand,
they encourage both investment and the transfer of skills and technology by reducing tax
barriers, including double taxatio


http://www.un.org/esa/ffd/wp-content/uploads/2018/05/MDT_2017.pdf
http://www.un.org/esa/ffd/wp-content/uploads/2018/05/MDT_2017.pdf




3. Defining the roles of each member of the team..........cccccoeve e 29
4. Consulting business and relevant ministries and agencies ...........ccccccevvvevevieervernenn 30
5. Preparing the draft model used for a particular negotiation .............ccccceeeevvevivenene. 30
6. Preparing alternative ProVISIONS ..........ccveiueiieiieresieseesie et sre e s 31
7. NON-NEgOtiable PrOVISIONS.......ccviiiiieieeie e enes 31
8. Understanding the interaction between domestic legislation and treaty provisions..32
9. Transmitting a short explanation of the domestic tax system and the model to the treaty
PANTNET ...t 32

10. Preparing a comparison of the respective models ...........c.ccooviiiiiiiniiniieee 32
11. Studying the economy, culture and customs of the other country............c.ccccvevvennnn. 33
D. Conduct Of NEGOTIALIONS .......covviiieiiieieerie e 34
1. Opening of the meeting and working draft.............cccociiiiiniici e 34
2. Negotiation SEYIE ... e 35
R I (L1 PP OTRPPRPR 35
4. BUilding @ relationShiP........coveiiiiiiiicee e 35
ST I ol U (1] o] S SRTSS 36
6. ATGUMENES. ...ttt b et n s 39
7. Keeping an accurate record of what has been agreed t0..........ccoceeviiniiiniiicicnnn 40
E. POSt-Negotiation aCtIVITIES..........cciveiiiie et ene s 41
1. Preparing fOr SIGNATUIE ........cooiiiiieieiese bbb 41
2. Translation and Official tEXES ........cucvririiriieiiiere s 42
3. SIgNING OF the trEALY......ccviiii et 43
4. From signature to entry int0o fOrCe ........cooveiiiieie e 44
5. After the entry int0 fOrCE ......cvoiviii e 45
Section T - Treaty ProViSIONS ... 47
A. Title and Preamble ..o 47
B. Chapter | — Scope of the CONVENLION.........coooiiiiiice e 47

1. Article 1 - Persans.c/F2215.57.Tm0 g2 Tf1 00 1 510.1 215.108871 0 595.32 841.92 reW* nBT/F2






2. Article 31 — TerMINALION ......ccoiiiiiieieieie e 164
3. TermiNal CIAUSE.......c.oiuiiieee bbb 165
Section 1V — IMProper USe OF trEALIES ............ccvcvevcicrcecee e e 166
AL INEFOTUCTION ...ttt bbbttt 166
B. How to prevent the improper use of taX treatieS...........ccevvveveiieieere e, 168
1. Specific anti-abuse rules found in domestiC 1aw ...........ccccceevevieiiiie v, 169
2. General anti-abuse rules in domMEeSHIC 1AW .........cccooiiiriiiiieiee e 171
3. Judicial doctrines and principles of interpretation that are part of domestic law ....171
4. Specific anti-abuse rules in taX treaties ........cccccvvveviereiiee s 172
5. General anti-abuse rules in tax treatieS........ccoovreriiiniiiieee s 173
6. The interpretation of tax treaty ProviSionS..........cccccveveiieieciie s 173
C.



Introduction
Historical background

1. The Manual for the Negotiation of Bilateral Tax Treaties between Developed and
Developing Countries was initially published in 1978° and first revised in 2003.° In its
resolution 2004/69 of 11 November 2004, the Economic and Social Council mandated the
Committee of Experts on International Cooperation in Tax Matters (the Committee) to “keep
under review and update as necessary” both the Manual and the United Nations Model Double
Taxation Convention between Developed and Developing Countries (the UN Model).’

2. From 2005 to 2011, work on updating the Manual was undertaken by the first
Subcommittee on a Manual for the Negotiation of Tax Treaties.® In 2012, the Committee
requested the Secretariat “to seek additional resources to advance the work” in this area. In
response to that request, an expert group meeting on “Tax Treaty Negotiation and Capacity
Development” was organized at the end of December 2013. One of the proposals resulting
from that meeting was to draft a series of practical papers, from the perspective of developing
countries, on issues related to tax treaty negotiation.

3. These draft papers were finalized in 2013 and published under the title Papers on
Selected Topics in Negotiation of Tax Treaties for Developing Countries® (the Papers). They
were presented at the ninth session of the Committee (Geneva, 21-25 October 2013),'° when
the Committee decided to establish a Subcommittee on Negotiation of Tax Treaties — Practical
Issues.!! That Subcommittee was mandated to develop a practical manual on the negotiation of
bilateral tax treaties based on the following principles:

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;

5 Department of International Economic and Social Affairs, Manual for the Negotiation of Bilateral Tax
Treaties Between Developed and Developing Countries, United Nations Publications, New York, 1979,
document ST/ESA/94.


http://www.un.org/esa/ffd/wp-content/uploads/2018/05/MDT_2017.pdf
http://www.un.org/esa/ffd/tax-committee/tc-psubcommittee-tax-treaties.html
http://www.un.org/esa/ffd/publications/papers-ntt.html
http://www.un.org/esa/ffd/events/ninth-session-tax.html
http://www.un.org/esa/ffd/uncategorized/tc-subcommittee-tax-treaties.html
http://www.un.org/esa/ffd/uncategorized/tc-subcommittee-tax-treaties.html



http://www.un.org/esa/ffd/events/event/tenth-session-tax.html
http://www.un.org/esa/ffd/events/event/tenth-session-tax.html
http://www.un.org/esa/ffd/events/event/eleventh-session-tax.html
http://www.un.org/esa/ffd/events/event/eleventh-session-tax.html

Subcommittee may request the secretariat to develop necessary inputs and provide
necessary support within its resources.

6.  In accordance with this mandate, a first draft of a revised Manual was prepared by the
Subcommittee and was presented for discussion at the seventeenth session of the Committee
(Geneva, 16-19 October 2018). Based on the discussion at the meeting, the Subcommittee
revised the draft and this version of the Manual was finalized and adopted at the eighteenth
session (New York, [dates] 2019). [The last sentence will need to be revised to reflect what
will actually happen]

Overview and structure

7. While every count
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11. The core of the Manual is contained in Section Ill, which introduces the different
provisions of the UN Model. Section 11 is not intended to replace the explanations provided in
the Introduction and Commentaries on the Articles of the UN Model, but rather to provide a
simple tool for familiarizing less experienced negotiators with these provisions. Based on the
structure of the UN Model, the Title and Preamble are followed by the Articles, which are
organized in seven chapters:

Chapter | (Scope of the Convention) presents Articles 1 and 2, which deal with persons
and taxes covered.

Chapter 11 (Definitions) analyses the definitions of key terms used in the UN Model,
as provided in Articles 3 to 5. These include the definitions of “Resident” and
“Permanent establishment” (PE). Negotiators are encouraged to exercise particular
care when defining terms in order to avoid unintended consequences, in particular
where differences exist between the UN Model and the OECD Model.

Chapter I11 (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 controversial aspects of tax treaty negotiations, including the issues regarding
the taxation of business profits and the determination of rates of withholding taxes
applicable on payments of dividends, interest, royalties and fees for technical services.

Chapter 1V (Taxation of capital) briefly describes the provisions contained in Article
22 dealing with taxes on capital.

Chapter V (Methods for the elimination of double taxation) illustrates the operation of
Article 23, which requires the country of residence of the taxpayer to provide relief
from double taxation. This may be done by either the exemption method or the credit
method.

Chapter VI (Special provisions) analyses Articles 24 to 29, which include the
provisions dealing with non-discrimination, mutual agreement procedure, exchange of
information, assistance in collection, relationship with fiscal privileges of diplomats
and entitlement to treaty benefits.

Chapter VII (Final provisions) covers the procedures for the entry into force and
termination of treaties, as included in Articles 30 and 31.

12. Section IV of the Manual deals with the improper use of tax treaties, which may occur,
for instance, when taxpayers enter into certain transactions or arrangements for the purpose of
obtaining treaty benefits which would not otherwise be available to them. Section IV reviews
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Section | - General introduction
A. Introduction

The growth of investment flows between countries depends to a large extent on the
prevailing investment climate. The prevention or elimination of international double
taxation in respect of the same income — the effects of which are harmful to the
exchange of goods and services and to the movement of capital and persons, constitutes
a significant component of such a climate.

United Nations Model Double Taxation Convention between
Developed and Developing Countries, Introduction

13.  The aim of this Manual is to provide a guide to all aspects of the negotiation of a tax
treaty, including a brief description of the Articles of the UN Model, to negotiators with little
or no experience in that area. As indicated in the Preface, however, this Manual is not intended
to replace the more detailed explanations that are included in the Commentary on the UN
Model, which is the most authoritative source on issues of interpretation of the provisions of
the UN Model.

14.  Since the beginning of the twentieth century, there has been an exponential growth in
cross-border trade and investment, resulting today in a highly integrated, mobile and complex
global economy. All countries are involved in international trade and investment, whether it be
cross-border trade in goods or services, foreign investment, transfer of technology or
movement of workers. All countries, whether developed or developing, require rules to address
the ever-increasing number of international tax issues that arise as a result of such activities.

15. International income and capital taxation revolves around two main concepts — the
concept of source and the concept of residence. Under their domestic tax law, countries will
assert the right to tax income arising (or sourced) in their jurisdiction, and most countries will
seek to tax residents on their income wherever arising. Similarly, countries that levy capital
taxes (e.g. wealth taxes) will typically assert the right to tax property situated in their country
and tax their residents on property wherever situated.

16. If more than one country asserts the right to tax the same income or capital, for example,
where income having its source in one country is derived by a resident of another country or
where property situated in one country is owned by a resident of another country, international
double taxation of income or capital may arise.

17. Itis in the interests of both taxpayers and governments that tax barriers to cross-border
trade and investment such as double taxation be removed while ensuring that domestic tax

12



systems can be properly applied and administered. Tax treaties contribute to the elimination of
double taxation and other tax barriers. They also contribute to the prevention of cross-border
tax evasion and avoidance.

B. Concepts and issues

1. Concept of residence

13



Rules for determining the source of income vary, but source taxation is generally applied
where the income has a relevant connection (or nexus) with that country. For example, income
derived from the exploitation of natural resources located in a country would clearly have a
strong connection with that country and would normally be regarded as having its source in
that country.

24 Income will typically be taxed in accordance with the source principle where the assets
or activities that generate the income are located within a country. For example, income from
capital invested in a jurisdiction (e.g. dividends and interest) or from personal activities
performed in a country (e.g. salaries) will usually be regarded as having its source in that
country for purposes of income taxation.

25. Some countries have statutory rules for determining the source of income for tax
purposes. These rules may seek to provide an exhaustive list of all categories of income that
will be treated as sourced in that country or may be merely indicative of common situations
where the income will be regarded as having its source there. Other countries do not have
statutory source rules and rely solely on general source principles.

2% Asaresult of differences in domestic source rules and how they apply, an item of income
may be considered to have its source in more than one country. For example, royalties may be
paid by a resident of one country so as to be sourced in that country under that country’s source
rules but be paid in respect of intellectual property used in another country so as to also be
sourced in that other country under that country’s own source rules. As another example, a
company may derive profits from the sale in one country of goods manufactured by that
company in another country so that these profits may be viewed by each country as at least
partly sourced in that country. In these situations, both countries may seek to tax the income

14



than in the case of capital taxes, the explanations below focus primarily on the taxation of
income.

1. Residence/residence juridical double taxation

29 Asnoted above, double taxation may occur where a person is taxed on worldwide income
in more than one country on the basis that the person is regarded as a resident for tax purposes
in each of them. Such double taxation, which is referred to as “residence/residence juridical
double taxation”, is dealt with under tax treaties by the inclusion of tie-breaker rules, such as
those contained in Article 4 (Resident), paragraphs 2 and 3, of the UN Model. These rules deem
the person to be a resident of only one of the countries for the purposes of the treaty.

30. This ensures that, for the purposes of the application of the treaty by the two treaty
countries, one country taxes the person on a source basis only with relief from double taxation
being provided by the other country (i.e. the single country of residence for the purposes of the
treaty).

2. Source/residence juridical double taxation

31. Source/residence juridical double taxation arises where the same income is taxed in both
the country where it arises and in the country of which the person deriving the income is a
resident. This form of double taxation is addressed in different ways under treaties depending
on the type of income: in the case of some types of income, exclusive taxing rights over the
income is allocated to one of the treaty partner countries while in the case of other types of
income, taxation is permitted in both countries and source/residence double taxation is
eliminated by requiring the country of residence to provide relief for the tax imposed by the
source country.

32. The allocation of taxing rights over income and capital is found in the distributive rules
of treaties, that is to say, Articles 6 to 22 of the UN Model. These are discussed further in
section I11.D.

3. Source/source juridical double taxation

33. Double taxation may arise where more than one country regards the same income as
having a source in its territory under domestic law. For example, one country may regard
income from certain services as being sourced in its territory if the activities are performed
there, while another country may treat the same income as sourced in its territory if the services
are paid for by a resident of that country.

34. For most categories of income, such as dividends, interest and, in treaties that follow the
UN Model, royalties and fees for technical services, a tax treaty will provide explicit rules for
determining the source of the income for treaty purposes. Through these rules and by limiting
the circumstances in which source taxation may be imposed, the UN and OECD models will

15



often provide solutions to problems of double taxation based on source in the case of income

16



41.  Two main methods are commonly used for this purpose: the exemption and the credit
methods. Under the exemption method, a country will exempt certain items of income derived
by its residents from other countries. Under the credit method, a country will give a credit, in

17



48. Tax treaties can assist in achieving this objective by adopting internationally-accepted
rules for the allocation of taxing rights over different types of income and for the determination

18
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a result of the limitations on source taxation that such treaties impose and the risks of treaty
abuse, including treaty-shopping, that they present. They may also be concerned about the
challenges and administrative burden (especially for countries with limited resources)
associated with the negotiation of tax treaties and the application of the provisions of these
treaties and their interaction with domestic tax law.

59.
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71. Departures from the international models will almost always increase the difficulty of
negotiating a satisfactory treaty. Accordingly, countries, especially those with limited
negotiating capacity, should deviate from the international norms only sparingly, that is to
say, where there is a clear national interest in doing so. On these aspects, each country should
determine:

(@) Its preferred position;
(b) The priority the country places on achieving that position; and

(c) The degree of flexibility available to negotia

24



(d) Ease of compliance: Does the proposed treatment place an onerous compliance
burden on taxpayers? This can be a particular problem where taxpayers are
required to keep detailed records that they would not ordinarily keep, or meet
strict information disclosure requirements in order to obtain treaty benefits.

@@ For the reasons already mentioned, countries would be well advised to follow as closely
as possible the treaty policy options reflected in the UN and OECD models. Having regard
to their particular circumstances, however, countries may determine that these options do not

25



treaties. Also, countries that have joined the Inclusive Framework on BEPS?3 have committed
to follow certain minimum standards when negotiating treaties. Similarly, the large number
of countries that are members of the Global Forum on Transparency and Exchange of
Information for Tax Purposes?* have committed to an international standard of
transparency and exchange of information that limit the extent to which they can depart
from the provisions of the UN and OECD models dealing with exchange of information.

76. By developing atax 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.

2. Designing a country’s tax treaty model

77. In developing their own model tax treaties, countries should, as far as possible and to
the extent that this is consistent with their policy objectives, adopt the structure of the UN
Model and the OECD Model and use the wording of provisions found in these models or in
the other instruments referred to in the previous paragraph. There are two simple but
compelling reasons for doing so:

The use of a familiar structure and wording is likely to simplify considerably the
negotiation of tax treaties.

Provisions that appear in the UN Model, the OECD Model and multilateral
instruments have typically been thoroughly discussed and analyzed in international
fora and have often been used for decades, thereby reducing the risks of technical
mistakes and unforeseen consequences.

78.  Section Il provides a summary of the various provisions of the UN and OECD models
and discusses possible alternatives.

79. A number of bilateral treaties have a protocol that was negotiated at the same time as
the treaty (as opposed to a subsequent protocol, which constitutes another treaty amending
the initial one). Provisions of a protocol attached to a treaty are part of that treaty and have
the same legal status as if they had been incorporated in the treaty itself. Such protocols often
include unusual provisions, interpretative rules or provisions that apply to only one of the
treaty states. They are usually the result of the bilateral negotiation process and it would
therefore be unusual for a country’s tax treaty model to include such a protocol, especially
since there is always a risk that the reader of the treaty might overlook the provisions of a
protocol when reading the provisions found in the main part of the treaty.

23 See http://www.oecd.org/tax/beps/beps-about.htm.
24 See http://www.oecd.org/tax/transparency/about-the-global-forum/.
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interpreters, that should be avoided as far as possible as it will slow down progress
and may create drafting problems.

86. Each country will need to decide on the number of members to be included in its
negotiating team as well as the persons to be included as members of the negotiating team.

87. The negotiating team will generally include officials from the ministry in charge of
finance and the tax administration. In many countries, officials from the ministry in charge
of finance have the primary responsibility for the negotiation of tax treaties but in some
countries, that responsibility has been given to the tax administration. Absent constitutional
or other impediments, it is recommended that the tax administration be at least present and
participate in the negotiations since it is the tax administration that will be in charge of
applying the treaty provisions and will best be able to determine whether some proposed
treaty provisions would be difficult to administer.

88 In some countries, officials from the ministries in charge of foreign affairs, justice or
economic affairs may also be included in the negotiating team.

89. If itis intended to include outside consultants in the negotiating team, this should be
discussed and agreed upon with the other country in advance of the negotiations. This is
important since some countries consider that tax treaty negotiations are strictly government-
to-government discussions and might therefore object to the presence of outside consultants.
Arrangements should also be made to ensure that any such consultants are subject to
confidentiality obligations that are similar to those that are applicable to the government
officials who will participate in the negotiations.

90. As a matter of courtesy, the names, titles and contact details of each team member
should be provided to the other country.

91. The host country should provide:

A draft agenda showing, as far as possible, the starting and finishing times for each
negotiation session, refreshment and meal breaks as well as official meals.

The venue for the negotiations: a suitably sized meeting room equipped, if possible,
with electronic equipment to edit, save and project a draft treaty text as well as a flip
chart or white board that could be used, for example, to illustrate complex examples
with diagrams.

Directions on how to find and access the venue as well as any information that would
be useful for the visiting delegation.

28
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4.

94.

These notes are very useful when preparing for a subsequent round (if any), in
particular where members of the negotiating team have been replaced or where it
becomes necessary to draft compromise proposals or discuss remaining issues with
tax officials who did not attend the negotiation meeting.

Notes taken during the negotiations may also be very useful when preparing the treaty
for signature and explaining provisions agreed upon to the governmental or
parliamentary bodies responsible for its adoption. They may also be extremely
important when issues of interpretation arise after the treaty has entered into force,
e.g. when the competent authority of a country seeks, in the context of the mutual
agreement procedure, to understand the purpose of a treaty provision negotiated
many years before.

Consulting business and relevant ministries and agencies

When preparing for negotiations with another country it is prudent to consult with

business and relevant ministries and agencies:

A request for the negotiation of a tax treaty may be initiated by business
representatives in one or both countries, for example, to address problems they have
met or are anticipating when engaging in cross-border activities.

Consultation with business will, in most cases, provide the team with important
information on economic sectors or issues that should be taken into account during
the negotiations.

Relevant ministries and agencies, such as the ministries in charge of foreign affairs
and trade, may also have relevant information that should be taken into account
during the negotiations. For example, they may have information on sectors in which
they would like to encourage outbound investment or sectors in which they would
like to attract foreign investment.

It may also be advisable to consult with the embassy in t
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The team should be aware of where and why such changes have been made, and of
their effects.

The team should have a clear understanding of why the provisions of its own draft
text have been drafted the way they are and be able to explain them. The team, should,
in particular, be prepared to explain any divergences between its own draft text and
the provisions of the UN and OECD models.

6. Preparing alternative provisions

96. Where the draft text includes provisions that are likely to be controversial, it is
advisable to prepare alternative provisions that may be acceptable to both countries:

These may be provisions that have been accepted in negotiations with other countries,
provisions that the other country has previously accepted in treaties with other
countries or may be unique provisions intended to specifically address concerns
expressed by the other country.

It is easier to discuss alternative provisions when they are presented in writing rather
than orally.

Such alternatives can also indicate a willingness to reach a compromise where
necessary.

7. Non-negotiable provisions

97. In the preparation of the negotiations, it is also important to clarify internally which
provisions are non-negotiable (that is to say, provisions that reflect strongly held policy or
technical positions and that must be included in any treaty concluded by the country):

Since a negotiating team would logically be unable to agree to a treaty that would not
take account of provisions that are genuinely non-negotiable, it would be advisable
to communicate such provisions to the other negotiating team in advance of the
negotiations so as to avoid spending time on negotiations that cannot reach a
conclusion because of irreconcilable differences of views concerning such
provisions.

A distinction should be made between provisions that are genuinely non-negotiable
and provisions which merely reflect a strong preference but which, under certain
circumstances, can be flexible. Provisions that merely reflect a strong preference
should not be presented as completely non-negotiable.

To be prepared for the positions of the other country, it is helpful to check the various
country reservations, observations and positions set out in the Commentaries to the
OECD Model. While these do not necessarily reflect a non-negotiable position, they
are a very valuable indicator of strongly held positions.
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8. Understanding the interaction between domestic legislation and treaty provisions

®#% Itisimportant to have a clear understanding of the interaction between treaty provisions
and the domestic tax law of each country:

During the negotiations, a team will often be asked to explain features of its domestic
tax legislation and how proposed provisions of the draft treaty would interact with
that legislation.

32



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

It is advisable for each team to decide which differences are important and which are
of less importance.

Important issues should be discussed internally by each team to find arguments to be
used and to determine the strategy that should be followed in order to convince the
treaty partner to accept a proposed solution.

101. Another part of the comparison between the two countries’ draft texts involves the
identification of provisions proposed by a country that deviate from provisions agreed to by
that country in treaties with third countries:

11.

A team should be aware of the treaties that its country has concluded with third
countries because where the provisions of such treaties are seen as being more
beneficial than those proposed in its model, the negotiating team for the other country
is likely to request that such provisions be included in the treaty under negotiation.

A team should therefore be prepared to accept similar provisions or to explain why
these provisions are unacceptable in the context if the ongoing negotiations.

Treaties entered into by the other country with countries which are economically or
regionally comparable should be carefully analyzed, as these treaties will give an
indication of what the other team may be willing to accept and how strongly that
other team is likely to argue in favor of its own position. For that purpose, recent
treaties would be more relevant than older ones and, if that other country is a
developed country, treaties concluded with developing countries will be more
relevant than treaties with other developed countries.

Studying the economy, culture and customs of the other country

102. It is advisable to have some general information about the other country with which a
tax treaty will be negotiated. For instance, a negotiating team should have a general idea of
that other country’s economic situation, e.g. its population, gross national product (GNP),
important industries and its relations with other countries. It should also be aware of local
customs and sensitive issues, for example, regarding food, alcohol, religious beliefs and
behaviors that may be considered offensive. Consultation with one’s embassy in the other
country may help to avoid incidents and embarrassing situations.
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D. Conduct of negotiations?®

103. The way in which treaty negotiations are conducted is vital in achieving 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.

1.
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2.

10A.

Negotiation style
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the other team’s leader should be addressed unless it is obvious that someone else should be
addressed, e.g. when responding to a question from another member of that team.

111. Punctuality is important. If one is late for some reason, an apology should be made and
an explanation provided.

112. Arguments put forward should be listened to with respect — even if one is not in
agreement with them:

One should avoid interrupting, shaking one’s head or telling the other team that they
are wrong.

A team should be polite in explaining to the other team why one has a different
opinion or prefers a different solution.

5. Discussions

113. The nature of the discussions will vary depending on the stage of the negotiations. For
the first round of negotiations, it is usually desirable to work quickly through all articles one
by one without lengthy discussions of difficult issues in order to resolve minor issues and
identify difficult or important ones for further discussion

114. When all the articles have been worked through, it is time to concentrate on solving the
remaining difficult issues:

This may be done during the first round of negotiation but will very often be
postponed to a second round.

Even if one team has no serious objections to a proposal by the other team, for
example, because the item is not particularly important to them, it may defer
acceptance of the proposal in the hope of achieving something in return at a later
stage in the negotiations. Understanding the value of the issues to the other side is
therefore essential when trying to reach a compromise or a trade-off.

If a provision relates specifically to one of the countries, or is merely a clarification
of the meaning of a provision, it is sometimes better to include that provision in a
protocol than to try to include in the treaty itself.

Even if the issues are important, it is not necessarily difficult to find solutions, for
example, if the two teams seek similar outcomes. If, however, both teams regard an
issue as important, but disagree on the solution, a compromise may be difficult (but
not impossible) to find.

115. For an effective discussion to take place, a team should introduce the difference
between the two models and present its position clearly. A country that seeks to include a
provision that is not found in either the UN Model or the OECD Model should expect to have
to introduce and explain that provision.
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ensuring that when a treaty is one of the first ones negotiated by a country, investors of the
treaty partner are not put at a competitive disadvantage in relation to investors of countries
that will negotiate subsequent treaties with the same country, in particular as regards treaty
Issues that have the most impact on foreign direct investment such as the maximum rate of
source taxation allowed on payments such as dividends, interest, royalties and fees for
technical services.

121. If two countries agree to include a most favored nation clause in a treaty, they should
make it clear when that clause will be triggered (i.e. at the time of signature or entry into
force of another treaty or when the provisions of that other treaty will become effective);
when that clause will have effect (e.g. in the case of a clause that is intended to make a direct
and immediate change to the rate of source taxation of dividends, what is the date from which
dividends will benefit from that change) and, most importantly, what will be the effect of the
clause (i.e. will the treaty be immediately amended and if yes, how; will the countries be
required to conclude a protocol to change the treaty; will the change be implemented through
another mechanism and if yes, which one; will the countries be merely required to enter into
negotiation with the view of possibly making the change).

122. A different approach that could be used to deal with cases where a country is not
prepared to accept a provision at the time of the negotiations but may do so in the future is to
agree to include the provision in the treaty but to provide that it shall only become effective
when both competent authorities so agree.

123. Another approach is to propose a “sunset clause” that limits the period of time during
which a controversial provision will apply. For instance, sunset clauses are sometimes found
in “tax sparing” provisions with the result that a country will agree to provide relief for tax
that the other country does not levy pursuant to certain tax incentives but will stop doing so
after a certain number of years.

124. A possible way of dealing with difficulties that may arise when a country wants to
replace an existing treaty provision that the other country wants to preserve is the use of a
“grandfathering clause”. Under such a clause, the provision to be replaced would continue to
apply to persons already benefiting from that provision at the time of its repeal, thereby
ensuring that the repeal does not affect taxpayers that benefit from it at the time the countries
agree to repeal it.

125. One country may be prepared to accept a proposal from the other country but, at the
time of negotiations does not have the legislative instruments in place to give effect to the
relevant provisions. If it is relatively certain that the necessary legislative changes will be
adopted within a reasonable period of time, a solution might be to include the provisions in
the treaty but deferred its entry into effect to a specified future date.

}a(. During the discussions, a new provision will sometimes be suggested as a way to
address an issue. Unless that provision represents an alternative found in the Commentary of
the UN or OECD maodels or has been used in other treaties, countries should be very careful
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point to those treaties and ask the other team why such wording is no longer
acceptable.

Another argument along the same lines is that if a country does not want to agree to
a certain provision that it has included in treaties with other comparable countries,
this will be disadvantageous to the enterprises from the other country.

Where a provision is presented as an anti-abuse provision, a specific example should
be used to illustrate the potential abuse that the provision is intended to address.

As already mentioned, only genuinely non-negotiable provisions should be presented
as such.

Argum
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on new tax legislation proposals and proposed tax treaties) before the preparations for
signature can begin.

140. In order for both countries to be aware of the time usually required for preparing the
treaty for signature, it is recommended that each country’s procedures for the approval of the
signature be discussed during the negotiation of the treaty.

141.

42



43


https://treaties.un.org/doc/publication/unts/volume%201155/volume-1155-i-18232-english.pdf

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

153. As already explained, at least two original versions of the treaty will be signed, one for
each state. Where the treaty is signed in more than one language, two versions of the treaty
will be signed in each official language. Each country will receive a signed version of the

treaty in each official language.

154.
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“Any other body of persons” has a wide meaning and would include entities other than
companies such as partnerships, in some countries the trustees of a trust and unincorporated
associations, such as some sport clubs, education clubs and charities. The term “resident of a
Contracting State” is defined in Article 4.

171. Since a tax treaty that follows the UN and OECD models generally applies to persons
who are residents of the countries that sign that treaty, a person who is not a resident of either
Contracting State will generally not be entitled to the benefits of the tax treaty between the two
countries. Thus, the mere fact that a person has the nationality of one of the Contracting State
is in principle not relevant for the application of the provisions of such treaties except as regards
certain provisions such as the tie-breaker rule in paragraph 2 of Article 4 (Resident) as well as
the rules of Article 19 (Government service) and Article 24 (Non-discrimination).3!

172, It is important to note, however, that even if a person qualifies as a resident of a
Contracting State, that person will not necessarily be entitled to all the benefits of that treaty.
Apart from the fact that many provisions of the treaty include additional requirements that need
to be satisfied in order to obtain the benefit of these provisions (e.g. the reduction of source
taxation applicable to a dividend payment under Article 10 of the UN Model only applies to a
resident who is the beneficial owner of the dividends), the granting of the benefits of the
Convention is subject to the rules of Article 29 (Entitlement to benefits) of the UN and OECD
models (see Section 1V).

173. In addition, the Commentary on Article 1 includes a number of alternative provisions
that treaty negotiators may want to consider including in their treaties in order to further restrict
the entitlement to treaty benefits because of certain features of the tax system of treaty
countries. As indicated in the Commentary “[a] State may conclude that certain features of the
tax system of another State are not sufficient to prevent the conclusion of a tax treaty but may
want to prevent the application of that treaty to income that is subject to no or low tax because
of these features.”®? Such features may exist at the time the treaty is negotiated or may be
introduced afterwards. The alternative provisions included in the Commentary deal with

“special tax regimes” that may exist in the domestic tax law of a country at the time of
the conclusion of the treaty or be introduced subsequently;*3

“subsequent changes in domestic law”, which are changes of a general nature that are
made to the domestic law of a country after a treaty has been concluded r P
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“notional deductions for equity””;*® and

“remittance based taxation”.®

Paragraph 2

174. Paragraph 2 of Article 1 deals with the application of the tax treaty to entities or
arrangements, such as some partnerships and trusts, that are not treated as taxable entities under
the tax law of one or both countries, the income derived through such entities being instead

49


https://doi.org/10.1787/9789264173316-en







187.
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1. Article 3 — General definitions

198. Article 3 provides a definition for a number of terms used in the treaty. The meaning
given to the term in this Article applies for all purposes of the treaty, except where the context
requires that another meaning be applied.

Paragraph 1

199. Paragraph 1 sets out a number of defined terms that are used in the treaty. Unlike the
OECD Model, the terms “enterprise” and “business” are not defined in the UN Model. The
OECD Model introduced the definitions of the terms “enterprise” and “business” to clarify the
scope of Article 7 (Business profits) after Article 14 (Independent personal services) was
d
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comprehensive taxation imposed by that country, such as taxation on worldwide income or, in
the case of countries operating territorial taxation systems, to full taxation under that tax law.

208. The definition in paragraph 1 specifically includes the phrase “that State and any political
subdivision or local authority thereof”. This ensures that Governments of a Contracting State
are treated as residents of that state for treaty purposes, irrespective of whether those
Governments are taxed under domestic law.

209. As pension funds now represent one of the largest categories of cross-border investors,
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royalties, fees for technical services, capital gains and other income, as well as to determining
the source of certain income (Articles 11, 12 and 12A) and entitlement to non-discriminatory
treatment (paragraph 3 of Article 24).

218. The definitions of permanent establishment found in the UN and OECD models differ in
a number of important respects.® The UN Model provides a broader definition of permanent
establishment, resulting in greater taxing rights for the source country than is provided under
the OECD Model. The negotiation of Article 5 is therefore often controversial, particularly in
negotiations between developing and developed countries.

219. The interpretation and application of the definition can also give rise to difficult issues.
For example, some countries do not agree with the Commentary with respect to certain
interpretations relating to the application of the definition in the context of the digitalization of
the economy.> It will often be useful for negotiators to discuss their understanding of the
definition during negotiations in order to avoid subsequent disputes.

Paragraph 1

220. Paragraph 1, like paragraph 1 of the OECD Model, provides a basic definition of
permanent establishment. Under that definition, “permanent establishment” means “a fixed
place of business through which the business of an enterprise is wh
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OECD Model.%! In 2017, however, a number of additional clarifications were added to the
Commentary on paragraph 1 of the OECD Model and these changes have not yet been
considered for inclusion in the UN Model.

Paragraph 2

YN

Paragraph 2 lists a number of examples of what typically constitutes a permanent
establishment. These places will constitute a permanent establishment, however, only if they
fall within the definition of paragraph 1, that is to say, where there is a fixed place of business
through which the business of the enterprise is wholly or partly carried on. The paragraph is
identical to paragraph 2 of Article 5 of the OECD Model.

225. Treaty practice shows that some countries like to add other places to the list in paragraph
2, for example, places for the exploration of natural resources, warehouses or agricultural or
forestry properties. While these additions may emphasize their importance to that country, their
inclusion makes no difference in substance, as they will in any event constitute a permanent
establishment if, and only if, they meet the “fixed place of business” test of paragraph 1. Care
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Article 5%2 or, in the case of offshore activities, in an additional article dealing specifically with
those activities. Under these provisions, a permanent establishment will often be deemed to
exist in respect of these activities after only a short period of time, for example, 30 days.5®

229. The Commentary® refers to the potential abuse of the time thresholds of paragraph 3 by
giving the example of enterprises (mainly contractors or subcontractors working on the
continental shelf or engaged in activities connected with the exploration and exploitation of the
continental shelf) dividing their contracts into several parts, each covering a period of less than
six months and being attributed to a different company of the same group. It adds that such
abuses may, depending on the circumstances, fall under the application of legislative or judicial
anti-avoidance rules but may also be addressed through the general anti-abuse rule of paragraph
9 of Article 29 (Entitlement to treaty benefits).
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than 12 months and most provide for six months.%® While some developing countries seek a
shorter period for this paragraph, the six-month test provides approximate symmetry with the
permanency test for a fixed place of business under paragraph 1 of this Article, which will
generally not constitute a permanent establishment if it lasts for less than six months; 7 it also
provides symmetry with the 183-day rules of paragraph 1 (b) of Article 14 (Independent
personal services) and paragraph 2 (a) of Article 15 (Dependent personal services), thereby
preventing difficulties that could arise from taxpayers attempting to change the treaty
characterization of activities that they perform in order to benefit from more beneficial time
thresholds.

233. Negotiators should also ensure that the chosen time threshold should not be less than any
domestic time threshold for the taxation of such activities, as this could lead to double non-
taxation of income of non-resident construction or assembly enterprises in treaties with
countries that apply an exemption system (that is to say, where income that may be taxed in
the host state under the treaty is exempted from tax in the other state). This is because, while
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paragraph 3 of the UN Model does not explicitly deem the activities to give rise to a permanent
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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.

243. A similar condition under which the services had to be provided “for the same or a
connected project” was originally included in paragraph 3 (b) of the UN Model but was deleted
in 2017. As explained in the Commentary,” it was then considered that this condition “was
easy to manipulate and created difficult interpretive issues and factual determinations for tax
authorities”. It was also considered that where a non-resident enterprise provides services
within a country for more than 183 days, the extent of the activities justifies source taxation
regardless of whether the services are provided for one project or for multiple projects. On the
other hand, it was argued that enterprises can more easily monitor the location of the activities
of their employees and independent contractors on a project-by-project basis. Taking this into
account, the Commentary provides that countries that are concerned about the uncertainty
involved in adding together unrelated projects may add the phrase *“(for the same or a connected
project)” in paragraph 3 (b).

Paragraph 4

244, Paragraph 4 deems a permanent establishment not to exist in certain circumstances. It
applies where a fixed place of business that would otherwise constitute a permanent
e
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246. The Commentary provides detailed explanations on the meaning of the phrase
“preparatory or auxiliary character” as well as on the scope of each type of activities
specifically listed in paragraphs 4 (a) to (f).” It also discusses the position of countries that
prefer alternative versions of the paragraph (including a version corresponding to the way in
which it was drafted before the 2017 changes) °r even its complete omission.”

Paragraph 4.1

247, Paragraph 4.1 is an anti-
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251. Paragraph 5 (a) is similar to paragraph 5 of the OECD Model. Paragraph 5 (b), which
has no equivalent in the OECD Model, constitute an additional set of circumstances in which
a dependent agent will be deemed to create a permanent establishment for the enterprise.

252. Paragraph 5 of both models and the related exception applicable to independent agents
were substantially amended in 2017 as a result of the G20/OECD work on BEPS Action 7,
which dealt with strategies for avoiding the permanent establishment definition. The final
report on Action 78 explains that the changes were made because “in many cases
commissionnaire arrangements and similar strategies were put in place primarily in order to
erode the taxable base of the State where sales took place” and to reflect the policy that “where
the activities that an intermediary exercises in a country are intended to result in the regular
conclusion of contracts to be performed by a foreign enterprise, that enterprise should be
considered to have a sufficient taxable nexus in that country unless the intermediary is
performing these activities in the course of an independent business.”

253. Paragraph 5 (a) reflects this intention. It applies where a person that is acting in a state
on behalf of an enterprise of the other state habitually concludes contracts, or habitually plays
the principal role leading to the conclusion of contracts that are routinely concluded by the
enterprise without material modification, and these contracts fall into one of the following
categories:

they are concluded in the name of the enterprise;

they are for the transfer of the ownership or for the right to use the enterprise’s property;
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convention will depend on the factual and legal situation prevailing in the Contracting States
concerned”, although it also remarks that the changes made to paragraphs 5 and 6 in 2017 have
addressed some of the concerns that such a provision would address.*?

262. When discussing whether or not to include paragraph 6 in a treaty, negotiators should
analyze the conditions under which foreign insurance enterprises are allowed to carry on
insurance activities in each state as well as the other taxes or levies that may apply to insurance
premiums or activities.

Paragraph 7

263. Paragraph 7 constitutes an exception to the deemed permanent establishment rules of
paragraphs 5 and 6% and provides that these rules do not apply where the person who is acting
on behalf of a foreign enterprise does so in the course of its business as an independent agent.
The second sentence of paragraph 7 restricts the scope of that exception, however, by providing
that a person cannot be considered to be acting as an independent agent where that person acts
exclusively or almost exclusively on behalf of one or more enterprises to which it is closely
related. The definition of a person “closely related” to an enterprise is provided in paragraph 9.

264. Like paragraph 5, paragraph 7 was substantially amended in 2017 as a result of the
G20/0OECD work on BEPS Action 7, which dealt with strategies for avoiding the permanent
establishment definition. As explained in the final report on Action 7,%® the changes made to
the paragraph were aimed at preventing strategies where an enterprise sought to avoid the
application of paragraph 5 by arguing that a person, usually a related company, constituted an
“independent agent” to which the exception of paragraph 7 applied even though it was acting
exclusively on behalf of other companies of the same group.

265. The changes made to paragraph 7 also corrected a few difficulties that arose from the
previous version of the paragraph. For instance, while the previous version of paragraph 7 of
the UN Model had an exclusion corresponding to what is now found in the second sentence of
the new version, that exclusion was limited to cases where an agent acted wholly or almost
wholly on behalf of the enterprise and its dealings with the enterprise did not reflect arm’s
length conditions. As explained in the Commentary, the requirement that the dealings did not
reflect arm’s length conditions was deleted because “the lack of an arm’s length relationship
should not be a deciding factor in determining that an agent does not qualify as an agent of
independent status.”

93 Ibid.

94 The paragraph is similar to paragraph 6 of the OECD Maodel, which, however, only applies with respect
to the deemed permanent establishment rule of paragraph 5 since the OECD does not include a
provision similar to paragraph 6 of the UN Model.

95 Note 67, page 15.
96 Paragraph 32 of the Commentary on Article 5 of the UN Model.
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266. The Commentary®” also provides additional explanations concerning the interpretation
and application of the paragraph, including the criteria to apply in order to determine whether
a person acts as an independent agent.

Paragraph 8

267.
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Paragraph 1

277. Paragraph 1 gives the country where the immovable property is located the first taxing
right over income derived by a resident of the other Contracting State from that property. This
does not mean that the source country has exclusive rights to tax income from immovable
property; the country of residence of the person deriving the income may also tax such income.
The source country’s right to tax is the prior right, however, and is not subject to any limits
under the treaty (other than where the taxation would be in breach of Article 24 (Non-
discrimination)). The country of residence must provide double taxation relief.
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carried on through a permanent establishment in a country, the Article specifies the profits that
may be taxed in that country.

288. The term “enterprise of a Contracting State” is defined in Article 3 (General definitions)
as an enterprise carried on by a resident of that state. The term “enterprise” itself is not defined
in the UN Model!°

72



business activities covered by paragraphs 1 (b) and (c) of Article 7, on the basis that profits
from activities that are not part of those carried on through the permanent establishment, and
which do not themselves give rise to a permanent establishment, should not be subjected to tax
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296. More importantly, paragraph 2 of the new OECD Article 7 also makes specific reference
to the method by which profits attributable to the permanent establishment are to be
determined, that is to say, by reference to the functions performed, assets used and risks
assumed through the permanent establishment and the rest of the enterprise. This wording was
added to the OECD Model for the purpose of allowing the application of the so-called
“Authorized OECD Approach” (AOA), a comprehensive approach for determining the profits
of a permanent establishment that was developed by the OECD between 1998 and 2008.1" As
explained in paragraph 1 of the Commentary on Article 7 of the UN Model, the approach
developed by the OECD was expressly rejected for the purposes of the UN Model.

297. The general rule of paragraph 2 concerning the determination of the profits attributable
to a permanent establishment leaves much room for interpretation. The practical application of
the separate entity and arm’s length principles underlying that general rule gives rise to a
number of difficulties which are addressed in the Commentary on Article 7.8

Paragraph 3

298. Paragraph 3 clarifies, in relation to expenses of the permanent establishment, how the
profits are to be determined.

299. The first sentence of paragraph 3, like paragraph 3 of the former OECD Atrticle 7,
provides that deductions are to be allowed for expenses
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the effect of obliging a state to grant a deduction for such expenses. Some countries prefer to
clarify this principle explicitly in their treaties.?

302. The second and third sentences of paragraph 3 in Article 7 of the UN Model provide that
deductions are not allowed in respect of any charge 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 charge 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 UN Model provision largely reflects
the interpretation found in the Commentary on paragraph 3 of the former OECD Article 7.2
The new OECD Article 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.??

303. Paragraph 3 of the new OECD Article 7 performs a completely different function. It
provides for corresponding adjustments to profits where one state adjusts the profits of the
permanent establishment. It is intended to ensure that all double taxation is relieved!?® and
operates in a way similar to paragraph 2 of Article 9.

Paragraph 4

304. Paragraph 4 allows countries that customarily determine the profits of a permanent
establishment by apportioning the total profits of the enterprise according to a formula (for
example, on the basis of receipts, expenses or capital) to continue to do so provided that the
method of apportionment provides for a result that is in accordance with the arm’s length
principle.

305. The Commentary notes that the paragraph may be deleted where neither state uses such
methods.'?* In practice, few countries use formulary apportionment methods to determine the
profits of a permanent establishment. Even where such methods are used, it is difficult to ensure

120 Paragraph 18 of the Commentary on Acrticle 7 of the UN Model, quoting paragraphs 30 of the
Commentary on Article 7 of the 2008 OECD Model.

121 Paragraph 18 of the Commentary on Article 7 of the UN Model, quoting paragraphs 34-44 of the
Commentary on Article 7 of the 2008 OECD Model.

122 Paragraphs 38-40 of the Commentary on Article 7 of the 2010 OECD Model.
123 Paragraphs 44-70 of the Commentary on Article 7 of the 2010 OECD Model.

124 Paragraph 19 of the Commentary on Article 7 of the UN Model, quoting paragraphs 52 and 54 of the
Commentary on Article 7 of the 2008 OECD Model.
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that the method produces arm’s length results. For these reasons, paragraph 4, which was also
found in the former OECD Atrticle 7, was not included in the new OECD Article 7.1%

Paragraph 5
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included in the new OECD Article 7. Since the paragraph was deleted from the OECD Model
because there was broad consensus that is was not consistent with the arm’s length principle
and was not justified,'?® treaty negotiators from developing countries may prefer to avoid the
inclusion of that paragraph in their treaties.

3. Article 8 — International shipping and air transport
312. Article 8 deals with profits from shipping and air transport in international traffic.

313. The term “international traffic” is defined in paragraph 1 (d) of Article 3 (paragraph 1 (e)
of Article 3 of the OECD Model) to mean essentially any transport by a ship or aircraft except
where the ship or aircraft is operated by a foreign enterprise within the territory of a state. It
therefore covers transport activities conducted by an enterprise of one state between places
within the same state, the qualification of such transportation as international traffic being
relevant for the purposes of taxation by the other state. It may also cover transportation by an
enterprise of a third state, this being relevant for the purposes of paragraph 3 of Article 15
dealing with the taxation of employees working aboard a ship or aircraft operated by such an
enterprise.

314. The profits from transportation that does not constitute international traffic and from any
form of transportation other than by ship or aircraft (such as rail or road) are not covered by
Article 8 and will instead fall under the general rules of Article 7 (Business profits).
Accordingly,
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318.

While the previous version of Article 8 allocated exclusive taxing rights to the state in
which the place of effective management of the enterprise was located, a majority of
countries preferred that the profits from ships or aircraft operated in international traffic
by an enterprise of a state be allocated to that state. Since the term “enterprise of a
Contracting State” is defined in Article 3 (General definitions) as an enterprise carried
on by a resident of that state, this formulation allocates taxing rights to the state of
residence.

Few countries, and almost none outside Europe, included in their treaties the provisions
of the previous version of paragraph 2 of Article 8 dealing with profits from the
operation of boats engaged in inland waterways transport.
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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.!3

222 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)

324. Paragraph 2 of alternative A and paragraph 3 of alternative B ensure that where the
enterprise participates in pooling arrangements or other similar profit-sharing arrangements
with other international transport enterprises, the provisions of Article 8 will also apply to the
share of profits derived by the enterprise through those arrangements.

4. Article 9 — Associated enterprises

325. The following excerpt from the United Nations Practical Manual on Transfer Pricing
for Developing Countries provides the background for Article 9:34

The structure of transactions within an MNE group is determined by a combination of
the market and group driven forces which can differ from the open market conditions
operating between independent entities. A large and growing number of international
transactions are therefore not governed entirely by market forces, but driven by the
common interests of the entities of a group.

In such a situation, it becomes important to establish the appropriate price, called the
“transfer price”, for intra-group, cross-border transfers of goods, intangibles and
services. “Transfer pricing” is the general term for the pricing of cross-border, intra-
firm transactions between related parties.

326. Article 9 recognizes that a country may, for tax purposes, increase the profits of an
enterprise where, as a result of non-arm’s length conditions between that enterprise and an
associated enterprise, the profits of the enterprise are less than arm’s length profits. To ensure
that the adjustment does not result in economic double taxation, the treaty partner is generally
required to make a corr
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Paragraph 3

332, Paragraph 3 (which has no equivalent in the OECD Model) constitutes an exception to
the requirement, in paragraph 2, that a corresponding adjustment be provided. No such
corresponding adjustment is required where, in the context of judicial, administrative or other
legal proceedings, there is a final ruling that one of the associated enterprises is liable to penalty
for fraud, gross negligence or willful default with respect to the actions that triggered the initial
adjustment of profits.

333. As noted in the Commentary, some countries consider that denying the corresponding
adjustment in addition to imposing penalties may be too harsh, although cases when the
provision will apply are likely to be exceptional.!*® Treaty practice shows that this paragraph
is not widely adopted; it also shows that a few countries include a variation of this provision
that excludes the application of paragraph 2 in cases of fraud, willful default or negligence
regardless of whether penalties are imposed as a result of legal proceedings.

5. Article 10 — Dividends

334. Article 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). Taxation in the source state, however,
is limited if the beneficial owner of the dividends is a resident of the other state.

335. The Article is similar to Article 10 of the OECD Model except that while the OECD
Model suggests specific limits for the taxation at source of dividends, the UN Model leaves
these limits to be determined through bilateral negotiations.

Paragraph 1

336. Paragraph 1 provides that dividends paid from the source state to a resident of the other
state may be taxed in that other state, that is to say, in the country of residence of the
shareholder. There are no limits imposed under the treaty on the residence state’s taxing rights
(although the residence state is required to relieve double taxation where the source state is also
permitted under the treaty to tax the income).

Paragraph 2

337. Paragraph 2 provides that the source state may also tax the dividends, but the tax payable
to the source state is limited if the dividends are beneficially owned by a resident of the other
Contracting State.

338.
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shareholder is an individual). In both cases, the limit is calculated as a percentage of the gross
amount of the dividends. This reflects the fact that most countries tax dividends paid to non-
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343, Other issues that may arise in the application of the lower limit applicable to direct
investment dividends are addressed in the Commentary on Article 10 of the UN Model.**® In
addition, the Commentary on Acrticle 10 of the OECD Model was amended in 2017 to address
the issue of the application of that lower limit where shares are held through an entity or
arrangement (such as a partnership in many countries) that is not treated as a taxpayer under
domestic law.**°

344, A change made in 2017 to paragraph 2 (a) of both the UN and OECD models requires
that the minimum shareholding be maintained for a period of at least 365 days which includes
the day the dividend is paid. This change, which was made as a result of the report on Action
6 of the OECD/G20 BEPS project,**® was intended to prevent abusive transactions in which
the holder of shares that did not meet the required threshold for the lower limit applicable to
direct investment dividends would, shortly before the payment of dividends, temporarily
transfer his shares to a shareholder that met the threshold. The 365-day minimum holding
period does not need to be met before the dividend is paid; it can also be met after that payment.
Changes of ownership that result from corporate reorganizations should be disregarded for the
purposes of the computation of that minimum holding period.

345. Some countries seek an exemption from source-country taxation in respect of certain
categories of dividends, in particular where the dividend recipient is exempt from tax on such
income in the recipient’s country of residence. The Commentary discusses the cases of
dividends paid to pension funds and to a state or state-owned entities (including sovereign
wealth funds).!** On the one hand, a withholding tax imposed by the source state on dividends
received by such entities may have the effect of making it more advantageous for these entities
to invest in other countries that grant them an exemption similar to the one to which they are
entitled in the state in which they are established. On the other hand, the source state may be
concerned that granting an exemption to such entities will give then an unfair advantage over
other taxpayers deriving similar income and it may also be concerned that if no equivalent
exempt entities of a similar size exists under its own law, the exemption would primarily
benefit entities of the other state. The application of paragraph 2 in these circumstances could
be discussed during the negotiations.

Z521 A few (mainly developed) countries may wish to include special rules to deal with the
particular case of dividends paid by companies that qualify as real estate investment trusts. The

138 Paragraph 12 of the Commentary on Article 10 of the UN Model, quoting the Commentary on Article
10 of the 2010 OECD Model.

139 Paragraph 11 and 11.1 of the Commentary on Article 10 of the 2017 OECD Model.
140 Note 2030.

141 Paragraph 13 of the Commentary on Article 10 of the UN Model, quoting paragraphs 13.1 and 13.2 of
the Commentary on Article 10 of the OECD Model. The addition of the definition of “recognized
pension fund” in the 2017 OECD Model would be relevant to the drafting of an exemption for
dividends paid to pension funds.
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issues that these raise and possible solutions are discussed in the Commentary on Acrticle 10 of
the OECD Model.1#2

347, Dividends to which Article 10 applies are mostly paid by companies resident of
developing countries since there is substantially more investment in equity capital from
developed to developing countries than in the opposite direction. Accordingly, the immediate
impact of revenue reductions as a consequence of treaty limits on source taxation 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 limits they can accept in their
treaties bearing in mind that high rates of withholding taxes may deter investment.43

348. All developing countries should aim to have a reasonably consistent treaty practice with
respect to limits of source taxation applicable to dividends. If, for example, a developing
country agrees to a limit in one of its treaties that is significantly lower than the limits found in
its other treaties, the negotiators from other countries will typically insist in getting an
equivalent lower limit in order to avoid the competitive disadvantage that the higher source
taxation of dividends would create for their resident investors. Negotiators of developed
countries that are concerned that a developing country may agree, in future treaties, to a lower
limit of source taxation of dividends will often seek the inclusion in the treaty of a most favored
nation (MFN) provision that will require the developing country, in the event that it agrees on
a lower rate with a third country, to provide similar treatment to its existing treaty partner. The
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which render it, in relation to these dividends, a mere fiduciary or administrator acting on
account of the other parties.
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extending the definition of “interest” in paragraph 3 of Article 11 by adding wording such as:
“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.”

Paragraph 4

356. Under paragraph 4, the rules of paragraphs 1 and 2 for the allocation of taxing rights over
dividends do not apply where the dividends form part of the profits of a permanent
establishment or fixed base situated in the country of which the paying company is a resident
(the source state). In that case, the source state is not required to limit its tax on those dividends
and may instead tax the income as business profits attributable to the permanent establishment
or fixed base in accordance with the provisions of Article 7 (Business profits) or Article 14
(Independent personal services), as the case may be. The references to a fixed base and to
Avrticle 14 should be deleted from treaties that do not include Article 14.

357. Paragraph 4 requires that the holding in respect of which the dividends are paid be
“effectively connected” with the permanent establishment or fixed base. 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 a company which is engaged in business operations in the
source state through a branch and whose branch manager would invest temporary excesses of
the cash flow needed for the operation of the branch in shares of publicly-listed companies of
the source state. In that case, the shares would be effectively connected to the permanent
establishment as they represent a business asset of the branch rather than the head office. As a
result, the dividends are taxable in the source state under Article 7 rather than under Article 10.

Paragraph 5

358. In accordance with paragraph 5, a country may generally tax only its own residents, or
permanent establishments or fixed bases situated in its jurisdiction, on dividends paid by a
company that is a resident of a treaty partner. It may not tax other dividends paid by that non-
resident company nor impose an undistributed profits tax on any such profits of the non-
resident company. The reference to a fixed base should be deleted from treaties that do not
include Article 14 (Independent personal services).

350 The paragraph is intended to prevent the type of extraterritorial taxation that would occur
if a country taxed dividends paid by a foreign company on the basis that the dividends are paid
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360. The Commentary on paragraph 5 explains that it does not have the effect of preventing
that application of rules on the taxation of controlled foreign companies,®? a result that, since
2017, is confirmed by paragraph 3 of Article 1 of the UN and OECD models.

Branch profit taxes

361. Under their domestic law, some countries impose an additional tax on the profits
attributable to the local permanent establishment of a non-resident. This tax is intended to
provide broadly equivalent treatment of profits earned though a permanent establishment and
through a subsidiary. Since the distribution of the profits of a subsidiary in the form of
dividends would attract the payment of a withholding tax, the branch tax is intended to pay a
similar role in the case of a permanent establishment. The additional tax may take different
forms, including the imposition of a higher rate of tax on the profits of a permanent
establishment, a tax on the after-tax profits of the permanent establishment at the same rate as
the withholding tax on dividends or a tax on remittances of permanent establishments to their
head offices.

362. Neither the UN Model nor the OECD Model deals expressly with the application of such
branch profits taxes. Countries that levy such taxes, however, typically wish to provide in their
treaties that the treaty provisions will not prevent the application of these taxes. This issue is
discussed in paragraphs 18 to 24 of the Commentary on Article 10 of the UN Model. Paragraph
21 of the Commentary proposes an additional provision that could be added to Article 10 in
order to deal with this issue. Although the proposed provision refers to the additional taxation
of the profits of the permanent establishment rather than to any distribution or remittance of
these profits, it is commonly found in Article 10 since its purpose is to provide broad
equivalence with taxation of dividends

363. If that proposed provision is included in a treaty, the additional tax should be limited to
the same percentage as that applicable to direct investment dividends in order to ensure
maximum consistency between taxation of profits of subsidiaries and branches, 153With taxation of dividends
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6. Article 11 — Interest

3%% Article 11 allocates taxing rights over interest arising in one Contracting State (source
state) and derived by a resident of the other Contracting State (residence state). To prevent
excessive taxation and to achieve a sharing of revenue from such income between the two
countries, source taxation is limited to a percentage of the gross amount of the interest.

366. It should be noted that Article 11 of the UN Model does not deal with interest arising in
the residence state or in a third state.!®® Such income is dealt with under Article 21 (Other
income).

Paragraph 1

367. Paragraph 1 provides that interest to which the Article applies is interest which arises in
the source state and that interest may be taxed in the residence state. There are no limits
imposed under the treaty on the taxing rights of the residence state (although the residence state
is required to relieve double taxation where the applie(a)4( )-109(r).92 reW* nB( )40(the )()] TJ] TJPtate S(
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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.

370, If, for example, a developing country agrees to a limit in one of its treaties that is
significantly lower than the limits found in its other treaties, the negotiators from other
countries will typically insist in getting an equivalent lower limit in order to avoid the
competitive disadvantage that the higher source taxation of interest would create for their
resident creditors. Negotiators of developed countries that are concerned that a developing
country may agree, in future treaties, to a lower limit of source taxation of interest will often
seek the inclusion in the treaty of a most favored nation (MFN) provision that will require the
developing country, in the event that it agrees on a lower rate with a third country, to provide
similar treatment to its existing treaty partner. The pros and cons of such provisions are
discussed in paragraphs 119 to 121 above.

371. While negotiators should seek to maintain a consistent general limit on the source
taxation of interest, they may have greater flexibility with respect to certain categories of
interest. Consideration should be given to whether a lower limit, or even an exemption, could
be accepted in certain circumstances. Such a lower limit or exemption could apply to specified
categories of interest, such as those discussed in paragraphs 12 to 17 of the Commentary on
Article 11 of the UN Model.
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Example

Z Bank, a resident of state Z, lends an amount of 10,000 to X Ltd., a company
resident in state X, at an interest rate of 8 per cent. Z Bank’s cost of funds is
7 per cent, being the cost of borrowing plus a small amount of administrative
costs.

state X imposes withholding tax at the rate of 10 per cent of the gross amount
of the interest (800 x 10 per cent). state Z taxes the net interest (800 —

90



376. 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 limit
provided by paragraph 2 of the treaty between state A and state B applies since the beneficial
owner is a resident of state B. Where the immediate recipient of the interest (acting as agent or
nominee) is a resident of a third state, the Commentary of the UN Model states that the limit
provided in the treaty between the source state and the treaty partner remains available if the
beneficial owner of the interest is a resident of the treaty partner.°

377. The explanations of the concept of “beneficial owner” provided above!®® with respect to

the use of these words in the context of Article 10 are equally applicable in the context of
Article 11.

378. The treaty does not prescribe how the limit provided for in paragraph 2 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. Each country is free to apply the
procedures applicable under its domestic law, for example, taxation by withholding or by
assessment.’®2 Most countries collect tax on interest paid to non-residents through the
imposition of a withholding tax which is deducted by the payer of the interest and remitted by
that payer to the tax authority of the source state. Since withholding tax is generally imposed
on the gross amount of the interest, the introduction of a limit expressed as a percentage of the
gross amount of the interest does not present particular difficulties. 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 refund the portion that exceeds the treaty rate.%® Most countries, before granting
treaty benefits, require non-resident recipients to produce a certificate of residence from the tax
administration or competent authority of their country of residence.

Paragraph 3

332 Paragraph 3 specifies the meaning of the term “interest” for purposes of the treaty. The
definition covers income from debt claims of every kind, including government securities,
bonds and debentures.'®* The definition found in the UN and OECD models is exhaustive, so
countries that, under their domestic law, tax as interest items of income not listed in the
definition law — for example, amounts payable on certain non-traditional financial
arrangements — may wish to define “interest” for treaty purposes by reference to its meaning
under domestic law. This may be achieved, for example, by including in the definition a

160 Paragraph 18 of the Commentary on Article 11 of the UN Model, quoting paragraph 11 of the
Commentary on Article 11 of the 2010 OECD Model. The wording of paragraph 2 of Article 11 of the
OECD Model was modified in 2014 to provide expressly for that result: that paragraph indicates that
the limit applies to any interest arising in one state and beneficially owned by a resident of the other
state.

161 Paragraphs 349 to 351.

162 Paragraph 18 of the Commentary on Article 11 of the UN Model, quoting, in particular, paragraph 12
of the Commentary on Article 11 of the OECD Model. 12
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reference to any other amount assimilated to (or subjected to the same tax treatment as) income
from money lent under the domestic law of the country in which the income arises.*%® Countries
may also wish to include in the definition income from certain Islamic financial instruments
where the substance, but not the form, of the arrangement is effectively that of a loan.1%

380. Although the UN and OECD models exclude penalty charges for late payment from the
definition of “interest”, some countries prefer to include them, particularly when the charge
takes the form of a higher interest rate payable on the remainder of the loan. Negotiators should
be prepared to discuss the forms of penalty charges for late payment imposed in their country,
and have a view on the extent, if any, to which they should be included within the scope of
Article 11.

381. In some countries, excessive interest payments between related enterprises may be
treated under domestic law as dividend distributions. Where this is the case, it is desirable to
ensure that the provisions of Article 10 (Dividends), G[ exces4(nc)43(e)4(re)7q0.00000AMCID 6rnes4(nc)4/
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is effectively connected with other business activities carried on in the source state that are of
the same or similar kind as the activities of the permanent establishment and which are covered
by paragraph 1 (c) of Article 7. If the treaty does not include paragraph 1 (c) in Article 7,
negotiators should delete this reference in paragraph 4 of Article 11.

384, Paragraph 4 requires that the debt claim in respect of which the interest is paid be
“effectively connected” with, as the case may be, the permanent establishment, the fixed base
or the business activities referred to in paragraph 1 (c) of Article 7. Broadly speaking, the
paragraph only applies where the loan or other debt claim is related to the activities of a local
permanent establishment or fixed base or, in those treaties where paragraph 4 also applies to
business activities referred to in paragraph 1 (c) of Article 7 (1), to these business activities.
The following example illustrates the application of paragraph 4.

Example

Bank A, a resident of state A, has a permanent establishment (branch) in
state B. That branch makes loans to customers in state B and state C; these
loans are funded and managed by the branch.
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or fixed base!®® is located. This approach will generally ensure that, if interest derived by a

resident of one state is a deductible expense of the payer in the other state, the interest is sourced
in that other state and that state is allowed to tax it under Article 11.%6°

386. 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 used
by one or more permanent establishments. The guidance on these issues found in the
Commentaries should be followed in these cases.!”

387. Finally, if the treaty provides for taxation only in the residence state for all categories of
interest, it is not necessary to include paragraph 5 since the source of the interest will not be
relevant where all taxing rights are allocated exclusively to the residence state. Paragraph 5,
however, will remain relevant, and should not be deleted, if only some categories of interest
are exempted from source taxation.

Paragraph 6

388. Paragraph 6 deals with a particular form of tax avoidance where a non-resident seeks to
reduce source state taxes by inflating deductible interest payments from related parties. Where
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in the report on Action 4 of the OECD/G20 BEPS project,}’? however, issues related to
excessive payments of interest may be more appropriately dealt with through domestic rules
that would restrict the amount that may be deducted as interest.

7. Article 12 — Royalties

391. Article 12 allocates taxing rights over royalties derived by a resident of one state from
the other state.

There is a fundamental difference between the UN and OECD versions of Article 12:
while the UN Model allows source taxation of royalties, the OECD Model provides for their
exclusive taxation in the residence state. Treaties of developing countries almost invariably
provide for source taxation, and a significant number of the member countries of the OECD
also seek source taxing rights on royalties.’”® To prevent excessive taxation and to achieve a
sharing of revenue from such income between the two countries, however, the UN Model limits
source taxation to a percentage of the gross amount of the royalties.

393. Atrticle 12 of both the UN and OECD models does not deal with royalties arising in the
residence state or in a third state. Such income is dealt with under Article 21 (Other income).

Paragraph 1

394, Paragraph 1 of the UN Model provides that royalties arising in one state and paid to a
resident of the other state may be taxed in the residence state. By contrast, paragraph 1 of
Article 12 of the OECD Model provides that the residence state shall have an exclusive right
to tax royalties arising in one state and “beneficially owned” by a resident of the other state.}’

395. There are no limits imposed under the treaty on the taxing rights of the residence state
(although the residence state is required to relieve double taxation where the source state is also
permitted under the treaty to tax the income).

Paragraph 2

396. Paragraph 2 of the UN Model provides that the source state may also tax royalties arising
in one state and paid to a resident of the other state but that tax is limited if the royalties are
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B who receives them 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.

402. On the other hand, if the resident of state B receives the royalties as agent for another
resident of state B and the latter person is the beneficial owner of the royalties, then the limit
provided by paragraph 2 of the treaty between state A and state B applies since the beneficial
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While the inclusion of payments for equipment rentals, including container leasing, are
quite widely accepted in treaties with developing countries (and even in treaties between OECD
member countries),'® some countries feel strongly that only a very low rate of withholding
should apply. Leasing income will have costs associated with it, and even a low withholding
tax rate imposed on the gross amount of the income may well result in excessive taxation which
would discourage cross-border equipment leasing or may be passed on to resident lessees. A
few treaties provide for a limit of about half of the general rate for royalties.

407. The Commentary was modified in 2017 to address various interpretation issues related
to the phrase
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ties, or between individuals and companies, such as the relationship between a company and
its majority shareholder.

415. Depending on the circumstances, tax avoidance arrangements involving the payments of
excessive royalties might also be dealt with through the general anti-abuse rule of paragraph 9
of Article 29 (Entitlement to benefits). Issues related to excessive payments of royalties would,
however, more typically be addressed through domestic transfer pricing rules.8’

8. Article 12A — Fees for technical services

Article 12A on fees for technical services was added to the UN Model in 2017. Under
this new Article, which is based on Article 12 (Royalties) and has no equivalent in the OECD
Model, a state is entitled to tax fees for technical services arising in that state and paid to a
resident of the other state. If the recipient of such fees is the beneficial owner of the fees, the
tax is subject to a limit, expressed as a percentage of the gross amount of the fees, to be agreed
to through bilateral negotiations.

417. For a country to be able to tax fees for technical services under Article 12A, it is not
necessary for the technical services to be performed in that country or for the non-resident
service provider to have a permanent establishment or fixed base in that country. Article 12A
therefore constitutes a significant change to the treaty rules concerning the taxation of services.

418. While it corresponds to a rule that is found in the domestic law of many developing
countries, some developed countries oppose its inclusion in treaties for various reasons,
including the fact that it results in a different tax treatment, on the one hand, of services
performed abroad and acquired by resident taxpayers and, on the other hand, of goods
manufactured abroad and acquired by resident taxpayers. The inclusion of Article 12A in a
treaty between a developing and a developed country may therefore be a very controversial
issue during the negotiation of that treaty. The Commentary provides the pros and cons of the
inclusion of Article 12A in a treaty and discusses different arguments that may be raised during
such negotiation. 8

419. The Commentary also refers to an alternative version of the article that is found in a
number of bilateral tax treaties between developing and developed countries. Under that
alternative version, the scope of the article is limited to “fees for included services”, which
correspond essentially to fees for technical services that are closely connected to the transfer
of property that produces royalties subject to Article 12.1% The Commentary indicates,
however, that when Article 12A was added to the UN Model, a majority of the members of the

187
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424. The UN Model does not specify the limit on the source tax applicable on fees for
technical services, leaving this for negotiation between treaty partners. The negotiators should
take account of the factors listed in the Commentary'® in determining this limit.

425, Paragraph 2 applies “notwithstanding Article 14.” Thus, although payments for technical
services to a service provider who is a resident of one state are not taxable under Article 14 if
the service provider does not have a fixed base in the source country or is not present in the
source country for 183 days or more, such payments are subject to tax under the new article. A
similar result applies with respect to Article 7.1% Therefore, even if a non-resident service
provider does not have a permanent establishment in the source country, any fees for technical
services paid to the service provider by a resident of the source country or by a non-resident
carrying on business through a permanent establishment in the source country are subject to
tax by the source country under paragraph 2.1%

426. Paragraph 2 is, however, subject to Articles 8, 16 and 17. Therefore, if any of those
provisions applies to payments for technical services, it would take priority over the provisions
of paragraph 2. However, any fees for technical services outside the scope of those provisions
(for example, fees for entertainment activities performed outside the source country) would
potentially be taxable under paragraph 2.1%

427. The limit on source taxation of fees for technical services provided in paragraph 2 applies
only where the beneficial owner of the fees is a resident of the treaty partner. If that is not the
case, the source country is not obliged to reduce its tax and may apply the tax rates provided
under its domestic law. Thus, for example, if fees for technical services arising in state A are
paid to a resident of state B who receives them 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.

428. Onthe other hand, if the resident of state B receives the fees as agent for another resident
of state B and the latter person is the beneficial owner of the fees, then the limit provided by
paragraph 2 of the treaty between state A and state B applies since the beneficial owner is a
resident of state B. Where the immediate recipient of the fees (acting as agent or nominee) is a
resident of a third state, the Commentary of the UN Model states that the restriction on source
taxation provided in the treaty between the source state and the treaty partner remains available
if the beneficial owner of the fees is a resident of the treaty partner.t®’

193 Paragraph 45 of the Commentary on Article 12A of the UN Model.

194 This priority results from the provisions of paragraph 6 of Article 7.

195 Paragraphs 47 and 48 of the Commentary on Article 12A of the UN Model.
196 Paragraphs 49 to 51 of the Commentary on Article 12A of the UN Model.
197 Paragraphs 59 of the Commentary on Article 12A of the UN Model.
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429. The Commentary®® provides detailed explanations of the concept of “beneficial owner”
in the context of Article 12A which mirror the explanations of that concept found in the OECD
Commentaries on Articles 10, 11 and 12 since 2014.1%

430. Paragraph 2 does not prescribe how the limit is to be applied. As with source tax limits
imposed under Articles 10, 11 and 12, each country is free to apply the procedures applicable
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434. The exclusion of payments to employees means that employment income is covered
exclusively by Article 15 of the United Nations Model Convention. Thus, payments to a non-
resident employee by an employer for employment services performed outside the country in
which the employer is resident or carrying on business through a permanent establishment or
fixed base are not taxable by that country even if the services are of a managerial, technical or
consultancy nature.?’

435. The exclusion of payments for teaching in or by an educational institution covers
payments that an educational institution of one state would make for teaching services provided
by an individual or an enterprise resident of the other state if these services would otherwise
be considered to be fees for technical services. It also covers payments that an educational
institution of one state receives from an enterprise resident of the other state, for example for
teaching services provided by that institution to some of the enterprise’s employees. As the
Commentary recognizes,?®® this exclusion for teaching services is somewhat controversial and
may be open to abuses; countries may therefore omit it or limit its application to teaching
services that are provided as part of a degree program offered by an educational institution.

436. The exclusion of payments for technical services for the personal use of an individual
reflects common sense. Otherwise, certain payments for personal services might be
inappropriately subject to withholding tax. For example, an individual resident in one country
might pay a non-resident medical specialist for medical treatment. In the absence of the
exclusion, the payments would be fees for technical services subject to tax by the country in
which the individual is resident. Although it is unlikely that countries would impose
withholding tax on such payments under their domestic law, the new article prevents the
imposition of such a tax.2%

437. The Commentary also addresses different issues raised by the definition of “fees for
technical services” such as the extent to which the definition applies to reimbursements of
expenses,?*® the exact scope of the concept of “services”?! and the distinction between
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is borne by a permanent establishment or fixed base of that recipient, the fees should be
considered as effectively connected to that permanent establishment or fixed base.

Paragraph 5

442, Paragraph 5 provides the source rule for determining, for treaty purposes, whether fees
for technical services arise in a state and may therefore be taxed by that state under Article

106









management of the enterprise (rather than the state of residence), paragraph 3 must be amended
to follow the same approach.?

459. The term “international traffic” is defined in paragraph 1 d) of Article 3 (1).2%°

Paragraph 4

460.
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Paragraph 5

Paragraph 5 of the UN Model, which has no equivalent in the OECD Model, allows a
state to tax gains on the alienation of shares in a company, or comparable interests such as
interests in a partnership or trust, where the company or relevant entity is a resident of that state
in which the alienator holds directly or indirectly (or has held at any time during the preceding
365 days) a substantial participation. The minimum participation is not specified in paragraph
5 but it is often 25 per cent. The 365-day rule is an anti-avoidance provision designed to ensure
that a taxpayer cannot escape source taxation by selling off multiple small parcels of shares
that together form a substantial holding.

466. Treaty practice varies with respect to this provision. Some treaties do not include a
minimum participation, although it should be recognized that there are significant
administrative and compliance difficulties in enforcing taxation in respect of gains from small
shareholdings. Some countries specifically exclude gains from the alienation of quoted
shac.52008.884
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475. Income from personal services may be covered by the provisions of both Articles 12A
(Fees for technical services) and 14. Since paragraph 2 of Article 12A indicates that the article
applies “notwithstanding the provisions of Article 14”, source taxation is allowed by Article
12A even if paragraph 1 of Article 14 would otherwise prevent taxation by a country because
the income is not attributable to a fixed base situated in that country and is not derived from
activities performed in that country by a person whose stay in that country has exceeded the
period of 183 days referred to in paragraph 1 (b) of Article 14 (see below). Where, however,
income from personal services to which article 12A would otherwise apply is attributable to a
fixed base situated in the state in which the payment arises, paragraph 4 of Article 12A
expressly provides that such income will be covered by Article 14 rather than Article 12A.
Thus, for example, if a resident of state S pays a fee for independent personal services to an
individual resident of state R and the payment falls within the definition of “fee for technical
service” in paragraph 3 of Article 12A, Article 12A shall govern the taxation of the fee unless
the fee is attributable to a fixed base in state S that is regularly available to the individual.

Paragraph 1

476. Paragraph 1 limits source taxation of income derived by a resident of a treaty partner
country from independent personal services to two situations, namely: where the income is
attributable to a fixed base that is regularly available to the person in the source country, or
where the person is present in the source country for at least 183 days in any 12-month period
and the income is attributable to activities performed in the source country.

472 The “fixed base” criterion (paragraph 1 (a) of Article 14) mirrors the former Article 14
criterion of the OECD Model and is widely accepted in treaties with developing countries, even
since the deletion of Article 14 in that Model.?3” Most countries consider the concept of “fixed
base” to be essentially the same as the “fixed place of business” concept in the permanent
establishment definition, so this criterion effectively provides the same threshold for source
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480. It should be noted that even where the agreed period of presence has been exceeded, only
income attributable to relevant activities performed in the country may be taxed in that country
under Article 14.

481. Most, but not all, countries tax the income covered by Article 14 on a net basis (that is to
say, deductions are allowed for expenses). This should be discussed during negotiations and,
if necessary, clarified in the treaty or through the mutual agreement procedure.

Paragraph 2

482. Paragraph 2 provides a non-exhaustive definition of “professional services”. It clarifies
that services such as independent scientific, literary, artistic, educational and teaching activities
are covered, as well as traditional professions such as doctors and lawyers. Income of an
entertainer that is dealt with by Article 17 (Artistes and sportspersons) is, however, not covered
by Article 14,24

11.  Article 15 — Dependent personal services

483. Article 15 deals with income from employment (also known as dependent personal
services). Generally, such income may be taxed in the country in which the employment is
exercised. The income will, however, be exempt from taxation in that country where all the
conditions specified in paragraph 2 are met.

484. The Article is identical in all material respects (other than the title and references to “fixed
base”) to Article 15 (Income from employment) in the OECD Model.

485. The position of teachers and professors requires special mention. The majority of
countries apply the provisions of Article 15 to remuneration of teachers and professors. A
significant minority of countries, however, prefer to include a special provision granting
exemption from source taxation for a limited period to this category of employment. This is
discussed further in a subheading under Article 20.

Paragraph 1

486. Paragraph 1 sets out the general rule that income from employment may be taxed in the
country where the employment is exercised, that is to say, where the services are performed by
the employee.

487. The term “salaries, wages and other similar remuneration” is generally understood to
include payments in kind (sometimes called “fringe benefits”) in respect of employment, such
as use of cars, health insurance, stock options, and so forth. If necessary, in order to avoid
doubt, the treaty can specify that the term includes particular types of benefits; or this can be
clarified by mutual agreement.

240 The provisions of Article 17 include ordering rules which give priority to Article 17.
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Paragraph 2

488. Paragraph 2 provides an exception to the general rule for certain short-term employment
activities performed in a state. An exemption from source taxation is provided where the
following three conditions are met:

The person is present in the source country for not more than 183 days in aggregate in
any 12-month period beginning or ending in the relevant fiscal year;

The employer is not a resident of the source country, and

The remuneration is not borne by a permanent establishment or fixed base of the
employer in the source country.

489. All three conditions must be met. Source taxation may be imposed on employment
income derived during a short-term visit if, for example, the employer is a resident of the source
country. Similarly, if the employer is a non-resident, but the employment is exercised for the
benefit of its permanent establishment or fixed base (which will generally result in a deduction
being allowed in the source country in respect of the remuneration), the exception to the general
rule in paragraph 1 does not apply.

490. A number of practical difficulties may arise in the application of this exception.
Negotiators and tax administrators are strongly advised to read the guidance on these issues
found in the Commentary.?4

Paragraph 3

491. Paragraph 3 governs the taxation of the remuneration of individuals employed on ships
and aircraft that are operated in international traffic.

492. Before 2017, both the UN and OECD models allowed taxation of that income, as well as
income from employment aboard a boat engaged in inland waterways transport, by the state
where the place of effective management of the transportation enterprise was situated. The
wording of that rule, however, did not seem to restrict taxation by the state of residence of the
employee and by the state where the services where provided, which meant that the effect of
the rule was unclear.

493. The 2017 version of both models includes a new rule that assigns the exclusive taxing
right on such remuneration to the state of residence of the individual employee. This change,
in conjunction with the changes to the definition of the term “international traffic” discussed
above, establish a rule that is clearer, easier to
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traffic, enters the territory of state S, paragraph 3 would assign the exclusive taxing right of the
individual’s remuneration to state R.

404. The Commentary explains how this new rule applies and offers various alternatives that
countries may wish to consider if they do not agree with the policy underlying the new rule.

12.  Article 16 — Directors’ fees and remuneration of top-level managerial officials

495. Article 16 allocates non-exclusive taxing rights over directors’ fees and wages of officials
in a top-level managerial position of companies to the country of residence of that company.

496. The country of which the director or official in a top-level managerial position
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method by which entertainers’ and sportspersons’ income is taxed should be discussed during
negotiations.

512. Article 17 as drafted applies regardless of the amount of the remuneration. Some
countries, however, consider that the unlimited source taxation allowed under Article 17 is
appropriate primarily for individuals that are highly remunerated for a performance that
requires only a short period of physical presence in a country (which, absent Article 17, would
likely not trigger any source taxation according to the other provisions of the treaty). Those
countries consider that Article 17 should not apply to entertainers and sportspersons who derive
only small amounts of remuneration from a country during a year and that these persons should
be subject to the same rules as other service providers. Countries that share that view may
include the alternative provision found in paragraph 10.1 of the Commentary on Article 17 of
the OECD Model.*!

513. The practical application of Article 17 often gives rise to difficulties. A number of these
difficulties are addressed in the Commentary.?>2

Paragraph 2

% Paragraph 2 deals with the situation where the income from the activities of an entertainer
or sportsperson does not accrue directly to the entertainer or sportsperson but rather to another
person. That other person may be, for example, a management company, a team constituted as
a legal entity or a company owned and controlled by the entertainer (known as a “star
company”).

515. In these circumstances, if the state in which the activities are performed cannot “look
through” the person receiving the income and attribute that income to the entertainer or
sportsperson, it may not be able, absent paragraph 2, to tax the income derived from that state
in respect of the entertainer’s performance. For example, if a contract for the performance of
an entertainer in a country is concluded with a foreign company wholly-owned by that
entertainer and that company receives a huge fee for the performance but only pays a small
salary to the entertainer, paragraph 2 will ensure that the country in which the performance
takes place is able to tax the amount paid to the company for that performance regardless of
the provisions of Article 7, which provides that the profits of a foreign enterprise may only be
taxed in a country if they are attributable to a permanent establishment situated in that
country.?3

251 Paragraphs 10.1 to 10.4 of the Commentary on the OECD Model explains various features of that
provision.

252 Paragraph 2 of the Commentary on Article 17 of the UN Model, quoting paragraphs 3-9 of the
Commentary on Article 17 of the 2010 OECD Model. Additional guidance was included in 2014 in the
Commentary on the OECD Model (see paragraphs 8.1 to 9.5 of the Commentary on Article 17 of the
OECD Model.

253 Paragraph 2 of the Commentary on Article 17 of the UN Model, quoting paragraphs 11 to 11.2 of the
Commentary on Article 17 of the OECD Model. Additional guidance on the application of paragraph 2
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14.  Article 18 — Pensions and social security payments

516.
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pensions are regarded as deferred compensation for income from employment exercised in that
country, or where tax incentives have previously been provided in that country in respect of
retirement savings.?®® The UN Model therefore offers Article 18 (alternative B), pursuant to
which pensions paid in respect of past employment may be taxed in both the residence state of
the recipient (paragraph 1) and the treaty partner country if paid by a resident of, or permanent
establishment in, that country (paragraph 2).

522. Taking into account differences in the tax treatment of retirement savings and pension
payments under the domestic laws of various countries, the Commentary offers a number of
variations of these two basic approaches. If pensions are not taxable in the recipient’s country
of residence, negotiators should discuss whether to include a provision intended to avoid non-
taxation in these circumstances.?’ Conversely, some countries may wish to ensure that the tax-
exempt status of certain pensions paid from sources in their jurisdiction is preserved where the
recipient is a resident of a treaty partner.?®

523. Another option discussed in the Commentary is to provide for source taxation where tax
relief has been granted in a country in respect of contributions to a pension scheme.??°
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531. The Commentary notes that “allowing recognition of cross-border pension contributions
and facilitating cross-border transfer of pension rights from a pension scheme to another will
also stimulate the movement of personnel to foreign countries”.?®

15. Article 19 — Government service

532. Article 19, which is identical in the UN and OECD models, generally reserves the sole
right to tax remuneration from, and pensions paid in respect of, government services to the
paying state, unless the recipient is an individual who is both a resident of, and a national of,
the other state.

533. The Article applies only to state employees and persons receiving a pension in respect of
past employment by a state. It does not apply to persons rendering independent services.?®°

534. The provisions of this Article provide exceptions to the usual rules of Article 15
(Dependent personal services) and Article 18 (Pensions and social security payments). Both
Articles 15 and 18 therefore give priority to Article 19.

Paragraph 1

535. Paragraph 1 (a) sets out the general rule that salary, wages and other similar remuneration
paid in respect of services rendered in the course of employment by a Government of a treaty
partner country will be taxable only in that country.

The Commentary notes that “the principle of giving the exclusive taxing right to the
paying State is contained in so many of the existing conventions between OECD member
countries that it can be said to be already internationally accepted”.?° It is also consistent with
the provisions the Vienna Convention on Diplomatic Relations?’* and the Vienna Convention
on Consular Relations.?"?

527 An exception to this general rule is provided by paragraph 1 (b) where the services are
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538. Some countries prefer to restrict the scope of paragraph 1 to services rendered “in the
discharge of functions of a governmental nature”, an expression that was found in the 1963
version of the OECD Model.?”® Negotiators who wish to do so should ensure that the two teams
reach a common understanding of the phrase “functions of a governmental nature” as the
concept can differ from country to country.

Paragraph 2

539, Paragraph 2 deals with pensions paid out of state funds to a person in respect of past
employment by that state. It applies both to pensions paid directly by the state and to pensions
paid out of a separate fund created by a government body.2"*

540. Paragraph 2 (a) provides the general rule that such pensions may be taxed only in the
paying state. Paragraph 2 (b), however, makes an exception in the case of a recipient who is a
resident and national of the other state. In these circumstances, the pension will be taxable only
in that other state.

541. Difficulties in the application of paragraph 2 can arise where the same pension is paid
partly in consideration of private services and partly for government services, for example,
where pension rights have been transferred from a private scheme to a public scheme.
Apportionment of the pension would be one way to address these difficulties and the
Commentary offers an alternative provision that would ensure that only the part of the pension
paid in respect of government service would fall within the scope of paragraph 2 (a) of
paragraph 2.2"

542. A further alternative favored by a few countries is to extend the operation of Article 18
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should apply only to certain business activities conducted by public bodies, such as public
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550. In the absence of a special provision, the remuneration would fall within Article 14 or
Article 15. Under these Avrticles, teachers and professors who visit a country for an extended
period on a teaching assignment are likely to be taxable in that country on the income derived
from their teaching activities; they may also become taxable as residents of that country.
Countries that wish to encourage teachers to undertake teaching assignments in their country
(for example, as part of a development program) may want to include in a tax treaty a specific
provision under which the remuneration of foreign teachers is exempt from source taxation.

551. Typically, such a provision would exempt from tax in the host country the remuneration
of visiting teachers, professors and, sometimes, researchers derived from their teaching or
research activities in that country.?®® These provisions are, however, often difficult to apply
and administer, so negotiators should be careful in drafting the article to ensure that the scope
and application of the exemption is clear.

552. The Commentary on Acrticle 20 (Students) of the UN Model includes a discussion of the
factors that should be taken into account when considering a provision dealing with
remuneration of teachers and professors, including:

The possibility of creating double exemption (for instance, if the teacher ceases to be a
resident for tax purposes in the other country or qualifies for some form of exemption
in the other country).

The inclusion of a time limit (normally two years) and the application of that limit.

The possibility of limiting the exemption to teaching services performed at
“recognized” institutions or research performed in the public (versus private) interest.

Whether an individual should be entitled to benefits under the Article in respect of
more than one visit.?8!

553. It should be noted that a tax exemption for visiting educators could be achieved with
more precision through domestic law, unless the intention is to achieve a reciprocal treatment
in both treaty partners or to limit the exemption to teachers and professors of treaty partners.

17. Article 21 — Other income

554, Article 21 allocates taxing rights over all income that is not otherwise dealt with under
the other distributive rules of the treaty, namely, Articles 6 to 20 of the UN Model.

280 The
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555. The income covered by this Article may be:

A category of income that is not covered under any other article, for example, lottery
winnings or pensions that are not paid in respect of past employment;

Income from sources not mentioned in an article, for example, income of a resident of
one state derived from immovable property situated in the same state (to which Article
6 does not apply because it only deals with income derived by a resident of one state
from immovable property situated in the other state), or

Income from sources outside the two treaty partner countries, that is, income derived
by a resident of one state from sources in a third state.

Paragraph 1

556. Paragraph 1 gives exclusive taxing rights over other income to the country of residence
of the recipient. Paragraph 1 of the UN Model is identical to paragraph 1 of the OECD Model
and, like that paragraph, is subject to the exception of paragraph 2. It is, however, also subject
to the exception of paragraph 3, which is not found in the OECD Model.

Paragraph 2

557. Paragraph 2, like its equivalent in the OECD Model, makes an exception to the rule of
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564. Another alternative provision seeks to clarify when income may be said to “arise” in a
state of the purposes of paragraph 3. That source rule is similar to that in paragraph 5 of Article
11, Article 12 and Article 12A.28¢

E. Chapter 1V — Taxation of capital
1. Article 22 — Capital

565. Article 22 allocates taxing rights over capital owned by a resident of one of the treaty
partner countries.

566. The Article deals with taxes on capital as referred to in Article 2, which exclude taxes
triggered by the transfer of assets, such as estate duties, inheritance taxes, gift duties or transfer
duties.

567. As discussed in relation to Article 2 (Taxes covered), when negotiating a tax treaty,
countries must decide whether or not to cover capital taxes. If neither country imposes such
taxes, or if double taxation of capital is unlikely to arise because only one country has capital
taxes, negotiators may decide not to cover capital taxes in the treaty and, therefore, to omit
Article 22. Consequential changes would then also be required to the title of the treaty,
paragraphs 1 and 3 of Article 23 A, paragraphs 1 and 2 of Article 23 B and paragraph 4 of
Article 24 in order to remove all references to capital taxes.?®’
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purposes of Article 7, 14 or paragraph 2 of Article 21, it would be expected that such property
would form part of the business property of that permanent establishment or fixed base.

Paragraph 3
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23 A provides for relief by the exemption method, while Article 23 B provides for relief by the
credit method.

578.
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Paragraph 1

584. Paragraph 1 of Article 23 A provides the central rule that the taxpayer’s country of
residence will exempt from tax income that may be taxed in the other state in accordance with
the treaty.

£e= The exemption applies irrespective of the amount, if any, of tax imposed in the treaty
partner country. Since this can result in partial taxation where the treaty imposes limits on
source taxation or in effective non-taxation where the income is not taxed in the source country,
countries may want to restrict the operation of paragraph 1 to income that is effectively taxed
in the source country, or may extend the application of paragraph 2 (which provides for the
credit method) to additional categories of income.?*! Some countries may also wish to include
a provision that applies a “switchover” to the credit method in certain circumstances, for
example, with respect to income that benefits from a preferential regime that is introduced in
the source country after signature of the treaty.?%

586. Paragraph 1 makes it clear that the obligation for the state of residence to apply the
exemption method only applies where the income may be taxed by the other state as the state
of source or as the state of location of a permanent establishment or fixed base to which the
income is attributable. This addresses situations where the two states tax the same item of
income as states of residence because they attribute that income to different taxpayers who
have a different residence for treaty purposes. This may happen, for instance, where one state
taxes a partnership that is a resident of that state on income derived from a third state, while
the other state taxes the partners, who are its own residents, on the same income. In that case,
unless the income is attributable to a permanent establishment or fixed base in one of the two
states, each state will tax solely by reason of the residence of the person its considers to be the
relevant taxpayer and paragraph 1 clarifies that each country will not be required to provide
relief for the other state’s tax levied on that basis. This principle, which was expressly
incorporated in the wording of paragraph 1 in 2017, is explained in the Commentary where it
is illustrated with a series of examples. 2%

587. Since the amount of a taxpayer’s taxable income or capital may be relevant for non-tax
purposes, for example, for social benefits, the Commentary provides an alternative formulation
of paragraph 1. Under this alternative provision, instead of reducing the taxpayer’s income or
capital by the amount of the foreign income or capital, the taxpayer’s tax liability is reduced
by the amount of tax applicable to that foreign income or capital.?%*
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taxpayer’s income or capital by the amount of the foreign income or capital, the taxpayer’s tax
liability is reduced by the amount of tax applicable to that foreign income or capital.>® If this
alternative formulation of paragraph 1 of Article 23A is adopted in a treaty, paragraph 3 is not
necessary and may be omitted.

2. Article 23 B — Credit method

595, Under the credit method for addressing double taxation provided for in Article 23 B, the
country of residence is obliged to reduce the tax payable by its residents on income that the
other state may tax in accordance with the treaty by the amount of tax that those residents have
already paid to the other state on that income.

596. Under the credit method, when the tax rate in the country of source is lower than the
domestic rate in the country of residence, only the excess of the domestic tax over the foreign
tax is effectively payable in the country of residence. When the foreign tax is higher than the
domestic tax, the country of residence does not collect any tax. The effective overall burden on
the taxpayer is therefore the higher of the domestic tax and the foreign tax.

Paragraph 1

597.
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be imposed in the residence country.*** While the Commentary recognizes that possibility,°2

it would be very unusual for a country to agree to do so in a treaty.
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recurrent corporate taxation may still occur where corporate profits are taxed first at the level
of the subsidiary and again upon distribution at the level of the parent company.

608. Such recurrent taxation, which may occur at several levels in a chain of companies, has
been addressed by some countries through their domestic law or through treaties.

“"~ The Commentary discusses this issue®’ and identifies three possible solutions:

Exemption with progression in respect of the dividends received by a parent company
from its subsidiary in a treaty partner country

Credit for underlying taxes imposed on the subsidiary in respect of the profits out of
which the dividends are paid (in addition to credit for tax on the dividends themselves)

Assimilation to a holding in a domestic subsidiary, for example, access to imputation
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613. While some developed countries are prepared to agree to such provisions with their least
developed treaty partners, many are resistant to a tax-sparing provision, as recognized in the
OECD report entitled Tax Sparing: a Reconsideration, which recommended caution as regards
the inclusion to tax-sparing provisions in treaties.3!° In particular, the report noted that tax
sparing was vulnerable to taxpayer abuse and was not necessarily an effective tool for
promoting economic development.®!* The report did not recommend that tax-sparing should
never be granted but suggested that it should be considered only in the case of states whose
economic level was considerably below that of OECD member states. It also recommended the
use of “best practices”, such as the inclusion of the limitations described below, in order to
minimize the potential for abuse.

614 The Commentary suggests three different forms that tax-sparing provisions may take,
namely, a deduction for the tax that the source state could have imposed, a deduction for a fixed
rate of tax or an exemption of the income.3!2

615. Countries that are prepared to include tax-sparing provisions should ensure that the
incentives for which tax sparing is sought are described with sufficient precision so that the
other country knows exactly which measures are covered. This may involve a reference to
legislation that sets out which income or projects are eligible for the incentive. Increasingly,
tax-sparing provisions include certain limitations, for example:

The eligible incentives may be limited to certain types of investment or activities, for
instance, genuine investments aimed at developing the domestic infrastructure of the
developing country.

Tax sparing may apply only to active business income (not passive income such as
interest, royalties or leasing payments).

Tax sparing may not apply to financial activities such as banking and insurance.

A “sunset” clause may apply, for instance, a provision that states that tax sparing will
apply only for a limited period (such as 10 years), unless further extended by agreement
between the two countries.*®

616. The Commentary discusses other approaches that may be adopted by countries seeking
to preserve the benefit of their tax incentives, namely:
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Making the granting of the tax incentive under domestic law of the source country
conditional upon the income being exempted (or the tax forgone credited) in the
investor’s country of residence,

Providing in a treaty that income benefiting from a tax incentive will be exempt from
tax in the investor’s country of residence until repatriated, or

Allowing the residence country to tax the income but requiring it to transfer to the
source country amounts of tax that are reasonably attributable to that country’s tax
incentives. 3

617. Negotiators from countries that wish to include tax-sparing provisions in their treaties
should read paragraphs 3 to 12, as well as paragraphs 16 to 18 of the Commentary on Article
23 of the UN Model, quoting paragraphs 72 to 78.1 of the Commentary on Article 23 of the
OECD Model.

G. Chapter VI — Special provisions

618. Chapter VI of both the UN and OECD models includes so-called *“special” provisions
dealing with non-discrimination, the mutual agreement procedure, exchange of information,
assistance in the collection of taxes, fiscal privileges of members of diplomatic missions or
consular posts and entitlement to treaty benefits.

1. Article 24 — Non-discrimination

£19, Tax discrimination can be a significant barrier to cross-border investment and activities
where different tax treatment puts foreign investors at a competitive disadvantage vis-a-vis
local investors conducting similar activities. Article 24 seeks to address common forms of tax
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to locals, a domestic law treatment that does in fact provide such favorable treatment is not a
violation of the article.

622, If adomestic law treatment is found to violate the non-discrimination rules of a tax treaty,
the domestic law is not itself invalidated. The domestic law will continue to apply in cases that
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of state A. Issues relating to the meaning of “in the same circumstances” should be resolved by
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permanent establishment.3?° As the application of the branch profits tax is then specifically
authorized by the treaty, such treatment cannot be regarded as a violation of paragraph 3 of

Article 24.

Paragraph 4
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Paragraph 6

639. Inaccordance with paragraph 6, the operation of Article 24 is not limited to taxes covered
by the treaty as specified in Article 2. The non-discrimination rules in the UN and OECD
models apply to all taxes, including national- and subnational-level taxes, income tax, value
added tax (VAT), property taxes, petroleum taxes, and so forth.

640. However, in some countries, there may be constitutional or other barriers preventing the
application of the non-discrimination rules to all taxes. While it is desirable that the rules apply
as widely as possible, these countries may need to limit the application of these rules in their
treaties to taxes covered by the treaty, or to those taxes and other major taxes imposed in the
two countries.

2. Article 25 — Mutual agreement procedure

641. Article 25 provides a mechanism, the mutual agreement procedure (MAP), which allows
states, through their competent authorities, to consult together and resolve issues and
uncertainties relating to the application or interpretation of a tax treaty and even to the
elimination of double taxation in cases not covered by the treaty.

642. The G20/OECD BEPS project that began in 2013 recognized that its recommendations
to counter base erosion and profit shifting had to be complemented with work aimed at
improving the effectiveness of the mutual agreement procedure as a mechanism for resolving
treaty-related disputes. That work was done under Action 14 (Making dispute resolution
mechanisms more effective) of the BEPS Action Plan. While the final report on Action 14322
did not propose major changes to the wording of Article 25, it introduced a minimum standard
with respect to the resolution of treaty-related disputes that had the following objectives:

Ensure that treaty obligations related to the mutual agreement procedure are fully
implemented in good faith and that MAP cases are resolved in a timely manner;

Ensure the implementation of administrative processes that promote the prevention and
timely resolution of treaty-related disputes; and

Ensure that taxpayers can access the MAP when eligible.?®

643. The large number of countries that have joined the Inclusive Framework on BEPS%#
have committed to implement that minimum standard. Since parts of the minimum standard
relate to what these countries should include in Article 25 of their treaties, negotiators for these
countries (and for countries that enter into treaty negotiations with these countries) must be
aware of the relevant parts of the BEPS minimum standard on the resolution of treaty-related
disputes. The minimum standard requires that these countries include paragraphs 1, 2 and 3 of

322 OECD (2015), Making Dispute Resolution Mechanisms More Effective, Action 14 - 2015 Final Report,
OECD/G20 Base Erosion and Profit Shifting Project, OECD Publishing, Paris,
https://doi.org/10.1787/9789264241633-en.

323 Page 9 of the report.
324 Note 24.
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Article 25 of the OECD Model in their treaties, although it allows them to use alternative
mechanisms instead of strictly following the wording of the first sentence of paragraph 1 and
the second sentence of paragraph 2.2°

644. Statistics®?® prepared in accordance with the minimum standard show that the vast
majority of mutual agreement procedure cases involve two developed countries. Few mutual
agreement cases involve developing countries (other than large emerging economies such as
India and China). Despite that fact, countries that enter into tax treaties must be in a position to
meet their obligations with respect to the mutual agreement procedure, that is to say, they must
establish processes within their tax administrations to enable taxpayers, or competent
authorities from treaty partner countries, to present cases for consideration. Suitably trained
senior personnel must also be chosen to perform the role of competent authority and be
available to resolve cases and, where necessary, to consult with the competent authority of the
treaty partner country with a view to reaching a solution. If these countries have joined the
Inclusive Framework on BEPS, they must also follow the various requirements of the minimum
standard on the resolution of treaty-related disputes that address various aspects of the mutual
agreement procedure.

~ The UN Model has two versions of Article 25. The only difference between the two
alternative versions (alternative A and alternative B) is that alternative B includes an additional
paragraph (paragraph 5) that provides for the mandatory arbitration of issues that the competent
authorities are unable to resolve within three years. As explained below, that paragraph, which
is similar to paragraph 5 of Article 25 of the OECD Model, is rarely found in treaties concluded
by developing countries.

646. The term “competent authority” is defined in paragraph 1 (e) of Article 3. While countries
are free to choose who is designated for that purpose, it is important that the persons or
authorities so designated have sufficient authority to effectively negotiate with their
counterparts in the other country and to make binding decisions with respect to the cases
brought before them. The competent authority will therefore generally be defined as the
relevant minister or head of the tax administration and its authorized representatives, which
means that senior officials in the tax administration or the ministry in charge of finance will
perform the role assigned to the competent authority by the treaty.

647. The Commentary provides extensive guidance on how Article 25 should be interpreted
and applied.®*” One of the issues that it addresses is the relationship between the mutual
agreement procedure and the administrative and judicial recourses available under domestic
law. The mutual agreement procedure is separate from, and additional to, these domestic law
recourses. For instance, procedural requirement and time limitations for domestic recourses are

325 Pages 13, 22 and 26 of the report.

326 See the statistics for 2016 at http://www.oecd.org/tax/dispute/mutual-agreement-procedure-statistics-
2016-per-country-all.htm

327 See, in particular, paragraph 9 of the Commentary on Acrticle 25 of the UN Model, which quotes

various paragraphs of the Commentary on Article 25 of the 2014 and 2017 versions of the OECD
Model.
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not applicable to the mutual agreement procedure. In order to avoid conflicting decisions,
however, most countries will not allow a taxpayer to pursue both the mutual agreement and
domestic law recourses simultaneously. In most countries, a solution reached under the mutual
agreement procedure cannot override a previous court decision rendered in the same case in
accordance with domestic law remedies. Conversely, no agreement will be concluded under
the mutual agreement procedure unless the taxpayer renounces to pursue domestic law
recourses with respect to the same issues.3?

648. In addition to the guidance found in the Commentary, detailed explanations on the
practical application of the mutual agreement procedure can be found in the United Nations
Handbook on Dispute Avoidance and Resolution. [This reference may need to be modified or
deleted depending on the progress of the work on the handbook]

Paragraph 1

649. Paragraph 1 provides an avenue for taxpayers to ask the tax authorities to address
potential violations of the provisions of a tax treaty. The requirements are:

The person considers that its tax treatment in one or both states is not, or will not be,
in accordance with the treaty.3?°

The case must be presented to the competent authority of the state of residence of the
taxpayer or, in cases involving a claim of discrimination based on nationality to which
paragraph 1 of Article 24 could apply, of the state of nationality of the taxpayer.

The case must be presented within three years from the time the person is notified of
the action that allegedly will result in taxation not in accordance with the treaty (for
instance, a notice of assessment).

650. The only difference with paragraph 1 of the OECD Model relates to the second
requirement. Paragraph 1 of the OECD Model was modified in 2017 to allow a person to
present a case to the competent authority of either state. The Commentary on the OECD Model,
however, provides that states may decide to use the formulation that is found in the UN
Model.*¥* While the minimum standard introduced by the final report on BEPS Action 14
requires the countries that are members of the Inclusive Framework on BEPS to include
paragraph 1 of the OECD Model in their treaties,¥ it allows the use of the version found in
the UN Model as long as the country implements “a bilateral notification or consultation

328 Paragraph 9 of the Commentary on Article 25 of the UN Model, quoting paragraphs 42 to 45 of the
Commentary on Article 25 of the 2014 OECD Model.

329 It should be noted that the Mutual Agreement Procedure does not deal with claims that there is a
violation of domestic law except to the extent that the alleged violation would give rise to taxation that
is not in accordance with the treaty.

330 Paragraph 18 of the Commentary on Avrticle 25 of the OECD Model. Conversely, the Commentary on
the UN Model provides that the countries may agree to use the same formulation as that found in the
OECD Model: see paragraph 9 of the Commentary on Article 25 of the UN Model, quoting paragraph
19 of the Commentary on Article 25 of the 2014 OECD Model.

331 See paragraph 643 above.
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the treaty, for example, where a resident of a third state has a permanent establishment in both
Contracting States and the double taxation involves the profits of these two permanent
establishments.

639, The laws of some countries do not permit the elimination of double taxation in cases not
dealt with under the treaty. While these countries may be tempted not to include the second
sentence of paragraph 3 in their treaties, they should remember that the minimum standard on
Action 14 requires countries that are members of the Inclusive Framework on BEPS to include
both parts of paragraph 3 in their treaties.3*? They should also note, however, that the second
sentence of paragraphs 3 merely authorizes a consultation between the competent authorities
and does not require them to eliminate double taxation is cases not covered by the treaty.

Paragraph 4

660. Paragraph 4 authorizes the competent authorities to communicate with each other directly
for purposes of the mutual agreement procedure. They may consult, without the need for
diplomatic formalities, through any means, for example, by letter, e-mail, telephone or face-to-
face meetings. They may also establish a formal joint commission consisting of themselves or
their representatives.

661. Some countries prefer to address cases solely through direct, informal means, and not
through a joint commission. These countries omit the words “including through a joint
commission consisting of themselves or their representatives”.

The second sentence of paragraph 4 of the UN Model, which has no equivalent in the
OECD Model, allows the competent authorities to develop, through consultation, bilateral
procedures for the implementation of the mutual agreement procedure. Procedural issues, and
suggestions for possible procedures that could be adopted by the competent authorities, are
discussed in paragraphs 20 to 46 of the Commentary on Article 25 of the UN Model. These
paragraphs cover:

Aspects of the mutual agreement procedure that should be dealt with;
Necessary cooperation of the person who makes the request;
Information on adjustments;

Initiation of competent authority consultation at the point of proposed or finalized
adjustments;

Correlative adjustments;
Publication of competent authority procedures and determinations;
Procedures to implement adjustments, and

Unilateral procedures.

342 Note 322, page 13.

146



663. As already mentioned, more detailed guidance on the practical implementation of the
mutual agreement procedure may be found in Chapter 5 of the United Nations Handbook on
Dispute Avoidance and Resolution.343

Paragraph 5

664. Paragraph 5, which is only found in alternative B of Article 25 of the UN Model and
corresponds to paragraph 5 of Article 25 of the OECD Model, provides for the binding
arbitration of unresolved issues that prevent the competent authorities from resolving a case
submitted to the mutual agreement procedure by a taxpayer.

665. Developing countries rarely agree to include paragraph 5 in their treaties. As shown by
the fact that there are two alternative versions of Article 25 in the UN Model, one with the
arbitration provision and the other without, the inclusion of that provision in the UN Model
was a controversial issue. This is confirmed by paragraphs 3 to 5 of the Commentary on Article
25, which discuss various policy and administrative considerations relevant to whether or not
an arbitration provision should be included in a tax treaty and present a series of arguments that
were raised in favor and against such a provision when the issue was discussed by the UN
Committee of Experts. These arguments should be carefully evaluated when a country develops
its tax treaty policy framework and country model (see section I1.B).

6Ah. There are four main differences between the arbitration provision found in alternative B
of the UN Model and that in the OECD Model. These are discussed in paragraph 13 of the
Commentary on Article 25 of the UN Model.

667. Countries for which mandatory arbitration as provided for in the UN and OECD models
is not appropriate may wish to consider alternatives proposed in the Commentary, such as
voluntary arbitration (pursuant to which both competent authorities must agree, on a case-by-
case basis, to submit the matter to arbitration),®** or limitation to a certain range of cases, for
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agreement should be drafted at the same time as the treaty so that it can be implemented as
soon as the arbitration provision becomes effective.34

669. Various design issues related to MAP arbitration are discussed in the Commentary.34" In
addition, the Annex to the Commentary on paragraph 5 of Article 25 (alternative B) reproduces
with the necessary adaptations the sample mutual agreement with detailed explanations that is
found in the Annex to the Commentary on Avrticle 25 of the OECD Model. That sample mutual
agreement is intended to be used by the competent authorities as a basis for drafting the mutual
agreement that would provide the practical details of the arbitration process.

Interaction with the General Agreement on Trade in Services

670. A number of countries include in their treaties a provision that deals with the application
of the dispute resolution mechanism of the General Agreement on Trade in Services (GATS)
to a dispute related to a measure that falls within the scope of a tax treaty.

A71. The dispute resolution mechanism of the GATS cannot be invoked with respect to
disputes relating to the application of the national treatment rule in Article XVII of the GATS
if the disputed measure falls within the scope of a tax treaty. If, however, countries do not agree
as to whether a measure falls within the scope of a tax treaty, this matter may be subjected to
arbitration under GATS but, in the case of a tax treaty that existed at the time of entry into force
of the GATS, only if both states agree.®*® Countries that wish to ensure that this exception
applicable to tax treaties that existed at the time of entry into force of the GATS is extended to
subsequent treaties should include in these treaties the provision set out in the Commentary.34°

3. Article 26 — Exchange of information

672. As the economy has become increasingly globalized, cooperation between tax authorities
has become a vital part of international tax systems. All modern tax treaties provide for the
exchange of tax information between the
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is, from the perspective of many developing countries, also important in “curtail[ing] the capital
flight that is often accomplished through such evasion and avoidance”.>*

674. Exchange of information has been a key focus of tax administrations since the early
2000s when the OECD Global Forum on Transparency and Exchange of Information for Tax
Purposes was established with a view to implementing internationally agreed standards on
transparency and exchange of information on request. As of 15 August 2018, 153 jurisdictions
participated in the work of the Global Forum. Comparable standards for exchange of tax
information are now found in the UN and OECD models, the model Agreement on Exchange
of Information on Tax Matters®! and the Council of Europe
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Transmittal on specific request.

Spontaneous (discretionary) transmittal of information.
Use of information received.

Consultation among several competent authorities.

Factors affecting the implementation of exchange of information and the structure of
exchange of information processes.

678. The OECD 2006 Manual on the implementation of exchange of information provisions
for tax purposes®® also provides practical assistance to officials dealing with exchange of
information, and may be helpful in designing or revising national manuals. It covers:

General and legal aspects of exchange of information.
Exchange of information upon request.
Spontaneous information exchange.

Automatic exchange of information.
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680. A detailed discussion of administrative issues relating to exchange of information may
also be found in chapter IX of the United Nations Handbook on Selected Issues in
Administration of Double Tax Treaties for Developing Countries.*®

681. While historically the exchange of information upon request has been considered the
most crucial form of transparency, over the past decade exchange of information on an
automatic basis has grown significantly in importance. For example, one of the international
minimum standards that was established in 2013 as part of the OECD/G20 BEPS project was
that all participating countries should engage in the automatic exchange of so-called “country-
by-country” data that shows the business activities of multinational groups across all of the
jurisdictions in which they operate. This data is intended to be used strictly for transfer pricing
risk assessment purposes. Additionally, many countries are now implementing agreements or
arrangements that provide for the automatic exchange of information about the bank activities
of their residents in other countries as a means to improve income tax compliance.®° While as
a theoretical matter the exchange of information on an automatic basis has the potential to
improve tax compliance, countries must be equipped with sufficient technological capabilities
to handle and process large amounts of data properly, as well as both legal and administrative
protections to keep the data confidential.

Paragraph 1

682. Paragraph 1 authorizes and requires the exchange of relevant information on all taxes,
whether or not they are taxes covered by the treaty. Information must be obtained and
exchanged by the competent authorities if it is “foreseeably relevant”3 to the administration
of either the treaty provisions or domestic law provisions (provided that the tax treatment under
the domestic law is not contrary to the treaty).

683. The only difference between paragraph 1 of Article 26 of the UN Model and the
equivalent paragraph in the OECD Model in that the paragraph of the UN Model specifies that
“[i]n particular, information shall be exchanged that would be helpful to a Contracting State in
preventing avoidance or evasion of such taxes”. This statement of purpose is intended to
provide explicit guidance to Contracting States on the interpretation of the Article.*®* Even in
the absence of this statement, it is clear that this is the main purpose of the exchange of
information provisions.

684. The paragraph is intended to have broad application. Provided the information sought is
relevant to the application of the treaty or domestic taxes, exchange is not limited to information

358 Diane M. Ring, “Exchange of information”, United Nations Handbook on Selected Issues in
Administration of Double Tax Treaties for Developing Countries (United Nations publication, Sales
No. 13.XV1.2).

359 See http://www.oecd.org/tax/transparency/automatic-exchange-of-information.

360 The meaning of “foreseeably relevant” is discussed in paragraphs 7.1 and 7.2 of the Commentary on
Article 26 of the UN Model.

361 Paragraph 4.2 of the Commentary on Article 26 of the UN Model.
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about residents of the two Contracting States, or indeed, to taxpayer-specific information at all.
General information, for example, about tax avoidance schemes, may also be exchanged.

685. Infor
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A country generally has to provide information to the other country only if that type of
information would be obtainable under the law and normal practices of both countries. This
should not, however, be interpreted in a way that would prevent effective exchange of
information.®®* If there are certain types of information that cannot be obtained, this should be
raised before or during negotiations.>®® Significant changes, after entry into force of a treaty, to
domestic laws or administrative practices relating to obtaining or supplying information should
be disclosed to the other country.36®

693. A country is not obliged to provide to the other country certain confidential information
specified in paragraph 3 (c), for example, information that would disclose trade secrets or
disclosure of which would be contrary to public policy.

694. The scope of these limitations, and drafting options to clarify some of their more
controversial aspects, are discussed in paragraphs 15 to 25 of the Commentary on Article 26
of the UN Model.

Paragraph 4

695. Paragraph 4 clarifies that a state that is requested to provide information under Article 26
must use the information-gathering powers provided in its domestic law in order to obtain that
information even though the information may not be required for purposes of that state’s own
taxation.

696. The Commentary®’ includes a possible alternative provision that countries could use
instead of paragraph 4 to clarify expressly that each state must ensure that its competent
authority have the necessary powers to obtain the necessary information.

Paragraph 5

697. Paragraph 5 ensures that the limitations in paragraph 3 cannot be used to prevent the
exchange of information held by banks, financial institutions, nominees, agents, fiduciaries,
and so forth, or of information related to ownership interests in a person. Thus, for example,
bank secrecy rules in a country do not relieve the obligation on that country to supply
information requested by the other country under Article 26. It is therefore important for
negotiators to make sure that that their competent authorities have the necessary powers to
obtain such information in response to requests from treaty partners.>®

364 Paragraph 15 of the Commentary on Acrticle 26 of the UN Model.

365 Note that, in accordance with paragraph 5 of Article 26, domestic law bank secrecy requirements do
not relieve a country’s obligation to provide relevant tax information held by financial institutions.

366 See the second sentence of paragraph 4 of Article 2 of the UN Model.
367 Paragraph 26.3 of the Commentary on Article 26 of the UN Model.

368 Obviously, it is desirable that relevant tax information be obtainable for domestic law purposes as well
as to satisfy requests from treaty partner countries.
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where there is a risk that a taxpayer will move its assets outside a country before a tax claim
becomes legally enforceable.

705. Paragraph 1 of the Article allows the competent authorities to settle how the Article is to
be applied in practice. Before including an article providing for assistance in collection in a
treaty, countries should have a clear view on the issues raised in paragraphs 6 to 9 of the
Commentary on Article 27 of the UN Model, for example, what documentation is required,
how costs will be dealt with, time limits on requests, possible minimum thresholds for requests,
how amounts collected are to be remitted, and so forth.

706. Negotiators and competent authorities may also find it useful to read the provisions
relating to assistance in recovery of the Council of Europe/OECD Multilateral Convention on
Mutual Administrative Assistance in Tax Matters and the accompanying Explanatory
Report.3’? They may also consult the OECD Manual on Assistance in the Collection of Taxes*"®
for practical and technical guidance for tax officials involved in assistance in the collection of
taxes.

5. Article 28 — Members of diplomatic missions and consular posts

707. The purpose of Article 28 is to confirm that any tax-
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3) both the principal purposes test rule of paragraph 9 and the limitation-on-benefits rule
of paragraphs 1 to 7 or a variation thereof. 38

712. When developing its country’s tax treaty policy framework and model treaty, a country
should carefully consider these three approaches before determining which one it prefers and
which ones it would be willing to accept as a compromise, keeping in mind that a treaty could
allow each state to apply a different approach through unilateral provisions. In doing so, it may
want to review the different ways of addressing treaty abuses that are described in section IV
on Improper use of tax treaties.

713. While Article 29, which is by far the longest article of the UN Model, looks different
from Article 29 of the OECD Model, the differences are primarily attributable to the inclusion,
in the UN Model, of the provisions of the detailed version of the limitation-on-benefits rule
found in paragraphs 1 to 7 of the Article. In the OECD Model, Article 29 only includes a short
description of each paragraph between brackets. Alternatives versions (the simplified and
detailed versions) of the provisions that should be included in each of these paragraphs are
found in the Commentary.

Paragraphs 1 to 7

714. The limitation-on-benefits rule found in paragraphs 1 to 7 of the UN Model constitutes a
specific anti-avoidance rule that is intended to deny treaty benefits in various situations of
treaty shopping. That rule applies to arrangements that are known to cause treaty-shopping
concerns by referring to certain features of these arrangements (such as the fact that the
majority of the shares of a company resident of one treaty state are owned by shareholders who
are not residents of that state). It applies regardless of whether or not the arrangement was set
up for treaty-shopping purposes while recognizing that in some cases, persons who are not
residents of a treaty state may establish an entity in that state for legitimate business reasons;
for instance, it allows the competent authority of a treaty state to grant treaty benefits that would
otherwise be denied by the rule if the competent authority determines that the arrangement did
not have as one of its principal purposes the obtaining of treaty benefits.

715. The limitation-on-benefits rule of the UN Model is extremely detailed. As already
mentioned, the OECD model provides two alternative versions of the rule. The rule found in
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however, does not include the “detailed” version included in the OECD Model because the UN
Committee of Experts concluded “that the detailed version would provide the tax conventions
concluded by developing countries with more robust protections against treaty shopping
abuses.”382

716. The Commentary explains that if a treaty adopts Article 29 as proposed in the UN Model
and therefore includes both the limitation-on-benefits rule of paragraphs 1 to 7 and the
principal-purposes-test rule of paragraph 9, the inclusion of the limitation-on-benefits rule
should not be interpreted as restricting the scope of the principal-purposes-test rule. As
indicated in the Commentary “a transaction or arrangement should not be considered to be
outside the scope of paragraph 9 simply because the specific anti-abuse rules of paragraphs 1
to 7, which only deal with certain cases of treaty shopping that can be easily identified by
certain of their features, are not applicable.”383

717. The Commentary also explains that if the limitation-on-benefits rule of paragraphs 1 to
7 is included in a treaty without the principal-purposes-test rule of paragraph 9, the Action 6
minimum standard on treaty-shopping will require the implementation of a mechanism that
will address treaty-
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tax. In that case, neither the third country nor the country of residence of the company (which
applies the exemption method to these profits) would tax the profits attributable to the
permanent establishment and, since there is no risk of double taxation, the source state should
not have to apply the provisions of its tax treaty with the state of residence of the company.

727. Paragraph 8 is the same in both the UN and OECD models. Paragraph 8 a) is the
substantive rule. It applies where one of the treaty states exempts the income of enterprises of
that state that is attributable to permanent establishments situated in third jurisdictions. In that
case, the benefits of the treaty will not be granted with respect to income from the other state
which the state of the enterprise attributes to the permanent establishment in the third
jurisdiction unless the income bears a minimum level of tax in the state in which the permanent
establishment is situated. That minimum level of tax corresponds to the lower of

the tax payable at a rate to be determined through bilateral negotiations, or

60 per cent of the tax that would have been payable in the state of the enterprise if the
permanent establishment had been situated there rather than in the third jurisdiction or,
if the amount of tax.

728. Paragraph 8 (b) constitutes an exception to the rule. It provides that paragraph 8 (a) does
not apply to income that “emanates from, or is incidental to, the active conduct of a business
through the permanent establishment, excluding an investment business that is not carried on
by a bank, insurance enterprise or registered securities dealer.” This exception

729. Paragraph 8 (c) is a discretionary relief provision which, like paragraph 6 applicable to
the limitation-on-benefits rule and the optional addition to the principal-purposes-test rule
proposed by the Commentary,3® gives the competent authority of the source state the discretion
of granting the treaty benefits. Before granting or denying a request for such discretionary
relief, however, the competent authority should consult the competent authority of the other
state (although the final decision remains that of the competent authority of the source state.

730. The Commentary®®’ explains various aspects of paragraph 8. It also includes an
alternative provision that countries wishing to extend the scope of paragraph 8 could use.>®
Under that alternative, the paragraph applies not only where the state of the enterprise exempts
the profits of the permanent establishment situated in a third jurisdiction but also where it
subjects these profits to low taxation so that the combined rate of tax in the state of the
enterprise and the permanent establishment jurisdiction is less than 60 per cent of the statutory
corporate tax rate of the state of the enterprise. In addition, that alternative does not include the
exception of paragraph 8 (b).

386 Paragraph 39 of the Commentary on Article 29 of the UN Model, quoting paragraph 184 of the
Commentary on Article 29 of the OECD Model.

387 Paragraphs 35 of the Commentary on Article 29 of the UN Model, quoting paragraphs 161 to 168 of
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731. Recent treaty practice also shows that some countries prefer to amend paragraph 8 (a) so
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The simplicity of the principal-purposes-test rule of paragraph 9 and the fact that it is
potentially applicable to all forms of treaty abuse explains why most countries are willing to

include it in their treaties. Some countries, however, do not like the uncertainty that is inherent
to this general anti-abuse rule
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to accept on behalf of the state the rights and responsibilities arising from the treaty. Negotiators
should be aware of the procedures applicable in their country and liaise with their ministry in
charge of foreign affairs if necessary.

741. Once ratification has been completed in each country, paragraph 1 provides that the
instruments of ratification (i.e. the documents expressing each state’s consent to be bound by
the treaty and usually signed by the countries heads of state shall be exchanged at a location to
be mentioned in the paragraph. That location will generally be a city situated in either country,
but may be in a third country if this is more convenient for both sides. The exchange of
instruments of ratification

742. Some countries prefer a different process for the entry into force of the treaty which does
not to require the formal exchange of instruments of ratification mentioned in paragraph 1 of
Article 30 of the UN Model. The Commentary notes that it these countries may prefer to
provide that each country will notify the other (generally through diplomatic channels) when
the legal requirements for giving the treaty the force of law in their country have been
completed.3%
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~=* Although tax treaties are rarely terminated in practice (other than by replacement with a
new, updated tax treaty), the Article sets out the procedure by which a treaty may be terminated
by one state after the expiration of the initial period. This procedure involves one country giving
the other country a formal notice of termination through diplomatic channels. The Article
specifies that the notice of termination must be given at least six months before the end of any
calendar year. As the treaty will then normally cease to have effect from the beginning of the
next calendar year, this allows taxpayers sufficient time to prepare before the treaty provisions
cease to have effect.

752. Countries will generally initiate termination procedures only after careful deliberation,
when efforts to renegotiate an unsatisfactory treaty have failed, for example, where a treaty
partner is unwilling to renegotiate an outdated treaty or in cases where a change of domestic
law has a significant and highly detrimental effect on the operation of the tax treaty.

72 The Article also sets out the dates from which the provisions will cease to have effect
once the treaty has been terminated. These will usually mirror the dates specified in paragraph
2 of Article 30 (Entry into force).

3. Terminal clause

Tax treaties typically include a terminal clause indicating when the treaty is signed and
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Section IV — Improper use of treaties
A. Introduction

756. Tax avoidance strategies aimed at obtaining treaty benefits are an important concern for
most countries but are particularly problematic for developing countries that have limited
experience in dealing with sophisticated tax-avoidance strategies.** Tax treaty negotiators
should be aware of
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“.. it should not be lightly assumed that a taxpayer is entering into the type of abusive
transactions referred to above. A guiding principle is that the benefits of a double taxation
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both a proper interpretation of the treaty and as result of the application of domestic specific
anti-abuse rules.

2. General anti-abuse rules in domestic law

774. Many countries have included in their domestic law a legislative anti-abuse rule of
general application intended to prevent abusive arrangements that are not adequately dealt with
through specific anti-abuse rules or judicial doctrines.

775. The application of such general anti-abuse rules also raises the question of a possible
conflict with the provisions of a tax treaty. In the vast majority of cases, however, no such
conflict will arise. Conflicts will first be avoided for reasons similar to those presented in para
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779. As a general rule and having regard to the principle in paragraph 763 above, therefore,
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