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INTRODUCTION

A. ORIGIN OF THE UNITED NATIONS
MODEL CONVENTION

1. Thedesirability of promoting greater inflows of foreign invest-
ment to devel oping countries on conditions which are politically ac-
ceptable as well as economically and socially beneficial has been
frequently affirmed in resolutions of the General Assembly and the
Economic and Social Council of the United Nations and the United
Nations Conference on Trade and Development. The countries par-
ticipating in the Paris Conference on International Economic Co-
operation held in 1963-1964 recognized that foreign private capital
flows and investment play an important complementary role in the
economic development process, particularly through the transfer of
resources, managerial and administrative expertise and technology
to the developing countries, the expansion of productive capacity
and employment in those countries and the establishment of export
markets.

2. The growth of investment flows from developed to developing
countries dependsto alarge extent on what has been referred to asthe
international investment climate. The prevention or elimination of
international double taxation—i.e., theimposition of similar taxesin
two or more States on the same taxpayer in respect of the same
base—whose effects 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. Broadly, the general objectives of bi-
lateral tax conventions may today be seen to include the full protec-
tion of taxpayers against double taxation (whether direct or indirect)
and the prevention of the discouragement which taxation may pro-
vide for the free flow of international trade and investment and the
transfer of technology. They also am to prevent discrimination be-
tween taxpayersintheinternational field, and to provide areasonable
element of legal and fiscal certainty as a framework within which
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INTRODUCTION

international operations can be carried on. With this background, tax
treaties should contribute to the furtherance of the development aims
of the devel oping countries. In addition, the treaties have as an objec-
tive the improvement of cooperation between taxing authorities in
carrying out their duties.

3. Substantial progress towards the elimination of double taxation
has been made through unilateral relief measures and more particu-
larly through bilateral tax conventions, which have emerged since
the 1960s as a salient feature of inter-State economic relations. How-
ever, until 1965, only arelatively small number of treaties had been
concluded between developed and developing countries, the reason
being probably the fact, acknowledged in 1965 by the Fiscal Com-
mittee of the Organisation for Economic Co-operation and Develop-
ment, that “the traditional tax conventions have not commended
themselves to developing countries’.* According to that Committee,
“the essentia fact remains that tax conventions which capital-exporting
countries have found to be of value to improve trade and investment
among themselves and which might contributein like waysto closer
economic relations between devel oping and capital-exporting coun-
tries are not making sufficient contributionsto that end . . . Existing
treaties between industrialized countries sometimes require the
country of residence to give up revenue. More often, however, it is
the country of source which givesup revenue. Such apattern may not
be equally appropriate in treaties between devel oping and industrial -
ized countries because income flows are largely from developing to
industrialized countries and the revenue sacrifice would be
one-sided. But there are many provisionsin existing tax conventions
that have avalid place in conventions between capital -exporting and
developing countries too.”?

4. The desirability of encouraging the conclusion of bilateral tax
treati es between devel oped and devel oping countrieswas recognized

"Organisation for Economic Co-operation and Development, Fiscal
Incentives for Private Investment in Developing Countries: Report of the
OECD Fiscal Committee (Paris, 1965), para. 164.

?|bid., paras. 163 and 165.

Vii



INTRODUCTION

by the Economic and Social Council of the United Nations, whichin
its resolution 1273 (XLI11) adopted on 4 August 1967 requested the
Secretary-General “to set up an ad hoc working group consisting of
experts and tax administrators nominated by Governments, but act-
ing in their personal capacity, both from developed and devel op-
ing countries and adequately representing different regions and
tax systems, with the task of exploring, in consultation with inter-
ested international agencies, ways and means for facilitating the
conclusion of tax treaties between developed and developing
countries, including the formulation, as appropriate, of possible
guidelines and techniques for use in such tax treaties which would
be acceptabl e to both groups of countriesand would fully safeguard
their respective revenue interests’. Pursuant to that resolution, the
Secretary-General set up in 1968 the Ad Hoc Group of Experts on
Tax Treaties between Developed and Developing Countries, com-
posed of tax officials and experts from developed and developing
countries, appointed in their personal capacity.

5. The Group of Experts completed the formulation of guidelines
for the negotiation of bilateral treaties between developed and devel-
oping countries in the course of seven meetings, from 1968 to 1977,
which were attended by members from Argentina, Brazil, Chile,
France, Federal Republic of Germany, Ghana, India, Israel, Japan,
the Netherlands, Norway, Pakistan, the Philippines, Sri Lanka, the
Sudan, Switzerland, Tunisia, Turkey, the United Kingdom of Great
Britain and Northern Ireland and the United Statesof America. These
meetingswere al so attended by the observersfrom Austria, Belgium,
Finland, the Republic of Korea, Mexico, Nigeria, Spain, Swaziland
and Venezuela and from the following international organizations:
the International Monetary Fund, the International Fiscal Associa-
tion, the Organisation for Economic Co-operation and Development,
the Organization of American States and the International Chamber
of Commerce. Theguidelinesare contained inthe Manual for the Ne-
gotiation of Bilateral Tax Treaties between Developed and De-
veloping Countries.® According to Economic and Social Council

*United Nations publication, Sales No. E.79.XV|.3.
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INTRODUCTION

resolution 1541 (XL1X), the guidelines should represent “an im-
portant form of technical assistance for the conclusion of future
treaties’.

6. At its Seventh Meeting, the attention of the Group of Experts
was drawn to thefact that the Group of Eminent Persons appointed in
1974 by the Secretary-General pursuant to Economic and Social
Council resolution 1721 (L111) had stated in itsreport to the Secretary-
General that “If, through the work of the Group of Experts on Tax
Treaties, the provisions of these treaties could be standardized, with
only a small number of clauses to be negotiated in particular cases,
they would in fact amount to an international agreement on taxation,
which . . . [the Group of Eminent Persons considers] to be the final
objective’ .*

7. TheGroup of Expertstook the view that the worldwide multil at-
eral tax agreement recommended by the Group of Eminent Persons
would not seem feasible during the forthcoming decade but, recog-
nizing the seriousness and urgency of many of the issues singled out
by the latter, agreed that it was imperative that those issues be dealt
with through an adequate network of bilateral tax treaties. According
to the Group of Experts, it would therefore seem appropriate for the
competent United Nations bodies to urge Member States to embark
as soon as possible on a policy of entering into such treaties. In that
connection, the Group of Experts expressed readiness to consider a
draft model bilateral convention between adevel oped and adevel op-
ing country based on the guidelines already devel oped by the Group,
which the United Nations Secretariat might wish to prepare as a
follow-up to the work of the Group at its first seven meetings.

8. Inhisreport to thefirst regular session of 1978 of the Economic
and Social Council onthework of the Group of Expertsat its Seventh
Meeting, the Secretary-General expressed the view that “the comple-
tion of a model bilateral convention for possible use by developed

*The Impact of Multinational Corporations on Development and on
International Relations (United Nations publication, Sales No. E.74.11.A.5),
p. 92.
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and devel oping countries constitutes alogical follow-up to the work
done by the Group of Experts relating to the formulation of guide-
lines and would moreover be consonant with the recommendation of
the Group of Eminent Personsthat “ bilateral tax treaties should be as
uniform as possible so as to prepare the way for an international tax
agreement” (see E/1978/36, para. 15). At that session, the Economic
and Socia Council adopted decision 1978/14, in which it welcomed
the position of the Secretary-General as set forth above and requested
the Group of Experts“to complete its consideration of a draft model
bilateral convention at its Eighth Meeting in 1979”.

9. The United Nations Secretariat therefore prepared a draft model
convention (ST/SG/AC.8/L.29) consisting of articles reproducing
the guidelines formulated by the Group of Experts, together with
Commentariesthereon incorporating the views of the membersof the
Group as expressed at its various meetings and also reproducing,
where appropriate, the Commentaries on the Articles of the 1977
Model Double Taxation Convention on Income and on Capital of the
Organisation for Economic Co-operation and Development, hereaf-
ter referred to as the OECD Model Convention. It may be recalled
that in preparing the aforementioned guidelinesthe Group of Experts
had decided to use the OECD Model Convention as its main refer-
encetext in order to take advantage of the accumulated technical ex-
pertise embodied in that Convention and the Commentary thereon,
and also for reasons of practical convenience stemming from the fact
that the Convention was being used by OECD member countriesin
the negotiation of tax treaties not only with each other but also with
developing countries. However, it was fully understood that there
was no presumption of correctness to be accorded to the OECD
Model Convention, and that the decisions of the Group were in no
way required to be governed by the OECD text.

10. TheGroup of Expertsreviewed thedraft United Nations M odel
Convention at its Eighth Meeting, held at Genevafrom 10 to 21 De-
cember 1979, and adopted the final text of the Convention and of the
Commentary thereon. In 1980, the United Nations published the
United Nations Model Double Taxation Convention between De-
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veloped and Developing Countries, which was preceded in 1979 by
the Manual for the Negotiation of Bilateral Tax Treaties between De-
veloped and Developing Countries. By its resolution 1980/13 of
28 April 1980, the Economic and Social Council renamed the Group
of Experts as“Ad Hoc Group of Experts on International Coopera-
tionin Tax Matters’. At present, the Group of Expertsiscomposed of
25 members—10 from devel oped countries and 15 from developing
countries and economies in transition.

11. Inthe1990s, the Ad Hoc Group of Expertson International Co-
operation in Tax Matters recognized that significant changes had
taken place in the international economic, financial and fiscal envi-
ronment. In addition, there has been the advent of new financial in-
struments, transfer pricing mechanisms, the growth of tax havensand
the globalization affecting international economic relations as well
as the subsequent OECD Model Convention revision and updatesin
1992, 1994, 1995 and 1997. Consequently, the Eighth Meeting of the
Group of Expertsheld in Genevain December 1997 established aFo-
cus Group consisting of five membersand four alternates, to proceed
with the revision and update of both the United Nations Model
Double Taxation Convention between Developed and Developing
Countries and the Manual for the Negotiation of Bilateral Tax
Treaties between Developed and Developing Countries.

12. Accordingly, following its Seventh Meeting (Geneva, 11-15
December 1995), Eighth Meeting (Geneva, 15-19 December 1997),
and the Focus Group meetings (New Y ork, 9 and 10 December 1998,
and Amsterdam, 22-25 March 1999), the Group of Expertsreviewed
the amendments suggested by its members to the Articles and Com-
mentary of the United Nations Model Double Taxation Convention
between Developed and Developing Countries. These amendments
were consolidated in the draft revised United Nations Model Con-
vention presented before the Ninth Meeting of the Group of Experts
held in New York from 3 to 7 May 1999. The Group of Experts
adopted therevised United Nations Model Double Taxation Conven-
tion between Developed and Developing Countries, subject to edi-
torial changes. The comments and suggestions received from the
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members of the Group of Experts on these changes were examined
by a Steering Committee during its meeting held in New Y ork from
12 to 14 April 2000. The meeting was attended by Mr. Antonio Hugo
Figueroa (Argentina), who was appointed Chairman, Mr. Mayer
Gabay (Israel), Mr. Noureddine Bensouda (Morocco), Mr. Mike
Waters (United Kingdom) and Mr. Mordecai S. Feinberg (United
States). The Secretariat was represented by Mr. Abdel Hamid Bouab
and Mr. Suresh Shende, Secretary and Assistant Secretary of the
Group of Experts, respectively. The final text of the United Nations
Model Convention as so modified was adopted on aconsensual basis
by the Steering Committee. It was decided that after the editorial
changes had been effected, a revised version of the United Nations
Model Convention would be published. Thus, the revision and up-
date of the United Nations Model Double Taxation Convention be-
tween Developed and Developing Countries was undertaken by the
Group of Experts, Focus Group and Steering Committee under
the overall guidance and supervision of Mr. Abdel Hamid Bouab,
Officer-in-Charge, Public Finance and Private Sector Devel opment
Branch, Department of Economic and Socia Affairs, United Nations,
and Secretary, Ad Hoc Group of Experts, assisted by Mr. Suresh
Shende, Interregiona Adviser in Resource Mobilization and Assistant
Secretary of the Group of Experts. The Steering Committee ex-
pressed its gratitude to Mr. Abdel Hamid Bouab for his knowledge,
leadership and negotiating skills which contributed to the successful
revision of the United Nations Model Double Taxation Convention
between Devel oped and Developing Countries.

13. The main objectives of the revision of the United Nations
Model Convention wereto take account of devel opments since 1980
in the globalization of trade and investment and in the international
tax policies of developed and developing countries.

14. The process of revison and update of the United Nations
Model Double Taxation Convention between Developed and De-
veloping Countries was initiated in 1995 and culminated in 1999 at
the Ninth Meeting of the Group of Experts. The Ninth Meeting was
attended by the following members. Antonio Hugo Figueroa (Argen-
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tina), Iraci Kahan (Brazil), Adélaide Nare (Burkina Faso), Y ukang
Wang (People’'s Republic of China), Abdoulaye Camara (Cote
d’lvoire), Mona M. A. Kassem (Egypt), Hillel Skurnik (Finland),
Helmut Krabbe (Germany), Seth E. Terkper (Ghana), Ravi Kant (In-
dia), Arie Soelendro (Indonesia), Mayer Gabay (Israel), William W.
Adler (Jamaica), Karina Pérez Delgadillo (Mexico), Abdelai
Benbrik (Morocco), Ernst Bunders (the Netherlands), Atef Alawneh
(Palestine Authority), Maria Pastor (Spain), Daniel Luthi (Switzer-
land), John Brian Shepherd (United Kingdom) and Mordecai S.
Feinberg (United States).

Members from France, Japan, Nigeria and Pakistan did not at-
tend the meeting.

15. The Meeting was attended by the following observers:

(@) Ken Allen (Australia), Claudine Devillet (Belgium), Carlos
dos Santos Almeida (Brazil), Sandra Benedetto (Chile),
Shubin Mu (Peopl€e's Republic of China), Marcellin-Edgard
Mebalet (Gabon), Dieudonné Bouddhou (Gabon), Vijay
Mathur (India), Brahim Kettani (Morocco), Igor Y uri Noskov
(Russian Federation), Babou Ngom (Senegal), Mike Waters
(United Kingdom);

(b) Jacques Sasseville (OECD), Jeffrey P. Owens (OECD),
Willem F. J. Wijnen (International Bureau of Fiscal Docu-
mentation), Francisco Alfredo Garcia Prats (University of
Valencia, Spain), Marcus V. Follmi (International Chamber
of Commerce), Stephen R. Crow (International Association
of University Presidents, United States).

16. The Group unanimously elected Antonio Hugo Figueroa and
Hillel Skurnik as Chairman and Rapporteur, respectively. Abdel
Hamid Bouab, Officer-in-Charge of Public Finance and Private
Sector Development Branch, served as Secretary; Suresh Shende,
Interregional Adviser in Resource Mobilization, as Assistant Secre-
tary; and Paul McDaniel as resource person.

17.  The United Nations Model Convention represents a compro-
mise between the source principle and the residence principle, al-
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INTRODUCTION

though it gives more weight to the source principle than does the
OECD Model Convention. As a correlative to the principle of taxa-
tion at source the articles of the Model Convention are predicated on
the premise of the recognition by the source country that («) taxation
of income from foreign capital would take into account expenses al-
locable to the earnings of the income so that such income would be
taxed on anet basis, that (b) taxation would not be so high asto dis-
courage investment and that (c) it would take into account the appro-
priateness of the sharing of revenue with the country providing the
capital. In addition, the United Nations Model Convention embodies
the ideathat it would be appropriate for the residence country to ex-
tend a measure of relief from double taxation through either foreign
tax credit or exemption asin the OECD Model Convention.

18. In using the United Nations Model Convention, a country
should bear in mind the fact that the rel ationship between treatiesand
domestic law may vary from country to country and that it isimpor-
tant to take into account the relationship between tax treaties and do-
mestic law. Tax treaties affect the tax rules prevailing under the
domestic tax laws of the Contracting States by establishing which
Contracting State shall have jurisdiction to subject a given income
itemtoitsnational tax lawsand under what conditions and with what
limitations it may do so. Consequently, countries wishing to enter
into bilateral tax treaty negotiations should analyse carefully the ap-
plicable provisions of their domestic tax laws in order to assess the
modifications that might be required if the treaty were applied.

19. It may also benoted that domestic tax lawsin their turn exert an
influence on the content of bilateral tax treaties. Thus, although there
was general agreement in OECD about the principles embodied in
the OECD Model Convention and although most existing bilateral
tax treaties conform by and largeto thel atter, there are often substan-
tial variationsfrom onetreaty to another, dueto differencesin the do-
mestic laws of the various Contracting States.
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INTRODUCTION

B. HISTORICAL SETTING OF THE UNITED NATIONS
MODEL CONVENTION

20. The United Nations Model Double Taxation Convention be-
tween Devel oped and Devel oping Countriesforms part of the contin-
uing international efforts amed at eliminating double taxation.
These efforts begun by the League of Nations and pursued in the Or-
ganisation for European Economic Co-operation (OEEC) (now
known as the Organisation for Economic Co-operation and Develop-
ment (OECD)) and in regional forums, as well asin the United Na-
tions, havein general found concrete expression in a series of model
or draft model bilateral tax conventions.

21. In 1921, the League of Nations, acting through its Financial
Committee in response to an appeal by the 1920 Brussels Interna-
tional Financial Conference for action aimed at eliminating double
taxation, entrusted ateam of four economists (from Italy, the Nether-
lands, the United Kingdom and the United States of America) with
the task of preparing astudy on the economic aspects of international
double taxation.

22. 1n1922, the Financial Committee of the Leagueinvited agroup
of seven high-level tax officials (from Belgium, Czechoslovakia,
France, Italy, the Netherlands, Switzerland and the United Kingdom)
to study the administrative and practical aspects of international dou-
bletaxation and international tax evasion. In 1925, the group was en-
larged to include officials from Argentina, Germany, Japan, Poland
and Venezuela. In 1927, an official from the United States of Amer-
ica joined the group. In the course of sessions held from 1923 to
1927, the group drafted Bilateral Conventions for the Prevention of
Double Taxation in the Special Matter of Direct Taxes dealing with
income and property taxes, aBilateral Convention for the Prevention
of Double Taxation in the Special Matter of Succession Duties, aBi-
lateral Convention on Administrative Assistancein Matters of Taxa-
tion and a Bilateral Convention on [Judicial] Assistance in the Col-
lection of Taxes. The conventions, with their commentaries, were
sent to the various Governments, Members and non-members of the
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League, which wereinvited to send representativesto discussthem at
a General Meeting of Government Experts. The latter meeting, held
at Genevain October 1928, included representatives of 27 countries.

23.  1n 1929, pursuant to arecommendation of the General Meeting
of Government Experts, the Council of the League of Nations ap-
pointed a permanent Fiscal Committee. The latter devoted consider-
able attention to the question of formulating, for tax purposes, rules
for alocation of the business income of undertakings operating in
several countries. Within the framework of those activities, a Draft
Convention for the Allocation of Business Income between Statesfor
the Purposes of Taxation was formulated, first at meetings of a sub-
committee held in New Y ork and Washington under the auspices of
the American Section of the International Chamber of Commerce,
and then at the full meeting of the Fiscal Committee in June 1933.
The E%raft Convention was revised by the Fiscal Committee in June
1935.

24. In 1940, the Fiscal Committee held a subcommittee meeting in
the Netherlands to review the progress made with regard to tax treat-
iessincethe 1928 General Meeting of Government Experts. Soon af -
terwards, it began consolidating the 1928 Model Conventions and
the 1935 Draft Convention. Theresultsof itswork werereviewed at a
Regional Tax Conference convened in June 1940 at Mexico City, re-
convenedin July 1943, likewise at Mexico City, and attended by rep-
resentatives from Argentina, Bolivia, Canada, Chile, Colombia,
Ecuador, Mexico, Peru, the United States of America, Uruguay and
Venezuela. The Second Regiona Conference adopted aModel Bilat-
eral Convention for the Prevention of the Double Taxation of Income
and a Protocol thereto, and aModel Bilateral Convention for the Es-
tablishment of Reciprocal Administrative Assistance for the Assess-
ment and Collection of Direct Taxes and a Protocol thereto.

°For further details, see Mitchell B. Carroll, Global Perspectives of an
International Tax Lawyer (Hicksville, New Y ork, Exposition Press, 1978). Mr.
Carroll was a former President of the Fiscal Committee of the League of
Nations and the International Fiscal Association.
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25. InMarch 1946, the Fiscal Committee of the League of Nations
convened in London for itstenth session, at whichit reviewed and re-
drafted the Mexico model bilateral tax conventions. The Committee
stated that the general structure of the model conventions drafted at
the tenth session was similar to that of the Mexico models; a number
of changes had been madein thewording, and some articles had been
suppressed because they contained provisions aready in other
clauses. The Committee observed that virtualy the only clauses
where there was an effective divergence between the views of the
1943 Mexico meeting and those of the London meeting were those
“relating to the taxation of interest, dividends, royalties, annuities
and pensions’. The Committee added that it was aware of the fact
that the provisions contained in the 1943 model conventions might
appear more attractive to some States—in Latin America for in-
stance—than those which it had agreed during its current sessions
and that it thought “that the work done bothin Mexico and in London
could be usefully reviewed and developed by a balanced group of
tax administrators and experts from both capita-importing and capital -
exporting countries and from economically-advanced and less-
advanced countries, when the League work on international prob-
lems is taken over by the United Nations”.°

26. It was against that background that the Economic and Social
Council of the United Nations, in its resolution 2 (111) of 1 October
1946, set up aFiscal Commission which was requested to “ study and
advisethe Council in thefield of public finance, particularly initsle-
gal, administrative and technical aspects’. After the Fiscal Commis-
sion and its Committee on International Tax Relations stopped
functioning in 1954, the focus of action in the field of international
taxation shifted to OEEC.

27. The Council of OEEC adopted its first recommendation con-
cerning double taxation on 25 February 1955; that recommendation
subsequently resulted in the establishment of the OEEC Fiscal Com-

®_eague of Nations, Fiscal Committee: Report on the Work of the Tenth
Session of the Committee, held in London from March 20th to 26th, 1946
(C.37.M.37.1946.11.A), p. 8.

XVii



INTRODUCTION

mittee in March 1956. In July 1958, the Fisca Committee was in-
structed to prepare a draft convention for the avoidance of double
taxation with respect to taxes on income and capital as well as con-
crete proposals for the implementation of such a convention. In the
words of the Fiscal Committee: “ Since the work of the L eague of
Nations, the value of a Model Convention has been universally rec-
ognized not only by the national authorities but also by the taxpayers
themselves.”’

28. From 1958 to 1961, the Fiscal Committee prepared four re-
ports, published under thetitle The elimination of double taxation”,
in which the Committee proposed atotal of 25 Articles. After OEEC
became the Organisation for Economic Co-operation and Develop-
ment (OECD) in September 1961, the mandate of the Fiscal Commit-
tee was confirmed; the Committee subsequently agreed on a number
of new Articlesand all the Articleswere embodied in areport entitled
“Draft Double Taxation Convention on Income and on Capital”,
published in 1963.

29. In July 1963, OECD, recognizing that the effort to eliminate
double taxation between member countries needed to go beyond the
field of periodic taxes on income and capital, instructed the Fiscal
Committee to work out a draft convention which would provide a
means of settling on a uniform basis the most common problems of
double taxation of estates and inheritances. The “Draft Convention
for the Avoidance of Double Taxation with Respect to Taxes on Estates
and Inheritances’ was published in 1966.

30. In 1967 the Fiscal Committee—renamed in 1971 “Committee
on Fiscal Affairs’—began revising the 1963 “ Draft Double Taxation
Convention”. That revision was considered necessary in order to take
account of “experience gained by Member countries in negotiating
new conventions or in their practical working” and also of “the
changesin systems of taxation and theincrease in international fiscal

"Organisation for Economic Co-operation and Development, Draft
Double Taxation Convention on Income and Capital: Report of the OECD
Fiscal Committee (Paris, 1963), p. 25, para. 49.
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relations on the one hand and, on the other, the development of new
sectorsof businessactivity and theincreasingly complex formsof or-
ganization adopted by enterprises for their international activities’.
The revision of the 1963 “Draft Convention” ultimately led to the
publication of the 1977 “Model Double Taxation Convention on In-
come and on Capital”. It has recently undergone revisions in 1992,
1994, 1995 and 1997.

31. Asithaddonefor the 1963 “Draft Convention”, the Council of
OECD, in arecommendation based on a suggestion by the Commit-
tee on Fiscal Affairsand adopted on 23 October 1997, recommended
to the Governments of member countries“. . . to pursue their efforts
to conclude bilateral tax conventions on income and on capital with
those Member countries, and where appropriate with non-member
countries, with which they have not yet entered into such conven-
tions, and to revise those of the existing conventions that may no
longer reflect present-day needs, and when concluding new bilateral
conventions or revising existing bilateral conventionsto conform to
the Model Tax Convention, as interpreted by the Commentaries
thereon”. The Council instructed the Committee on Fiscal Affairs“to
proceed to periodic reviews of situations where double taxation may
occur, in the light of experience gained by member countries and to
make appropriate proposals for its removal”.

32. Inthe mid-1960s, the United Nations began to take a renewed
interest in the problem of doubletaxation, asaresult of the continued
increasein the number of devel oping Member Statesand aspart of its
action aimed at promoting the flow of foreign investment to devel op-
ing countries. That renewed interest led to the activities described in
section 1 above, which have culminated in the preparation of the
United Nations Model Convention.

33. Actionrelating to double taxation has also been taken at there-
gional and subregional levels. At the regional level, a Group of Ex-
perts of the Latin American Free Trade Association (LAFTA)
adopted in 1976 criteriafor the avoidance of doubl e taxation between
LAFTA and member countries and countries outside the region. At
the subregional level, the Commission of the Cartagena Agreement
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INTRODUCTION

adopted in November 1971 the “Model Convention for the Avoid-
ance of Double Taxation between Member Countries and Other
Countries outside the Andean Subregion” and also the “Convention
for the Avoidance of Double Taxation within the Andean Group”.
Furthermore, in November 1972, a Convention on Administrative
Assistance in Tax Matters was concluded by Denmark, Finland, Ice-
land, Norway and Sweden; the Convention wasamendedin 1973 and
again in 1976. The Nordic Convention on Income and Capital en-
tered into by Denmark, Finland, Iceland, Norway and Sweden, which
was concluded in 1983, was replaced in 1987, 1989 and 1996. The
Convention on Mutual Administrative Assistance in Tax Matters
was drawn up within the Council of Europe on the basis of a first
draft prepared by the Committee on Fiscal Affairs. This Convention
entered into force on 1 April 1995.

C. RATIONALE AND SIGNIFICANCE OF THE
UNITED NATIONS MODEL CONVENTION

34. The rationale of the preparation of bilateral tax conventions
was cogently expressed by the Fiscal Committee of the League of
Nationsin the following terms:

“The existence of model draft treaties . . . has proved of real
use. .. in helping to solve many of the technical difficulties
which arisein [the negotiation of tax treaties]. This procedure
has the dual merit that, on the one hand, in so far as the model
constitutes the basis of bilateral agreements, it creates auto-
matically a uniformity of practice and legidlation, while, on
the other hand, inasmuch asit may be modified in any bilateral
agreement reached, itissufficiently elastic to be adapted to the
different conditions obtaining in different countries or pairs of
countries.”®

35. Like al mode conventions, the United Nations Model Con-
vention isnot enforceable. Its provisions are not binding and further-
more should not be construed as formal recommendations of the
United Nations. The United Nations Model Convention is intended
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primarily to point the way towards feasible approaches to the resolu-
tion of theissues involved that both potential contracting parties are
likely to find acceptable. Itsaim isto facilitate the negotiation of tax
treaties by eliminating the need for elaborate analysis and protracted
discussion of every issueab origine inthe case of each treaty. Indeed,
in preparing for negotiations a participating country may wish to re-
view the provisions of bilateral double taxation treaties entered into
by the other country in order to survey the latter’ streaty practice and
in particular the concessionsit has granted in the past. In bilateral ne-
gotiations, room of course should be left to insert in the treaty provi-
sions adapted to specia situations.

36. If the negotiating parties decide to use in atreaty wording sug-
gested in the United Nations Model Convention, it isto be presumed
that they would also expect to derive assistance in the interpretation
of that wording from the relevant Commentary. The Commentaries,
which may prove to be very useful in the implementation of atreaty
concluded by the negotiating parties and in the settlement of any dis-
pute relating thereto, are not intended to be annexed to such atreaty,
the text of whichinitself would constitute the legally binding agree-
ment.

37. Sincethe United Nations Model Convention reproduces many
Articles of the OECD Model Convention together with the
Commentariesthereon, the Group of Expertshavetakenadecisionin
1999 that the observations and reservations would be noted, wher-
ever necessary, at appropriate places.

38. With regard to the observations on the Commentaries, the
OECD Committee on Fiscal Affairs has noted that they “have some-
times been inserted at the request of some member countries who
were unable to concur in the interpretation given in the Commentary
ontheArticle concerned. These observations thus do not express any
disagreement with the text of the Convention, but furnish auseful in-

8_eague of Nations, Fiscal Committee: Report to the Council on the Fifth
Session of the Committee, held in Geneva from June 12th to 17th, 1935
(C.252.M.124.1935.11.A), chapter 11, section B, para. 4.
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dication of theway inwhich those countrieswill apply the provisions
of the Articlein question.”®

39. TheOECD Model Convention now includes, in Volumell, ob-
servations and reservations spelling out the positions with respect to
the Model Convention of a number of non-member countries. The
following countries’ positions are included:

Argentina Israel Romania Ukraine
Belarus Latvia Russia Viet Nam
Brazil Lithuania Slovakia

China Maaysia South Africa

Estonia Philippines Thailand

D. RATIONALE AND METHODOLOGY FOR THE
1999 REVISION OF THE UNITED NATIONS
MODEL CONVENTION

40. Inthe19yearssincethe publication of the United Nations M odel
Convention in 1980, several major devel opments have suggested a
need to revise the document.

41. Theimportance of the discussion set out in the Commentaries,
of the issues identified in the preceding paragraphs can scarcely be
overemphasized. Not only do the Commentaries explain the reasons
that underlie particular formul ations adopted in the text of the Model
Articles, but that they also set out suggested aternative wordings to
cover non-standard approaches to certain international taxation is-
sueswhich may fall to the consideration of treaty negotiatorsin order
to deal with the special circumstances that can arise in the economic
relations between pairs of countries. The tendency towards global-
ization, together with the increasing pace of economic and, espe-
cially technological change, means that, in order to maintain its

°Organisation for Economic Co-operation and Development, Model
Double Taxation Convention on Income and on Capital: Report of the Fiscal
Committee (Paris, 1977), para. 27.
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relevance, the discussion of these issues in the Commentaries needs
to be continuously reviewed and updated. To meet this challengethe
Group of Experts unanimously recommended that the United Na-
tions Model Double Taxation Convention between Developed and
Developing Countries should be updated periodically.

42. Theincreasing focuson international trade, reflected by the es-
tablishment of the World Trade Organization (WTO), creates addi-
tional incentives to reduce other barriers, to exchanges of goods and
services and the international movement of capital and persons.

43. Theemergence of thetransitional economies, with their contri-
bution to the world economy, and the need for these countriesto mo-
bilize domestic financial resources for development suggest major
effortsin the areas of tax policy, tax administration and international
taxation.

44. Thereisaneed for international and regional organizations to
provide guidelines to facilitate conclusion of tax treaties with aview
to promoting trade liberalization and expansion as well as socio-
economic growth. By its resolution 1980/13 of 28 April 1980 the
Economic and Social Council recognized the importance of interna-
tional cooperation to combat international tax evasion and avoidance
in consultation with other international agencies.

45. The primary goals behind the 1999 revision of the United Na-
tions Model Convention are establishing fiscal guidelines for trade
liberalization and expansion with a view to releasing additional re-
sources for sustainable growth and promoting bilateral tax coordina-
tion. Inthelight of these goals, the work of the Group reflects: (i) the
1992, 1994, 1995 and 1997 revisions to the OECD Model Conven-
tion, which continues to be the basis for many provisions of the
United Nations Model Convention, (ii) recent devel oped/devel oping
country treaty practice, which has shown increasing sophistication,
(iii) scholarship inthetax treaty field, and (iv) the comments of those
who have negotiated and administered tax treaties under the United
Nations Model Convention and those who engage in international
trade and commerce with developing countries.
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46. Itishoped that the United Nations Model Convention will con-
tribute to the conclusion of an increasing number of bilateral tax
treaties, not only between developed and developing countries but
also between developing countries. It is also hoped that the Model
Convention will contribute to the standardi zation of the provisions of
such treaties. The creation of anetwork of bilateral tax treaties based
on acommon model will be an important step on the way leading to
the eventual conclusion of regional or subregiona conventions for
the avoidance of double taxation.

XXV



Part One
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TITLE OF THE CONVENTION

Convention between (State A) and (State B) with respect to
taxes on income and on capital™®

PREAMBLE OF THE CONVENTION

Ogtates wishing to do so may follow the widespread practice of including
in the title areference to either the avoidance of double taxation or to both the
avoidance of double taxation and the prevention of fiscal evasion.

"The Preamble of the Convention shall be drafted in accordance with the
constitutional procedures of the Contracting States.






ARTICLES1 AND 2

Chapter |

SCOPE OF THE CONVENTION

Article 1
PERSONS COVERED

This Convention shall apply to persons who are residents of one or
both of the Contracting States.

Article 2
TAXES COVERED

1. This Convention shall apply to taxes on income and on capital
imposed on behalf of a Contracting State or of its political subdivi-
sionsor local authorities, irrespective of the manner inwhichthey are
levied.

2. There shall be regarded as taxes on income and on capital all
taxes imposed on total income, on total capital, or on elements of in-
come or of capita, including taxes on gains from the alienation of
movable or immovable property, taxes on the total amounts of wages
or salaries paid by enterprises, aswell astaxeson capital appreciation.

3. The existing taxes to which the Convention shall apply arein
particular:

(@) (INStaeA): o
(2B ULES 7= (=] =) S

4, The Convention shall apply aso to any identical or substan-
tially similar taxes which are imposed after the date of signature of
the Convention in addition to, or in place of, the existing taxes. The
competent authorities of the Contracting States shall notify each
other of significant changes made to their tax law.



ARTICLE 3

1.

Chapter 11

DEFINITIONS

Article 3
GENERAL DEFINITIONS

For the purposes of this Convention, unless the context other-

wise requires:

(@)
(6)
()

()

(e)

Theterm “person” includesan individual, acompany and any
other body of persons;

Theterm “company” means any body corporate or any entity
that is treated as a body corporate for tax purposes,

The terms “enterprise of a Contracting State” and “enterprise
of the other Contracting State” mean respectively an enter-
prise carried on by aresident of aContracting State and an en-
terprise carried on by aresident of the other Contracting Stete;

Theterm “international traffic” means any transport by aship
or aircraft operated by an enterprise that hasits place of effec-
tive management in a Contracting State, except when the ship
or aircraft isoperated solely between placesin the other Con-
tracting State;
The term “competent authority” means:
() (InState A): oeeeeeeeeeees
@ii) (InStateB): .cccocevvverirrienen.
The term “nationa” means:
(i) Any individual possessing the nationality of a Con-
tracting State
(if) Any legal person, partnership or association deriving its
status as such from the laws in force in a Contracting
State.



ARTICLES3AND 4

2. As regards the application of the Convention at any time by a
Contracting State, any term not defined therein shall, unlessthe con-
text otherwise requires, have the meaning that it has at that time un-
der the law of that State for the purposes of the taxes to which the
Convention applies, any meaning under the applicable tax laws of
that State prevailing over a meaning given to the term under other
laws of that State.

Article 4
RESIDENT

1. For the purposes of this Convention, the term “resident of a
Contracting State” means any person who, under the laws of that
State, is liable to tax therein by reason of his domicile, residence,
place of incorporation, place of management or any other criterion of
asimilar nature, and also includes that State and any political subdi-
vision or local authority thereof. This term, however, does not in-
clude any person who is liable to tax in that State in respect only of
income from sourcesin that State or capital situated therein.

2. Where by reason of the provisions of paragraph 1 an individ-
ual isaresident of both Contracting States, then his status shall be de-
termined as follows:

(a¢) Heshal bedeemedto be aresident only of the Statein which
he has a permanent home available to him; if he has a perma-
nent home available to him in both States, he shall be deemed
to be aresident only of the State with which his personal and
economic relations are closer (centre of vital interests);

(b) If the Statein which he has his centre of vital interests cannot
be determined, or if he has not a permanent home availableto
himin either State, he shall be deemed to be aresident only of
the State in which he has an habitual abode;

(¢) If hehasan habitual abodein both Statesor in neither of them,
he shall be deemed to be aresident only of the State of which
heisanational;



ARTICLES 4 AND 5

(d) If heisanational of both Statesor of neither of them, thecom-

3.

petent authorities of the Contracting States shall settle the
guestion by mutual agreement.

Where by reason of the provisions of paragraph 1 a person

other than an individual isaresident of both Contracting States, then
it shall be deemed to be aresident only of the Statein which its place
of effective management is situated.

1.

Article 5
PERMANENT ESTABLISHMENT

For the purposes of this Convention, the term “ permanent es-

tablishment” means afixed place of businessthrough which the busi-
ness of an enterprise iswholly or partly carried on.

2.
(@)
(b)
()
(@)
()
()

3.
(a)

(6)

The term “ permanent establishment” includes especially:
A place of management;

A branch;

An office;

A factory;

A workshop;

A mine, an oil or gaswell, aquarry or any other place of ex-
traction of natural resources.

The term * permanent establishment” also encompasses:

A building site, a construction, assembly or installation proj-
ect or supervisory activities in connection therewith, but only
if such site, project or activities last more than six months;

Thefurnishing of services, including consultancy services, by
an enterprise through employees or other personnel engaged
by the enterprise for such purpose, but only if activities of that
nature continue (for the same or aconnected project) within a

10
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ARTICLES

Contracting State for a period or periods aggregating more
than six months within any twelve-month period.

Notwithstanding the preceding provisions of this article, the

term “ permanent establishment” shall be deemed not to include:

(@)
(b)

()

(@)

()

5.

The use of facilities solely for the purpose of storage or dis-
play of goods or merchandise belonging to the enterprise;

The maintenance of a stock of goods or merchandise belong-
ing to the enterprise solely for the purpose of storage or dis-
play;

The maintenance of a stock of goods or merchandise belong-
ing to the enterprise solely for the purpose of processing by
another enterprise;

The maintenance of a fixed place of business solely for the
purpose of purchasing goods or merchandise or of collecting
information, for the enterprise;

The maintenance of a fixed place of business solely for the
purpose of carrying on, for the enterprise, any other activity of
apreparatory or auxiliary character.

The maintenance of afixed place of business solely for any
combination of activities mentioned in subparagraphs (a) to
(e), provided that the overall activity of the fixed place of
businessresulting from thiscombinationisof apreparatory or
auxiliary character.

Notwithstanding the provisions of paragraphs 1 and 2, wherea

person—other than an agent of an independent status to whom para-
graph 7 applies—is acting in a Contracting State on behalf of an en-
terprise of the other Contracting State, that enterprise shall be
deemed to have a permanent establishment in the first-mentioned
Contracting State in respect of any activities which that person un-
dertakes for the enterprise, if such a person:

(@)

Has and habitually exercisesin that State an authority to con-
clude contractsin the name of the enterprise, unlessthe activi-
ties of such person are limited to those mentioned in
paragraph 4 which, if exercised through afixed place of busi-

11



ARTICLES

ness, would not make thisfixed place of business apermanent
establishment under the provisions of that paragraph; or

(b)) Has no such authority, but habitually maintains in the
first-mentioned State a stock of goods or merchandise from
which he regularly delivers goods or merchandise on behalf
of the enterprise.

6. Notwithstanding the preceding provisionsof thisarticle, anin-
surance enterprise of a Contracting State shall, except in regard to
re-insurance, be deemed to have a permanent establishment in the
other Contracting Stateiif it collects premiumsin the territory of that
other State or insures risks situated therein through a person other
than an agent of anindependent statusto whom paragraph 7 applies.

7. An enterprise of a Contracting State shall not be deemed to
have a permanent establishment in the other Contracting State
merely because it carries on business in that other State through a
broker, general commission agent or any other agent of an indepen-
dent status, provided that such persons are acting in the ordinary
course of their business. However, when the activities of such an
agent are devoted wholly or almost wholly on behalf of that enter-
prise, and conditions are made or imposed between that enterprise
and the agent intheir commercial and financial relationswhich differ
from those which would have been made between independent enter-
prises, he will not be considered an agent of an independent status
within the meaning of this paragraph.

8. The fact that a company which is aresident of a Contracting
State controlsor iscontrolled by acompany which isaresident of the
other Contracting State, or which carries on business in that other
State (whether through a permanent establishment or otherwise),
shall not of itself constitute either company a permanent establish-
ment of the other.

12



ARTICLE 6

Chapter 111

TAXATION OF INCOME

Article 6
INCOME FROM IMMOVABLE PROPERTY

1. Income derived by aresident of a Contracting State from im-
movabl e property (including incomefrom agricultureor forestry) sit-
uated in the other Contracting State may betaxed inthat other State.

2. Theterm “immovable property” shall havethe meaning which
it has under the law of the Contracting State in which the property in
guestion is situated. The term shall in any case include property ac-
cessory to immovable property, livestock and equipment used in ag-
riculture and forestry, rights to which the provisions of general law
respecting landed property apply, usufruct of immovable property
and rights to variable or fixed payments as consideration for the
working of, or the right to work, mineral deposits, sources and other
natural resources; ships, boats and aircraft shall not be regarded as
immovable property.

3. The provisions of paragraph 1 shall also apply to income de-
rived from the direct use, letting or use in any other form of immov-
able property.

4, The provisions of paragraphs 1 and 3 shall also apply tothein-
come from immovabl e property of an enterprise and to income from
immovable property used for the performance of independent per-
sonal services.

13



ARTICLE 7

Article 7
BUSINESS PROFITS

1. The profits of an enterprise of a Contracting State shall be tax-
able only in that State unless the enterprise carries on businessin the
other Contracting State through a permanent establishment situated
therein. If the enterprise carries on business as aforesaid, the profits
of the enterprise may be taxed in the other State but only so much of
them asis attributable to («) that permanent establishment; (b) sales
in that other State of goods or merchandise of the same or similar
kind as those sold through that permanent establishment; or (¢) other
business activities carried onin that other State of the same or similar
kind as those effected through that permanent establishment.

2. Subject to the provisions of paragraph 3, where an enterprise
of a Contracting State carries on business in the other Contracting
State through a permanent establishment situated therein, there shall
in each Contracting State be attributed to that permanent establish-
ment the profits which it might be expected to makeif it were adis-
tinct and separate enterprise engaged in the same or similar activities
under the same or similar conditions and dealing wholly indepen-
dently with the enterprise of which it is a permanent establishment.

3. In the determination of the profits of a permanent establish-
ment, there shall be alowed as deductions expenses which are incurred
for the purposes of the business of the permanent establishment
including executive and general administrative expenses so incurred,
whether in the State in which the permanent establishment is situated
or elsewhere. However, no such deduction shall be allowed in re-
spect of amounts, if any, paid (otherwise than towards reimburse-
ment of actual expenses) by the permanent establishment to the head
office of the enterprise or any of itsother offices, by way of royalties,
feesor other similar paymentsin return for the use of patents or other
rights, or by way of commission, for specific services performed or
for management, or, except in the case of a banking enterprise, by
way of interest on moneys|ent to the permanent establishment. Like-
wise, no account shall be taken, in the determination of the profits of

14



ARTICLE 7

a permanent establishment, for amounts charged (otherwise than to-
wards reimbursement of actual expenses), by the permanent estab-
lishment to the head office of the enterprise or any of its other offices,
by way of royalties, fees or other similar paymentsin return for the
use of patents or other rights, or by way of commission for specific
services performed or for management, or, except in the case of a
banking enterprise, by way of interest on moneys lent to the head of -
fice of the enterprise or any of its other offices.

4, In sofar asit has been customary in a Contracting State to de-
termine the profits to be attributed to a permanent establishment on
the basis of an apportionment of the total profits of the enterprise to
its various parts, nothing in paragraph 2 shal preclude that Con-
tracting State from determining the profitsto be taxed by such an ap-
portionment as may be customary; the method of apportionment
adopted shall, however, be such that the result shall be in accordance
with the principles contained in this article.

5. For the purposes of the preceding paragraphs, the profitsto be
attributed to the permanent establishment shall be determined by the
same method year by year unless there is good and sufficient reason
to the contrary.

6. Where profits include items of income which are dealt with
separately in other articles of this Convention, then the provisions of
those articles shall not be affected by the provisions of this article.

(NOTE: The question of whether profits should be attributed to
a permanent establishment by reason of the mere purchase by
that permanent establishment of goods and merchandise for
the enterprise was not resolved. It should therefore be settled
in bilateral negotiations.)

15



ARTICLE 8

Article 8

SHIPPING, INLAND WATERWAY S TRANSPORT
AND AIR TRANSPORT

Article 8 (alternative A)

1. Profits from the operation of ships or aircraft in international
traffic shall be taxable only in the Contracting State in which the
place of effective management of the enterprise is situated.

2. Profits from the operation of boats engaged in inland water-
waystransport shall betaxable only in the Contracting Stateinwhich
the place of effective management of the enterpriseis situated.

3. If the place of effective management of a shipping enterprise
or of an inland waterways transport enterprise is aboard a ship or a
boat, then it shall be deemed to be situated in the Contracting State in
which the home harbour of the ship or boat is situated, or, if thereis
no such home harbour, in the Contracting State of which the operator
of the ship or boat is aresident.

4, The provisions of paragraph 1 shall also apply to profits from
the participation in apool, ajoint business or an international operat-

ing agency.

Article 8 (alternative B)

1. Profits from the operation of aircraft in international traffic
shall betaxableonly in the Contracting State in which the place of ef-
fective management of the enterpriseis situated.

2. Profits from the operation of shipsininternational traffic shall
be taxable only in the Contracting State in which the place of effec-
tive management of the enterprise is situated unless the shipping ac-
tivities arising from such operation in the other Contracting State are
morethan casual. If such activities are more than casual, such profits
may be taxed in that other State. The profits to be taxed in that other
State shall be determined on the basis of an appropriate allocation of

16



ARTICLES 8 AND 9

the overall net profits derived by the enterprise from its shipping op-
erations. The tax computed in accordance with such allocation shall
thenbereduced by per cent. (The percentageisto be established
through bilateral negotiations.)

3. Profits from the operation of boats engaged in inland water-
waystransport shall betaxable only in the Contracting Statein which
the place of effective management of the enterpriseis situated.

4, If the place of effective management of a shipping enterprise
or of an inland waterways transport enterprise is aboard a ship or
boat, then it shall be deemed to be situated in the Contracting Statein
which the home harbour of the ship or boat issituated, or if thereisno
such home harbour, in the Contracting State of which the operator of
the ship or boat is aresident.

5. The provisionsof paragraphs 1 and 2 shall also apply to profits
from the participation in a pool, ajoint business or an international
operating agency.

Article 9
ASSOCIATED ENTERPRISES

1. Where:

(a) anenterpriseof aContracting State participatesdirectly or in-
directly in the management, control or capital of an enterprise
of the other Contracting State, or

(b) thesame persons participate directly or indirectly in the man-
agement, control or capital of an enterprise of a Contracting
State and an enterprise of the other Contracting State,

and in either case conditions are made or imposed between the two
enterprises in their commercia or financial relations which differ
from those which would be made between independent enterprises,
then any profits which would, but for those conditions, have accrued
to one of the enterprises, but, by reason of those conditions, have not
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ARTICLES9 AND 10

so accrued, may beincluded in the profits of that enterprise and taxed
accordingly.

2. Where a Contracting State includes in the profits of an enter-
prise of that State—and taxes accordingly—yprofits on which an en-
terprise of the other Contracting State has been charged to tax in that
other State and the profits so included are profits which would have
accrued to the enterprise of thefirst-mentioned Stateif the conditions
made between the two enterprises had been those which would have
been made between independent enterprises, then that other State
shall make an appropriate adjustment to the amount of the tax
charged therein on those profits. In determining such adjustment, due
regard shall be had to the other provisions of the Convention and the
competent authorities of the Contracting States shall, if necessary,
consult each other.

3. The provisions of paragraph 2 shall not apply where judicial,
administrative or other legal proceedings have resulted in afinal rul-
ing that by actions giving rise to an adjustment of profits under para-
graph 1, one of the enterprises concerned is liable to penalty with
respect to fraud, gross negligence or wilful default.

Article 10
DIVIDENDS

1. Dividends paid by a company which is a resident of a Con-
tracting State to a resident of the other Contracting State may be
taxed in that other State.

2. However, such dividends may also betaxed in the Contracting
State of which the company paying the dividendsisaresident and ac-
cording to the laws of that State, but if the beneficial owner of the
dividends is a resident of the other Contracting State, the tax so
charged shall not exceed:

(@) ___ per cent (the percentage is to be established through bi-
lateral negotiations) of the gross amount of the dividends if

18



ARTICLE 10

the beneficial owner is a company (other than a partnership)
which holds directly at least 10 per cent of the capital of the
company paying the dividends,

(b) ___ percent (the percentageisto be established through bilat-
eral negotiations) of the gross amount of the dividendsin all
other cases.

The competent authorities of the Contracting States shall by mutual
agreement settle the mode of application of these limitations.

This paragraph shall not affect the taxation of the company in
respect of the profits out of which the dividends are paid.

3. The term “dividends’ as used in this article means income
from shares, “jouissance” shares or “jouissance’ rights, mining
shares, founders' sharesor other rights, not being debt claims, partici-
pating in profits, aswell asincome from other corporate rightswhich
is subjected to the same taxation treatment as income from shares by
the laws of the State of which the company making thedistributionis
aresident.

4. Theprovisionsof paragraphs 1 and 2 shall not apply if the ben-
eficia owner of the dividends, being a resident of a Contracting
State, carries on business in the other Contracting State of which the
company paying the dividendsis aresident, through a permanent es-
tablishment situated therein, or performs in that other State inde-
pendent personal services from afixed base situated therein, and the
holding in respect of which the dividends are paid is effectively con-
nected with such permanent establishment or fixed base. In such case
the provisions of article 7 or article 14, as the case may be, shall

apply.

5. Where a company which is a resident of a Contracting State
derives profits or income from the other Contracting State, that other
State may not impose any tax on the dividends paid by the company,
except in so far as such dividends are paid to aresident of that other
State or in so far asthe holding in respect of which the dividends are
paid is effectively connected with a permanent establishment or a
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ARTICLES10 AND 11

fixed base situated in that other State, nor subject the company’ s un-
distributed profits to a tax on the company’s undistributed profits,
even if the dividends paid or the undistributed profits consist wholly
or partly of profits or income arising in such other State.

Article 11
INTEREST

1. Interest arising in a Contracting State and paid to aresident of
the other Contracting State may be taxed in that other State.

2. However, such interest may also be taxed in the Contracting
State in which it arises and according to the laws of that State, but if
the beneficial owner of the interest is a resident of the other Con-
tracting State, the tax so charged shall not exceed  per cent (the
percentage is to be established through bilateral negotiations) of the
gross amount of the interest. The competent authorities of the Con-
tracting States shall by mutual agreement settle the mode of applica-
tion of thislimitation.

3. The term “interest” as used in this article meansincome from
debt claims of every kind, whether or not secured by mortgage and
whether or not carrying aright to participate in the debtor’s profits,
and in particular, income from government securities and income
from bonds or debentures, including premiums and prizes attaching
to such securities, bonds or debentures. Penalty chargesfor late pay-
ment shall not be regarded as interest for the purpose of this article.

4. Theprovisionsof paragraphs 1 and 2 shall not apply if the ben-
eficial owner of the interest, being aresident of a Contracting State,
carries on business in the other Contracting State in which the inter-
est arises, through a permanent establishment situated therein, or per-
formsin that other State independent personal services from afixed
base situated therein, and the debt claim in respect of which theinter-
estispaidiseffectively connected with (a) such permanent establish-
ment or fixed base, or with (b) business activitiesreferred to in (c) of
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paragraph 1 of article 7. In such cases the provisions of article 7 or
article 14, asthe case may be, shall apply.

5. Interest shall be deemed to arise in a Contracting State when
the payer isaresident of that State. Where, however, the person pay-
ing theinterest, whether heisaresident of a Contracting State or not,
hasin a Contracting State a permanent establishment or afixed base
in connection with which the indebtedness on which the interest is
paid was incurred, and such interest is borne by such permanent es-
tablishment or fixed base, then such interest shall be deemed to arise
in the State in which the permanent establishment or fixed base is
Situated.

6. Where, by reason of a special relationship between the payer
and the beneficia owner or between both of them and some other
person, the amount of the interest, having regard to the debt claim for
which it is paid, exceeds the amount which would have been agreed
upon by the payer and the beneficial owner in the absence of such re-
lationship, the provisions of this article shall apply only to the
| ast-mentioned amount. In such case, the excess part of the payments
shall remain taxable according to the laws of each Contracting State,
due regard being had to the other provisions of this Convention.

Article 12
ROYALTIES

1. Royalties arising in a Contracting State and paid to aresident
of the other Contracting State may be taxed in that other State.

2. However, such royalties may also be taxed in the Contracting
Statein which they arise and according to thelaws of that State, but if
the beneficial owner of the royalties is a resident of the other Con-
tracting State, the tax so charged shall not exceed __ per cent (the
percentage is to be established through bilateral negotiations) of the
gross amount of the royalties. The competent authorities of the Con-
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tracting States shall by mutual agreement settle the mode of applica-
tion of thislimitation.

3. Theterm “royalties’ as used in thisarticle means payments of
any kind received asaconsideration for the use of, or theright to use,
any copyright of literary, artistic or scientific work including cine-
matograph films, or films or tapes used for radio or television broad-
casting, any patent, trademark, design or model, plan, secret formula
or process, or for theuse of, or theright to use, industrial, commercial
or scientific equipment or for information concerning industrial,
commercial or scientific experience.

4, Theprovisionsof paragraphs 1 and 2 shall not apply if the ben-
eficial owner of theroyalties, being aresident of a Contracting State,
carries on business in the other Contracting State in which the royal-
tiesarise, through a permanent establishment situated therein, or per-
formsin that other State independent personal services from afixed
base situated therein, and the right or property in respect of which the
royalties are paid is effectively connected with (a) such permanent
establishment or fixed base, or with (b) business activities referred
toin (c¢) of paragraph 1 of article 7. In such cases the provisions of
article 7 or article 14, as the case may be, shall apply.

5. Royalties shall be deemed to arisein a Contracting State when
the payer isaresident of that State. Where, however, the person pay-
ing the royalties, whether he is aresident of a Contracting State or
not, hasin a Contracting State a permanent establishment or a fixed
base in connection with which the liability to pay the royalties was
incurred, and such royalties are borne by such permanent establish-
ment or fixed base, then such royalties shall be deemed to arisein the
Statein which the permanent establishment or fixed baseissituated.

6. Where by reason of a special relationship between the payer
and the beneficial owner or between both of them and some other
person, the amount of the royalties, having regard to the use, right or
information for which they are paid, exceeds the amount which
would have been agreed upon by the payer and the beneficial owner
in the absence of such relationship, the provisions of thisarticle shall
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apply only to the last-mentioned amount. In such case, the excess
part of the payments shall remain taxable according to the laws of
each Contracting State, due regard being had to the other provisions
of this Convention.

Article 13
CAPITAL GAINS

1. Gains derived by aresident of a Contracting State from the
alienation of immovable property referred to in article 6 and situated
in the other Contracting State may be taxed in that other State.

2. Gainsfrom the alienation of movable property forming part of
the business property of a permanent establishment which an enter-
prise of a Contracting State has in the other Contracting State or of
movable property pertaining to afixed base available to aresident of
a Contracting State in the other Contracting State for the purpose of
performing independent personal services, including such gains
from the alienation of such a permanent establishment (alone or with
thewholeenterprise) or of such fixed base, may betaxed in that other
State.

3. Gainsfrom the alienation of shipsor aircraft operated ininter-
national traffic, boats engaged in inland waterways transport or mov-
able property pertaining to the operation of such ships, aircraft or
boats, shall be taxable only in the Contracting State in which the
place of effective management of the enterprise is situated.

4, Gains from the alienation of shares of the capital stock of a
company, or of an interest in a partnership, trust or estate, the prop-
erty of which consistsdirectly or indirectly principally of immovable
property situated in a Contracting State may betaxed in that State. In
particular:
(1) Nothing contained inthis paragraph shall apply to acompany,
partnership, trust or estate, other than acompany, partnership,
trust or estate engaged in the business of management of im-
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movabl e properties, the property of which consistsdirectly or
indirectly principaly of immovable property used by such
company, partnership, trust or estateinitsbusinessactivities.

(2) For the purposesof thisparagraph, “principally” inrelation to
ownership of immovable property means the value of such
immovable property exceeding 50 per cent of the aggregate
value of all assetsowned by the company, partnership, trust or
estate.

5. Gainsfrom the alienation of shares other than those mentioned
in paragraph 4 representing a participation of ___ per cent (the per-
centage is to be established through bilateral negotiations) in acom-
pany which isaresident of a Contracting State may be taxed in that
State.

6. Gains from the alienation of any property other than that re-
ferred to in paragraphs 1, 2, 3, 4 and 5 shall be taxable only in the
Contracting State of which the alienator is aresident.

Article 14
INDEPENDENT PERSONAL SERVICES

1. Income derived by aresident of a Contracting State in respect
of professional services or other activities of an independent charac-
ter shall be taxable only in that State except in the following circum-
stances, when such income may aso be taxed in the other
Contracting State:

(@) If he has afixed base regularly available to him in the other
Contracting State for the purpose of performing hisactivities;
in that case, only so much of the income as is attributable to
that fixed base may betaxed inthat other Contracting State; or

(b) If hisstay inthe other Contracting Stateisfor aperiod or peri-
ods amounting to or exceeding in the aggregate 183 days in
any twelve-month period commencing or ending in the fiscal
year concerned; in that case, only so much of theincome asis
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derived from his activities performed in that other State may
be taxed in that other State.

2. The term “professional services’ includes especially inde-
pendent scientific, literary, artistic, educational or teaching activities
as well as the independent activities of physicians, lawyers, engi-
neers, architects, dentists and accountants.

Article 15
DEPENDENT PERSONAL SERVICES

1. Subject to the provisions of articles 16, 18 and 19, salaries,
wages and other similar remuneration derived by aresident of aCon-
tracting State in respect of an employment shall be taxable only in
that State unless the employment is exercised in the other Con-
tracting State. If the employment is so exercised, such remuneration
asisderived therefrom may be taxed in that other State.

2. Notwithstanding the provisions of paragraph 1, remuneration
derived by aresident of a Contracting State in respect of an employ-
ment exercised in the other Contracting State shall be taxable only in
the first-mentioned State if:

(a) Therecipient is present inthe other State for a period or peri-
ods not exceeding in the aggregate 183 days in any
twelve-month period commencing or ending in thefiscal year
concerned; and

(b) The remuneration is paid by, or on behalf of, an employer
who is not aresident of the other State; and

(¢) Theremuneration isnot borne by a permanent establishment
or afixed base which the employer hasin the other State.

3. Notwithstanding the preceding provisions of this article, re-
muneration derived in respect of an employment exercised aboard a
ship or aircraft operated in international traffic, or aboard a boat en-
gaged ininland waterwaystransport, may betaxed in the Contracting
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State in which the place of effective management of the enterpriseis
Situated.

Article 16

DIRECTORS FEES AND REMUNERATION OF TOP-LEVEL
MANAGERIAL OFFICIALS

1. Directors fees and other similar payments derived by aresi-
dent of a Contracting State in his capacity as a member of the Board
of Directors of a company which is a resident of the other Con-
tracting State may be taxed in that other State.

2. Salaries, wages and other similar remuneration derived by a
resident of a Contracting State in his capacity as an officia in a
top-level managerial position of acompany which isaresident of the
other Contracting State may be taxed in that other State.

Article 17
ARTISTES AND SPORTSPERSONS

1. Notwithstanding the provisions of articles 14 and 15, income
derived by aresident of a Contracting State as an entertainer, such as
atheatre, motion picture, radio or television artiste, or amusician, or
asasportsperson, from hispersonal activitiesassuch exercisedinthe
other Contracting State, may be taxed in that other State.

2. Whereincomein respect of personal activities exercised by an
entertainer or asportsperson in his capacity as such accruesnot to the
entertainer or sportsperson himself but to another person, that in-
come may, notwithstanding the provisions of articles7, 14 and 15, be
taxed in the Contracting State in which the activities of the enter-
tainer or sportsperson are exercised.
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Article 18
PENSIONS AND SOCIAL SECURITY PAYMENTS

Article 18 (alternative A)

1. Subject to the provisions of paragraph 2 of article 19, pensions
and other similar remuneration paid to a resident of a Contracting
State in consideration of past employment shall be taxable only in
that State.

2. Notwithstanding the provisions of paragraph 1, pensions paid
and other payments made under a public schemewhich is part of the
social security system of a Contracting State or a political subdivi-
sion or alocal authority thereof shall be taxable only in that Stete.

Article 18 (alternative B)

1. Subject to the provisions of paragraph 2 of article 19, pensions
and other similar remuneration paid to a resident of a Contracting
Statein consideration of past employment may betaxed inthat State.

2. However, such pensions and other similar remuneration may
also betaxed in the other Contracting Stateif the payment is made by
aresident of that other State or a permanent establishment situated
therein.

3. Notwithstanding the provisions of paragraphs 1 and 2, pen-
sions paid and other payments made under a public schemewhichis
part of the social security system of a Contracting State or a political
subdivision or alocal authority thereof shall be taxable only in that
State.
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1. (a)

(b)

2. (a)

(b)

3.

Article 19
GOVERNMENT SERVICE

Salaries, wages and other similar remuneration, other than a
pension, paid by a Contracting State or apolitical subdivision
or alocal authority thereof to an individual in respect of
services rendered to that State or subdivision or authority
shall be taxable only in that State.

However, such saaries, wages and other similar remunera-
tion shall be taxable only in the other Contracting State if the
servicesarerendered in that other State and theindividual isa
resident of that State who:
(i) Isanationa of that State; or
(i) Did not become a resident of that State solely for the
purpose of rendering the services.

Any pension paid by, or out of funds created by, a Contracting
State or a political subdivision or alocal authority thereof to
an individual in respect of services rendered to that State or
subdivision or authority shall be taxable only in that State.

However, such pension shall betaxableonly in the other Con-
tracting State if the individual is aresident of, and a national
of, that other State.

The provisionsof articles 15, 16, 17 and 18 shall apply to sala-

ries, wages and other similar remuneration, and to pensions, in re-
spect of servicesrendered in connection with abusiness carried on by
a Contracting State or a political subdivision or a local authority
thereof.

Article 20
STUDENTS

Payments which a student or businesstrainee or apprenticewho isor
was immediately before visiting a Contracting State aresident of the
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other Contracting State and who is present in the first-mentioned
State solely for the purpose of his education or training receives for
the purpose of his maintenance, education or training shall not be
taxed in that State, provided that such payments arise from sources
outside that State.

Article 21
OTHER INCOME

1. Items of income of aresident of a Contracting State, wherever
arising, not dealt with in the foregoing articles of this Convention
shall be taxable only in that State.

2. The provisions of paragraph 1 shall not apply to income, other
than income from immovable property as defined in paragraph 2 of
article 6, if the recipient of such income, being aresident of a Con-
tracting State, carries on business in the other Contracting State
through a permanent establishment situated therein, or performsin
that other State independent personal servicesfrom afixed base situ-
ated therein, and the right or property in respect of which the income
ispaidiseffectively connected with such permanent establishment or
fixed base. In such casethe provisionsof article 7 or article 14, asthe
case may be, shall apply.

3. Notwithstanding the provisions of paragraphs 1 and 2, items
of income of a resident of a Contracting State not dealt with in the
foregoing articles of this Convention and arising in the other Con-
tracting State may also be taxed in that other State.
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Chapter 1V

TAXATION OF CAPITAL

Article 22
CAPITAL

1. Capital represented by immovable property referred to in arti-
cle 6, owned by aresident of a Contracting State and situated in the
other Contracting State, may be taxed in that other State.

2. Capital represented by movable property forming part of the
business property of a permanent establishment which an enterprise
of a Contracting State has in the other Contracting State or by mov-
able property pertaining to a fixed base available to a resident of a
Contracting State in the other Contracting State for the purpose of
performing independent personal services may be taxed in that other
State.

3. Capital represented by ships and aircraft operated in interna-
tional traffic and by boats engaged in inland waterways transport,
and by movable property pertaining to the operation of such ships,
aircraft and boats, shall be taxable only in the Contracting State in
whichthe place of effective management of the enterpriseissituated.

[4. All other elements of capital of a resident of a Contracting
State shall be taxable only in that State.]

(The Group decided to leave to bilateral negotiationsthe ques-
tion of the taxation of the capital represented by immovable property
and movable property and of all other elements of capital of aresi-
dent of a Contracting State. Should the negotiating parties decide to
include in the Convention an article on the taxation of capital, they
will have to determine whether to use the wording of paragraph 4 as
shown or wording that |eaves taxation to the State in which the capi-
tal islocated.)
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Chapter V

METHODS FOR THE ELIMINATION OF
DOUBLE TAXATION

Article 23 A
EXEMPTION METHOD

1. Where a resident of a Contracting State derives income or
owns capital which, in accordance with the provisions of this Con-
vention, may be taxed in the other Contracting State, the first-
mentioned State shall, subject to the provisions of paragraphs 2 and
3, exempt such income or capital from tax.

2. Where a resident of a Contracting State derives items of in-
come which, in accordance with the provisions of articles 10, 11 and
12, may be taxed in the other Contracting State, the first-mentioned
State shall allow as a deduction from the tax on the income of that
resident an amount equal to the tax paid in that other State. Such de-
duction shall not, however, exceed that part of the tax, as computed
before the deduction is given, which is attributable to such items of
income derived from that other State.

3. Where in accordance with any provision of this Convention
income derived or capital owned by aresident of a Contracting State
isexempt from tax in that State, such State may nevertheless, in cal-
culating the amount of tax on the remaining income or capital of such
resident, take into account the exempted income or capital.

Article 23 B
CREDIT METHOD

1. Where a resident of a Contracting State derives income or
owns capital which, in accordance with the provisions of this Con-
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vention, may be taxed in the other Contracting State, the first-
mentioned State shall allow as a deduction from the tax on the in-
come of that resident an amount equal to the income tax paid in that
other State; and as adeduction from the tax on the capital of that resi-
dent, an amount equal to the capital tax paid in that other State. Such
deductionin either case shall not, however, exceed that part of thein-
come tax or capital tax, as computed before the deduction is given,
which isattributable, as the case may be, to theincome or the capital
which may be taxed in that other State.

2. Where, in accordance with any provision of this Convention,
income derived or capital owned by aresident of a Contracting State
isexempt from tax in that State, such State may nevertheless, in cal-
culating the amount of tax on the remaining income or capital of such
resident, take into account the exempted income or capital.
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Chapter VI

SPECIAL PROVISIONS

Article 24
NON-DISCRIMINATION

1. Nationals of a Contracting State shall not be subjected in the
other Contracting State to any taxation or any requirement connected
therewith which is other or more burdensome than the taxation and
connected requirements to which nationals of that other State in the
same circumstances, in particular with respect to residence, are or
may be subjected. This provision shall, notwithstanding the provi-
sions of article 1, also apply to persons who are not residents of one
or both of the Contracting States.

2. Statel ess personswho areresidents of aContracting State shall
not be subjected in either Contracting State to any taxation or any re-
quirement connected therewith which is other or more burdensome
than the taxation and connected requirements to which nationals of
the State concerned in the same circumstances, in particular with re-
spect to residence, are or may be subjected.

3. The taxation on a permanent establishment which an enter-
prise of a Contracting State has in the other Contracting State shall
not be lessfavourably levied in that other State than the taxation lev-
ied on enterprises of that other State carrying on the same activities.
This provision shall not be construed as obliging a Contracting State
to grant to residents of the other Contracting State any personal al-
lowances, reliefs and reductions for taxation purposes on account of
civil status or family responsibilities which it grants to its own resi-
dents.

4, Except where the provisions of paragraph 1 of article 9, para-
graph 6 of article 11, or paragraph 6 of article 12 apply, interest, roy-
alties and other disbursements paid by an enterprise of a Contracting
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Stateto aresident of the other Contracting State shall, for the purpose
of determining the taxable profits of such enterprise, be deductible
under the same conditions asif they had been paid to aresident of the
first-mentioned State. Similarly, any debts of an enterprise of a Con-
tracting Stateto aresident of the other Contracting State shall, for the
purpose of determining the taxable capital of such enterprise, be de-
ductible under the same conditions asif they had been contracted to a
resident of the first-mentioned State.

5. Enterprises of a Contracting State, the capital of which is
wholly or partly owned or controlled, directly or indirectly, by oneor
more residents of the other Contracting State, shall not be subjected
in the first-mentioned State to any taxation or any requirement con-
nected therewith which is other or more burdensome than the taxa-
tion and connected requirementsto which other similar enterprises of
the first-mentioned State are or may be subjected.

6. The provisions of thisarticle shall, notwithstanding the provi-
sions of article 2, apply to taxes of every kind and description.

Article 25
MUTUAL AGREEMENT PROCEDURE

1.  Whereaperson considersthat the actions of one or both of the
Contracting States result or will result for him in taxation not in ac-
cordancewith the provisions of this Convention, hemay, irrespective
of the remedies provided by the domestic law of those States, present
his case to the competent authority of the Contracting State of which
heisaresident or, if hiscase comesunder paragraph 1 of article 24, to
that of the Contracting State of which heisanational. The case must
be presented within three years from the first notification of the ac-
tion resulting in taxation not in accordance with the provisions of the
Convention.

2. The competent authority shall endeavour, if the objection ap-
pearsto it to bejustified and if it isnot itself ableto arrive at a satis-



ARTICLES 25 AND 26

factory solution, to resolve the case by mutual agreement with the
competent authority of the other Contracting State, with aview to the
avoidance of taxation which is not in accordance with this Conven-
tion. Any agreement reached shall be implemented notwithstanding
any time limitsin the domestic law of the Contracting States.

3. The competent authorities of the Contracting States shall
endeavour to resolve by mutual agreement any difficulties or doubts
arising asto theinterpretation or application of the Convention. They
may also consult together for the elimination of double taxation in
cases not provided for in the Convention.

4, The competent authorities of the Contracting States may com-
municate with each other directly, including through ajoint commis-
sion consisting of themselves or their representatives, for the purpose
of reaching an agreement in the sense of the preceding paragraphs.
The competent authorities, through consultations, shall develop ap-
propriate bilateral procedures, conditions, methods and techniques
for the implementation of the mutual agreement procedure provided
for in this article. In addition, a competent authority may devise ap-
propriate unilateral procedures, conditions, methods and techniques
to facilitate the above-mentioned bilateral actionsand theimplemen-
tation of the mutual agreement procedure.

Article 26
EXCHANGE OF INFORMATION

1. The competent authorities of the Contracting States shall ex-
change such information as is necessary for carrying out the provi-
sions of this Convention or of the domestic laws of the Contracting
States concerning taxes covered by the Convention, in so far as the
taxation thereunder is not contrary to the Convention, in particular
for the prevention of fraud or evasion of such taxes. The exchange of
information is not restricted by article 1. Any information received
by aContracting State shall betreated as secret in the same manner as
information obtained under the domestic laws of that State. How-
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ever, if the information is originally regarded as secret in the trans-
mitting State it shall be disclosed only to persons or authorities
(including courts and administrative bodies) concerned with the as-
sessment or collection of, the enforcement or prosecution in respect
of, or the determination of appealsin relation to the taxes which are
the subject of the Convention. Such persons or authorities shall use
theinformation only for such purposes but may disclosetheinforma-
tion in public court proceedings or in judicial decisions. The compe-
tent authorities shall, through consultation, develop appropriate
conditions, methods and techniques concerning the matters in re-
spect of which such exchanges of information shall be made, includ-
ing, where appropriate, exchanges of information regarding tax
avoidance.

2. In no case shall the provisions of paragraph 1 be construed so
asto impose on a Contracting State the obligation:

(¢) To carry out administrative measures at variance with the
laws and administrative practice of that or of the other Con-
tracting State;

() Tosupply information which is not obtainable under the laws
or in the normal course of the administration of that or of the
other Contracting State;

(¢) Tosupply information which would disclose any trade, busi-
ness, industrial, commercial or professional secret or trade
process, or information, the disclosure of which would be
contrary to public policy (ordre public).

Article 27
MEMBERS OF DIPLOMATIC MISSIONS
AND CONSULAR POSTS

Nothing in this Convention shall affect thefiscal privileges of mem-
bers of diplomatic missions or consular posts under the general rules
of international law or under the provisions of special agreements.
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Chapter VII

FINAL PROVISIONS

Article 28
ENTRY INTO FORCE
1. This Convention shall beratified and the instruments of ratifi-

cation shall be exchanged at as soon as
possible.

2. The Convention shall enter into force upon the exchange of in-
struments of ratification and its provisions shall have effect:

(@) (InStateA): v
(D REULES (=] =) R

Article 29
TERMINATION

This Convention shall remain in force until terminated by a Con-
tracting State. Either Contracting State may terminate the Conven-
tion, through diplomatic channels, by giving notice of termination at
least six months before the end of any calendar year after the year
____.Insuch event, the Convention shall cease to have effect:

(@) (InStateA): e
(b) (InStateB): ...cccveveeieecieeeecie

TERMINAL CLAUSE

NOTE: The provisions relating to the entry into force and termination and the
terminal clause concerning the signing of the Convention shall be drafted in
accordance with the constitutional procedure of both Contracting States.
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Part Two

COMMENTARIES ON THE ARTICLES OF THE
UNITED NATIONS MODEL DOUBLE TAXATION
CONVENTION BETWEEN DEVELOPED AND
DEVELOPING COUNTRIES

[Referencesto paragraphsfrom the OECD Model Convention Commentary are
indicated at the end of each paragraph in square brackets.]






ARTICLE 1 COMMENTARY

Commentary on chapter |

SCOPE OF THE CONVENTION

Article 1
PERSONS COVERED

A. GENERAL CONSIDERATIONS

1. Article 1 of the United Nations Model Convention reproduces
Article 1 of the OECD Model Convention.

2. Thetitle of article 1 has been changed in 1999 from “ Personal
scope”’ to “Persons covered”. The first article of the Convention
should normally specify the types of persons or taxpayers to whom
the Convention applies. Thetitle“ Personal scope” did not convey the
scope of application of the Convention. Hence, the title of article 1
has been appropriately changed to “Persons covered” to convey the
correct scope of the Convention.

3. Likethe OECD Model Convention, the United Nations Model
Convention applies to persons who are “residents of one or both of
the Contracting States’. The personal scope of most of the earliest
conventions was more restrictive, in that it encompassed “ citizens’
of the Contracting States. However, in some early conventions that
scopewaswider, covering “taxpayers’ of the Contracting States, that
is personswho, although not residing in either State, are nevertheless
liable to tax on part of their income or capital in each of them. In
some articlesthere are exceptionsto thisrule, for examplein articles
24, paragraph 1, 25, paragraph 1, and 26, paragraph 1.

4, The United Nations Model Convention does not contain spe-
cial provisions relating to partnerships. The Contracting States are
therefore left free to examine the problems concerning partnerships
in bilateral negotiations and to agree upon such specia provisionsas
they may find necessary and appropriate. The OECD Committee on
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PERSONS COVERED


ARTICLE 1 COMMENTARY

Fisca Affairs has adopted on 20 January 1999 the report of the
Working Group entitled “ The Application of the OECD Model Tax
Convention to Partnerships’. The report deal s with the application of
the provisions of the OECD Model Tax Convention, and indirectly of
bilateral tax conventions based on that Model, to partnerships. The
Committee recognizes, however, that many of the principles dis-
cussed in that report may also apply, mutatis mutandis, to other
non-corporate entities. In this report, references to “partnerships’
cover entitieswhich qualify as such under civil or commercial law as
opposed to tax law. The wide differences in the views of the OECD
member countries stem from the fact that their domestic laws treat
partnerships in different ways. In some OECD countries, partner-
ships are treated as taxabl e units and sometimes even as companies,
while other OECD countries do not tax the partnership as such and
only tax individual partners on their shares of partnership income.
Similar differences in the tax treatment of partnerships exist in the
developing countries.

5. Animportant questioniswhether apartnership should itself be
allowed the benefits of the Convention. If, under the laws of a Con-
tracting State, partnerships are taxable entities, a partnership may
qualify as a resident of that Contracting State under paragraph 1 of
article4 and therefore be entitled to benefits of the Convention. How-
ever, if apartnership isaconduit and only partners are taxed on part-
nership income, the partnership may also be disregarded under the
Convention, at least in the absence of special rulesin the Convention
providing otherwise.

6. The application of the Convention to partnersmay also depend
on the laws of the Contracting States. The laws of the Contracting
States al so determine the treatment under the Convention of a dispo-
sition of a partnership interest.

7. If the Contracting States differ in their treatments of partner-
ships, different articles of the Convention can apply to the same
transaction in the two States, which may result in double taxation or
non-taxation in both States.
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8. With respect to the improper use of the convention, the OECD
Commentary observes as under:

“Improper use of the Convention

The purpose of double taxation conventionsisto promote,
by eliminating international double taxation, exchange of
goods and services, and the movement of capital and persons,
they should not, however, help tax avoidance or evasion. True,
taxpayers have the possibility, irrespective of double taxation
conventions, to exploit differences in tax levels between
States and the tax advantages provided by various countries
taxation laws, but it isfor the States concerned to adopt provi-
sionsin their domestic lawsto counter such manoeuvres. Such
Stateswill thenwish, intheir bilateral double taxation conven-
tions, to preserve the application of provisions of this kind
contained in their domestic laws.” [para. 7]

“Moreover, the extension of the network of double taxa-
tion conventions still reinforces the impact of such manoeu-
vres by making it possible, using artificial legal constructions,
to benefit both from the tax advantages available under do-
mestic laws and the tax relief provided for in double taxation
conventions.” [para. 8]

“Thiswould bethe case, for example, if aperson (whether
or not a resident of a Contracting State), acts through a legal
entity created in a State essentially to obtain treaty benefits
that would not be available directly. Another case would be an
individual who has in a Contracting State both his permanent
home and all his economic interests, including a substantial
share holding in acompany of that State, and who, essentially
in order to sell the shares and escape taxation in that State on
the capital gains from the alienation (by virtue of paragraph
[6] of Article 13), transfers his permanent home to the other
Contracting State, where such gains are subject to little or no
tax.” [para. 9]

“Some of these situations are dealt with in the Convention,
e.g., by the introduction of the concept of ‘beneficial owner’
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(in Articles 10, 11 and 12) and of specia provisions, for
so-called artiste-companies (paragraph 2 of Article 17). Such
problems are also mentioned in the Commentaries on Article
10 (paragraphs 17 and 22), Article 11 (paragraph 12), and Ar-
ticle 12 (paragraph 7). It may be appropriate for Contracting
Statesto agreein bilateral negotiationsthat any relief from tax
should not apply in certain cases, or to agree that the applica-
tion of the provisions of domestic laws against tax avoidance
should not be affected by the Convention.” [para. 10]

The OECD Commentary sets forth a useful inventory of ap-

proaches to address the problem of improper uses of the Convention,
many of them involving conduit companies, as follows:

“A solution to the problem of conduit companieswould be
to disallow treaty benefitsto acompany not owned, directly or
indirectly, by residents of the State of which the company isa
resident. For example, such a‘look through’ provision might
have the following wording:

‘A company that is aresident of a Contracting State
shall not be entitled to relief from taxation under this Con-
vention with respect to any item of income, gains or profit
if itisowned or controlled directly or through one or more
companies, wherever resident, by personswho are not res-
idents of a Contracting State.’

Contracting States wishing to adopt such a provision may
alsowant, intheir bilateral negotiations, to determinethecrite-
ria according to which a company would be considered as
owned or controlled by non-residents.” [para. 13]

“Conduit situations can be created by the use of tax-
exempt (or nearly tax-exempt) companies that may be distin-
guished by special legal characteristics. The improper use of
tax treaties may then be avoided by denying thetax treaty ben-
efits to these companies (the exclusion approach). The main
cases are specific types of companies enjoying tax privileges
intheir State of residence giving themin fact astatussimilar to
that of anon-resident. Assuch privilegesare granted mostly to
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specific types of companies as defined in the commercial law
or thetax law of acountry, the most radical solution would be
to exclude such companies from the scope of the treaty. An-
other solution would beto insert a safeguarding clause such as
the following:

‘No provision of the Convention conferring an exemp-
tion from, or reduction of, tax shall apply to income re-
ceived or paid by acompany as defined under Section. . . of
the. .. Act, or under any similar provision enacted by . ..
after the signature of the Convention.’

The scope of this provision could be limited by referring
only to specific types of income, such as, dividends, interest,
capital gainsor director’ sfees. Under such provisions compa
nies of thetype concerned would remain entitled to the protec-
tion offered under Article 24 (Non-discrimination) and to the
benefits of Article 25 (Mutual agreement procedure) and they
would be subject to the provisions of Article 26 (Exchange of
information).” [para. 15]

“General subject-to-tax provisions provide that the treaty
benefitsto the State of source are granted only if theincomein
guestion is subject to tax in the State of residence. This corre-
spondsto the aim of tax treaties, namely, to avoid double taxa-
tion. For a number of reasons, however, the Model
Convention does not recommend such a general provision.
While this seems adequate with respect to normal interna-
tional relationship, a subject-to-tax approach might well be
adopted in atypical conduit situation. A safeguarding provi-
sion of thiskind could have the following wording:

“Where income arising in a Contracting State is re-
ceived by a company resident of the other Contracting
State and one or more persons not resident in that other
Contracting State

() have directly or indirectly or through one or more
companies, wherever resident, a substantial interest in
such company, in the form of participation or otherwise,
or
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10.

(b) exercisedirectly or indirectly, alone or together, the
management or control of such company,

any provision of this Convention conferring an exemption
from, or areduction of, tax shall apply only to income that
issubject to tax in the last-mentioned State under the ordi-
nary rules of itstax law.”

The concept of ‘substantial interest’ may be further speci-
fied when drafting a bilateral convention. Contracting States
may expressit, for instance, as apercentage of the capital or of
the voting rights of the company.” [para. 17]

The OECD Commentary cautions:

“The solutions described above are of ageneral nature and
they need to be accompanied by specific provisionsto ensure
that treaty benefits will be granted in bona fide cases. Such
provisions could have the following wording:

(@) General bona fide provision

The foregoing provisions shall not apply where the com-
pany establishes that the principal purpose of the com-
pany, the conduct of its business and the acquisition or
maintenance by it of the share holding or other property
from which the income in question is derived, are moti-
vated by sound business reasons and thus do not have as
primary purpose the obtaining of any benefit under this
Convention.

(b) Activity provision

The foregoing provisions shall not apply where the com-
pany is engaged in substantive business operations in the
Contracting State of which it is a resident and the relief
from taxation claimed from the other Contracting State is
with respect to income which is connected with such oper-
ations.
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(¢) Amount of tax provision

Theforegoing provisions shall not apply where the reduc-
tion of tax claimed is not greater than the tax actually im-
posed by the Contracting State of which the company isa
resident.

(d) Stock exchange provision

The foregoing provisions shall not apply to a company
which is aresident of a Contracting State if the principa
class of its shares is registered on an approved stock ex-
changein a Contracting State or if such company iswholly
owned—directly or through one or more companies each of
which isaresident of the first-mentioned State—by a com-
pany whichisaresident of thefirst-mentioned State and the
principal class of whose sharesis so registered.

(e) Alternative relief provision

In cases where an anti-abuse clause refers to non-residents
of a Contracting State, it could be provided that such ex-
pression ‘shall not be deemed to include residents of third
States that have income tax conventions in force with the
Contracting State from which relief from taxation is
claimed and such conventions providerelief from taxation
not less than the relief from taxation claimed under this
Convention’.

These provisions illustrate possible approaches. The spe-

cific wording of the provisions to be included in a particular
treaty depends on the general approach taken in that treaty and
should be determined on a bilateral basis. Also, where the
competent authorities of the Contracting States have the
power to apply discretionary provisions, it may be considered
appropriate to include an additional rule that would give the
competent authority of the source country the discretion to al-
low the benefits of the Convention to a resident of the other
State even if the resident failed to pass any of the tests de-
scribed above.” [para. 21]
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In this connection, the OECD Commentary observes:

“Other forms of abuse of tax treaties (e.g., the use of abase
company) and of possible ways to deal with them such as
‘substance-over-form’ rules and ‘sub-part F type’ provisions
have also been analysed.” [para. 22]

“The large majority of OECD Member countries consider
that such measures are part of the basic domestic rules set by
national tax law for determining which facts giverise to atax
liability. These rules are not addressed in tax treaties and are
therefore not affected by them. One could invoke the spirit of
the Convention, which would be violated only if a company,
whichisaperson within the meaning of the Convention, ended
up with no or almost no activity or income being attributed
to it, and the Contracting States took divergent views on the
subject, with economic double taxation resulting therefrom,
the same income being taxed twice in the hands of two differ-
ent taxpayers (cf. paragraph 2 of Article9). A dissenting view,
on the other hand, holds that such rules are subject to general
provisions of tax treaties against double taxation, especially
wherethetreaty itself contains provisionsaimed at counteract-
ing itsimproper use.” [para. 23]

“It isnot easy to reconcile these divergent opinions, either
intheory or in mutual agreement procedures on specific cases.
The main problem seems to be whether or not genera princi-
ples such as “ substance-over-form” areinherent in treaty pro-
visions, i.e., whether they can be applied in any case, or only to
the extent they are expressly mentioned in bilateral conven-
tions. The dissenting view argues that to give domestic rules
preference over treaty rules asto who, for tax purposes, isre-
garded as the recipient of the income shifted to a base com-
pany, would erode the protection of taxpayers against double
taxation (e.g., where by applying these rules, base company
incomeistaxed inthe country of the shareholders even though
there is no permanent establishment of the base company
there). However, it is the view of the wide majority that such
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rules, and the underlying principles, do not have to be con-
firmedinthetext of the conventionto beapplicable.” [para. 24]

“While these and the other counteracting measures de-
scribed in the reports? [found in Volume Il of the OECD
Model Convention] are not inconsistent with the spirit of tax
treaties, there is agreement that Member countries should
carefully observe the specific obligations enshrined in tax
treaties, as long as there is no clear evidence that the treaties
are being improperly used. Furthermore, it seems desirable
that counteracting measures comply with the spirit of tax treat-
ies with a view to avoiding double taxation. Where the tax-
payer complies with such counteracting measures, it might
furthermore be appropriate to grant him the protection of the
treaty network.” [para. 25]

“The majority of Member countries accept counteracting
measures as anecessary means of maintaining equity and neu-
trality of national tax laws in an international environment
characterised by very different tax burdens, but believe that
such measures should be used only for this purpose. It would
be contrary to the genera principles underlying the Model
Convention and to the spirit of tax treatiesin general if coun-
teracting measures were to be extended to activities such as
production, normal rendering of services or trading of compa-
nies engaged in real industrial or commercia activity, when
they are clearly related to the economic environment of the
country where they are resident in a situation where these ac-
tivities are carried out in such a way that no tax avoidance
could be suspected. Counteracting measures should not be ap-
plied to countriesinwhich taxation iscomparableto that of the
country of residence of the taxpayer.” [para. 26]

2The two reports from the Committee on Fiscal Affairs of the OECD
entitled “Double Taxation Conventions and the Use of Base Companies’ and
“Double Taxation Conventions and the Use of Conduit Companies’ may be
seen in the OECD Model Convention Volume Il at pages R(5)-1 and R(6)-I.
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Article 2
TAXES COVERED BY THE CONVENTION

A. GENERAL CONSIDERATIONS

1. Article 2 of the United Nations Model Convention reproduces
paragraphs 1, 2 and 3 of Article 2 of the OECD Model Convention,
whereas paragraph 4 differs from paragraph 4 of the OECD Model
Convention.

2. Thisarticleis designed to clarify the terminology and nomen-
clature concerning the taxes to be covered by the convention. In this
connection, it may be observed that the same income or capital may
be subject in the same country to various taxes—either taxes which
differ in nature or taxes of the same nature levied by different politi-
cal subdivisionsor local authorities. Hence doubl e taxation cannot be
wholly avoided unless the methods for the relief of double taxation
applied in each Contracting State take into account all the taxes to
which such income or capital is subject. Consequently, the terminol-
ogy and nomenclature relating to the taxes covered by atreaty must
be clear, precise and as comprehensive as possible. As noted in the
OECD Commentary on Article 2 of the OECD Model Convention,
thisis necessary:
“to ensure identification of the Contracting States' taxes cov-
ered by the Convention, to widen as much as possible thefield
of application of the Convention by including, asfar as possi-
ble, and in harmony with the domestic laws of the Contracting
States, the taxes imposed by their political subdivisions or lo-
cal authorities, and to avoid the necessity of concluding anew
convention whenever the Contracting States domestic laws
are modified, by means of the periodical exchange of listsand
through a procedure for mutual consultation.” [para. 1]
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B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 2

Paragraph 1

3. This paragraph states that the Convention applies to taxes on
income and on capital, irrespective of the authority on behalf of
which such taxesareimposed (e.g., the Stateitself or itspolitical sub-
divisions or local authorities) and irrespective of the method by
which thetaxesarelevied (e.g., by direct assessment or by deduction
at the source, in the form of surtaxes or surcharges or as additional
taxes).

Paragraph 2

4. This paragraph defines taxes on income and on capital, as
taxes on total income, on total capital or on elements of income or of
capital, including taxes on gains from the alienation of movable or
immovable property, taxes on capital appreciation and taxes on the
total amounts of wages or salaries paid by enterprises. Practices re-
garding the coverage of taxes on the total amount of wages and sala-
ries paid by enterprises vary from country to country and this matter
should be taken into account in bilateral negotiations. According to
the Commentary on Article 2, paragraph 2, of the OECD Model Con-
vention, the last-named taxes do not include “ social security charges
or any other charges paid where there is adirect connection between
thelevy and theindividual benefitsto bereceived”. The OECD Com-
mentary further observes:

“Clearly a State possessing taxing powers—and it
alone—may levy the taxesimposed by its legislation together
with any duties or charges accessory to them: increases, costs,
interest etc. It has not been considered necessary to specify
thisintheArticle, asit is obviousthat in thelevying of the tax
the accessory duties or charges depend on the samerule asthe
principa duty.” [para. 4]

“The Article does not mention ‘ordinary taxes or ‘ex-
traordinary taxes'. Normally, it might be considered justifi-
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abletoinclude extraordinary taxesin aModel Convention, but
experience has shown that such taxesare generally imposed in
very special circumstances. In addition, it would be difficult to
define them. They may be extraordinary for various reasons,
their imposition, the manner in which they are levied, their
rates, their objects, etc. Thisbeing so, it seems preferable not
toinclude extraordinary taxesintheArticle. But, asitisnot in-
tended to exclude extraordinary taxes from al conventions,
ordinary taxes have not been mentioned either. The Con-
tracting States are thusfreeto restrict the convention’ sfield of
application to ordinary taxes, to extend it to extraordinary
taxes, or even to establish special provisions.” [para. 5]

Paragraph 3

5. This paragraph provides the Contracting States an opportunity
to enumerate the taxes to which the Convention is to apply. Accord-
ing to the Commentary on Article 2, paragraph 3, of the OECD
Model Convention, thelist “isnot exhaustive”, for “it servestoillus-
trate the preceding paragraphs of the article”. In principle, however,
it is expected to be “acomplete list of taxesimposed in each State at
the time of signature and covered by the Convention”.

Paragraph 4

6. This paragraph supplements paragraph 3 by stating that the
Convention is to apply also to any identical or substantially similar
taxeswhich areimposed after the date of signature of the Convention
in addition to, or in place of, the existing taxes. According to the
Commentary on Article 2, paragraph 4, of the OECD Model Conven-
tion, “this provision is necessary to prevent the Convention from be-
coming inoperative in the event of one of the States modifying its
taxation laws’. Prior to the amendment in 1999, the second sentence
of paragraph 4 read as under:

“At the end of each year, the competent authorities of the
Contracting States shall notify each other of changes which
have been made in their respective taxation laws.”
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It was considered that the scope of this provision was very
wide since, in practice, most Contracting States do not communicate
with each other on each change in their tax laws. Moreover, the re-
guirement to exchange information on changesin tax laws should ex-
tend only to significant changesin law which affect the application of
the Convention. Such aprovision can befoundin several bilateral tax
treaties. Hence, it was decided to change the second sentence of para-
graph 4 as under:

“The competent authorities of the Contracting States shall no-
tify each other of significant changes made to their tax law.”
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Commentary on chapter 11

DEFINITIONS

Article 3
GENERAL DEFINITIONS

A. GENERAL CONSIDERATIONS

1. Article 3 of the United Nations Model Convention reproduces
Article 3 of the OECD Model Convention. Several general defini-
tionsare normally necessary for the understanding and application of
a bilateral tax convention, although terms relating to more special-
ized conceptsare usually defined or interpreted in specia provisions.
On the other hand, there are terms whose definitions are not included
in the convention but are left to bilateral negotiations.

2. Article 3 of the United Nations Model Convention, like
Article 3 of the OECD Model Convention, sets forth a number of
general definitionsrequired for theinterpretation of thetermsusedin
the Convention. These terms are “person”, “company”, “enterprise
of a Contracting State”, “international traffic”, “competent author-
ity” and “national” . Article 3 leaves space for the designation of the
“competent authority” of each Contracting State. The terms “resi-
dent” and “permanent establishment” are defined in articles4 and 5
respectively, whiletheinterpretation of certaintermsused in thearti-
cleson specia categories of income (e.g., immovable property, divi-
dends) is clarified in the articles concerned. The parties to a
convention are left free to agree bilaterally on a definition of the
terms “a Contracting State” and “the other Contracting State”. They
also may include in the definition of a Contracting State a reference
to continental shelves.
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B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 3
Paragraph 1

(a) The term “person”

3. Theterm “person”, which isdefined in subparagraph («) asin-
cluding an individual, a company and any other body of persons,
should beinterpreted very broadly. According to the Commentary on
Article 3 of the OECD Model Convention, the term aso includes
“any entity which, although itself not abody of persons, istreated as
abody corporate for tax purposes [e.g., a foundation]”.

()  The term “company”

4, The definition of the term “company”, like the corresponding
definition in the OECD Model Convention, is formulated with spe-
cial referenceto article 10 on dividends. The definition isrelevant to
that articleand to article 5, paragraph 8, and article 16, corresponding
respectively to Article 5, paragraph 7, and Article 16 of the OECD
Model Convention.

(¢) The term “enterprise of a Contracting State”

5. Subparagraph (c) defines the terms “enterprise of a Con-
tracting State” and “ enterprise of the other Contracting State”. It does
not definethe term “enterprise” per se, because, as noted in the Com-
mentary on the OECD Model Convention, “the question whether an
activity is performed within an enterprise or is deemed to constitute
in itself an enterprise has aways been interpreted according to the
provisions of the domestic laws of the Contracting States’.

(d) The term “international traffic”

6. The definition of the “international traffic” is based on the
principle that the right to tax profits arising from the operation of
shipsor aircraftininternational traffic residesonly inthe Contracting
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State in which the place of effective management is situated. This
principleisset forthinarticle8 A, paragraph 1 (corresponding to Ar-
ticle 8, paragraph 1, of the OECD Model Convention), andin article
8 B, paragraph 1, and the first sentence of paragraph 2 (provided in
thelatter casethat the shipping activities concerned are not morethan
casual). However, the Contracting States may agree on abilateral ba-
sisto substitute areference to residencein subparagraph (d) if appro-
priate to conform to the general tenor of the other articlesrelating to
international traffic. In such cases, as noted in the Commentary on
the OECD Model Convention, “the words ‘an enterprise which has
its place of effective management in a Contracting State’ should be
replaced by ‘an enterprise of a Contracting State’ or ‘aresident of a
Contracting State’”.

7. Asalso noted inthe OECD Commentary, the definition of the
term “international traffic” is*“broader than the term normally signi-
fies[in order] to preserve for the State of the place of effective man-
agement the right to tax purely domestic traffic as well as
international traffic between third States, and to allow the other Con-
tracting State to tax traffic solely within its borders’.

(e) Theterm “competent authority”

8. Asinthe OECD Model Convention, the definition of theterm
“competent authority” isleft to the Contracting States, which arefree
to designate one or more authorities as being competent for the pur-
pose of applying the Convention. Thisapproach isnecessary because
in some countriestheimplementation of double taxation conventions
may not lie solely within thejurisdiction of the highest tax authorities
in so far as some matters may be reserved to, or may fall within the
competence of, other authorities.

() The term “national”

9. Initially, the definition of theterm “national” occurred in para-
graph 2 of article 24 relating to “ Non-discrimination”. Asaresult, the
definition of the term “national” would have restricted application
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only for the purposes of article 24. Sincetheterm *national” hasbeen
referred to in other articles of the Convention aswell, namely, article
4.2(c) and (d), article 19, article 24 and article 25, it was decided in
1999 to shift the definition of theterm “ national” from paragraph 2 of
article 24 to subparagraph (/) of paragraph 1 of article 3. For natural
persons, the definition merely statesthat the term appliesto any indi-
vidual possessing the nationality of a Contracting State. It has not
been found necessary to introduce into thetext of the Convention any
considerations on the signification of the concept of nationality, any
more than it seemed appropriate to make any special comment on the
meaning and application of the word. In determining what is meant
by “the nationals of a Contracting State” in relation to individuals,
reference must be made to the sensein which thetermisusualy em-
ployed and each State’ sruleson the acquisition or lossof nationality.

10.  Subparagraph (f) ismore specific asto legal persons, partner-
ships and associations. By declaring that any legal person, partner-
ship or association deriving itsstatusas such fromthelawsin forcein
a Contracting State is considered to be a national, the provision dis-
poses of adifficulty which often arisesin determining the nationality
of companies. In defining the nationality of companies, some States
haveregard lessto the law which governsthe company thanto the or-
igin of the capital with which the company wasformed or the nation-
ality of the individuals or legal persons controlling it.

11. Moreover, in view of the legal relationship created between
the company and the State under whose lawsiit is constituted, which
resemblesthe relationship of nationality for individuals, it seems ap-
propriate not to deal with legal persons, partnershipsand associations
in aspecial provision, but to assimilate them with individuals under
the term “national”.

Paragraph 2

12. Likearticle 3, paragraph 2, of the OECD Model Convention,
this paragraph contains a general rule concerning the meaning of
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terms used but not defined in the Convention. According to the
OECD Commentary, it amended paragraph 2 in 1995 in order:

“...toconformitstext more closdly to the general and consistent
understanding of Member States. For purposes of paragraph 2,
the meaning of any term not defined in the Convention may be
ascertained by reference to the meaning it has for the purpose
of any relevant provision of the domestic law of a Contracting
State, whether or not atax law. However, where atermis de-
fined differently for the purposes of different laws of a Con-
tracting State, the meaning given to that term for purposes of
the laws imposing the taxes to which the Convention applies
shall prevail over al others, including those given for the pur-
poses of other tax laws. Statesthat are ableto enter into mutual
agreements (under the provisions of Article 25 and, in particu-
lar, paragraph 3 thereof) that establish the meanings of terms
not defined in the Convention should take those agreements
into account in interpreting those terms.” [para. 13.1]

When aconflict arises between thelegislation in force when the Con-
vention was signed and that in force when the tax isimposed, the lat-
ter interpretation prevails.

13.  The OECD Commentary states:

“However, paragraph 2 specifies that this applies only if
the context does not require an alternative interpretation. The
context isdetermined in particular by the intention of the Con-
tracting States when signing the Convention as well as the
meaning given to the term in question in the legislation of the
other Contracting State (an implicit reference to the principle
of reciprocity on which the Conventionisbased). Thewording
of the Article therefore allows the competent authorities some
leeway.” [para. 12]

“Consequently, the wording of paragraph 2 provides a sat-
isfactory balance between, on the one hand, the need to ensure
the permanency of commitments entered into by States when
signing a convention (since a State should not be allowed to
make a convention partially inoperative by amending after-
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wardsinitsdomestic law the scope of terms not defined in the
Convention) and, on the other hand, the need to be able to ap-
ply the Convention in a convenient and practical way over
time (the need to refer to outdated concepts should be
avoided).” [para. 13]

Article 4
RESIDENT

A. GENERAL CONSIDERATIONS

1. Article 4 of the United Nations Model Convention reproduces
Article 4 of the OECD Model Convention with one adjustment,
namely, the addition in 1999 of the criterion “place of incorporation”
tothelist of criteriain paragraph 1 for taxation asaresident. Accord-
ing to the Commentary on Article4 of the OECD Model Convention,

“The concept of ‘resident of a Contracting State’ has vari-
ous functions and is of importance in three cases.

(¢) indetermining a convention’s personal scope of ap-
plication;

(b) insolving caseswhere double taxation arisesin con-
sequence of double residence;

(¢) in solving cases where double taxation arises as a
consequence of taxation in the State of residence and in
the State of source or situs.” [para. 1]

2. LikeArticle4 of the OECD Model Convention, article4 of the
United Nations Model Convention defines the expression “resident
of a Contracting State” and establishes rules for resolving cases of
double residence. In the two typical cases of conflict between two
residences and between residence and source or situs, the conflict
arises because, under their domestic laws, one or both Contracting
States claim that the person concerned isresident in their territory. In
this connection the OECD Commentary providesthefollowing clari-
fication:
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“Generally the domestic laws of the various Statesimpose
acomprehensiveliability to tax—"full tax liability’ —based on
the taxpayers personal attachment to the State concerned (the
‘State of residence’). Thisliability to tax is not imposed only
on personswho are‘domiciled’ inaStateinthe senseinwhich
‘domicile’ is usualy taken in the legislations (private law).
The cases of full liability to tax are extended to comprise also,
for instance, personswho stay continually, or maybe only for a
certain period, in the territory of the State. Some legislations
impose full liability to tax on individuals who perform ser-
vices on board ships which have their home harbour in the
State.” [para. 3]

“Conventions for the avoidance of double taxation do not
normally concern themselves with the domestic laws of the
Contracting States laying down the conditions under which a
personisto betreated fiscally as‘resident’ and, consequently,
isfully liable to tax in that State. They do not lay down stand-
ards which the provisions of the domestic laws on ‘residence’
haveto fulfil in order that claimsfor full tax liability can be ac-
cepted between the Contracting States. In this respect the
Statestaketheir stand entirely onthe domestic laws.” [para. 4]

“Thismanifestsitself quiteclearly inthe caseswherethere
isno conflict at all between two residences, but where the con-
flict exists only between residence and source or situs. But the
same view applies in conflicts between two residences. The
special point in these casesis only that no solution of the con-
flict can be arrived at by reference to the concept of residence
adopted in the domestic laws of the States concerned. In these
cases specia provisions must be established inthe Convention
to determine which of the two concepts of residence is to be
given preference.” [para. 5]
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B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 4

Paragraph 1

3. The Group decided to adopt as paragraph 1 of article 4, the
paragraph 1 of article 4 of the OECD Model Convention, and had ini-
tially decided not to adopt the second sentence which reads: “This
term [resident of a Contracting State], however, does not include any
personwhoisliabletotax inthat Statein respect only of incomefrom
sources in that State or capital situated therein”. The second sen-
tence, which was included in the OECD Convention to deal, for ex-
ample, with the special situation of foreign diplomats and consular
staffs serving in acountry which taxed residents on the basis of their
worldwide income, who might be considered (under the domestic
law of the country in which they are serving) as residents but, be-
cause of their special status, might neverthelessbetaxable only onin-
come from sources in that State, has been incorporated in 1999 in
paragraph 1 of article 4 of the United Nations Model Convention as
well.

4, The OECD Commentary observes. “In accordance with the
provisions of the second sentence of paragraph 1, aperson isnot to
be considered a ‘resident of a Contracting State’ in the sense of the
Convention if, although not domiciled in that State, heis considered
to bearesident according to the domestic laws but issubject only to a
taxation limited to the income from sources in the State or to capital
situated in that State. That situation exists in some States in relation
to individuals, e.g., in the case of foreign diplomatic and consular
staff serving in their territory. According to itswording and spirit the
provision would also exclude from the definition of aresident of a
Contracting State foreign-held companies exempted from tax on
their foreign income by privileges tailored to attract conduit compa-
nies. This, however, has inherent difficulties and limitations. Thusit
hasto beinterpreted restrictively because it might otherwise exclude
from the scope of the Convention all residentsof countriesadopting a
territoria principlein their taxation, aresult which is clearly not in-
tended. The exclusion of certain companies from the definition
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would not, of course, prevent Contracting Statesfrom exchangingin-
formation about their activities. [cf. paragraph 2 of the OECD Com-
mentary on article 26 (reproduced in paragraph 3 of the Commentary
on article 26 below)]. Indeed, States may feel it appropriate to de-
vel op spontaneous exchanges of information about companieswhich
seek to obtain treaty benefits unintended by the Model Convention.”
[para. 8]

5. Paragraph 1, similar to the corresponding provision of the
OECD Model Convention, refers to the concept of residence con-
tained in the domestic laws of the Contracting States and lists the cri-
teria for taxation as a resident: domicile, residence, place of
management (to which the United Nations Model Convention adds
“place of incorporation”) or any other criterion of a similar nature.
Thusformulated, the definition of theterm “resident of a Contracting
State” is, according to the OECD Commentary, aimed at covering, as
far as individuals are concerned, “the various forms of personal at-
tachment to a State which, in the domestic taxation laws, form the ba-
sis of acomprehensive taxation (full liability to tax)”. [para. 8]

6. The OECD Commentary observes as under:

“It has been the general understanding of most Member
states that the government of each State, as well as any politi-
cal sub-division or local authority thereof, isaresident of that
State for purposes of the Convention. Before 1995, the Model
did not explicitly statethis; in 1995, Article 4 was amended to
conform the text of the Model to this understanding.” [para.
8.1]

It may be mentioned that in 1999, the United Nations Model
Convention also adopted the same amendment.

Paragraph 2

7. This paragraph, which reproduces Article 4, paragraph 2, of
the OECD Model Convention, listsin decreasing order of relevancea
number of subsidiary criteria to be applied when an individua is a
resident of both Contracting States and the preceding criteria do not
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provide aclear-cut determination of his status asregardsresidence. It
may be noted that in 1999, the word “only” has been inserted in sub-
paragraphs(a), (») and (c) of paragraph 2, following the changes pre-
viously made to the OECD Model Convention. The OECD
Commentary states:

“This paragraph relates to the case where, under the provi-
sions of paragraph 1, an individual is aresident of both Con-
tracting States.” [para. 9]

“To solve this conflict specia rules must be established
which give the attachment to one State a preference over the
attachment to the other State. Asfar aspossible, the preference
criterion must be of such a nature that there can be no question
but that the person concerned will satisfy it in one State only,
and at thesametimeit must reflect such an attachment that it is
felt to be natural that the right to tax devolves upon that partic-
ular State. The facts to which the special rules will apply are
those existing during the period when the residence of the tax-
payer affectstax liability, which may belessthan an entiretax-
able period. [Assume that] in one calendar year an individual
isaresident of State A under that State' stax lawsfrom 1 Janu-
ary to 31 March, then movesto State B. Becausetheindividual
resides in State B for more than 183 days, the individual is
treated by the tax laws of State B as a State B resident for the
entire year. Applying the special rulesto the period 1 January
to 31 March, the individual was aresident of State A. There-
fore, both State A and State B should treat the individual as a
State A resident for that period, and as a State B resident from
1 April to 31 December.” [para. 10]

“The Article gives preference to the Contracting State in
which the individual has a permanent home available to him.
This criterion will frequently be sufficient to solve the con-
flict, e.g., where the individual has a permanent home in one
Contracting State and has only made a stay of some lengthin
the other Contracting State.” [para. 11]

“Subparagraph (¢) means, therefore, that in the applica
tion of the convention (that is, where there is a conflict be-
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tween the laws of the two States) it is considered that the
residenceisthat place where theindividual owns or possesses
ahome; this home must be permanent, that isto say, the indi-
vidual must have arranged and retained it for his permanent
use as opposed to staying at a particular place under such con-
ditionsthat it is evident that the stay isintended to be of short
duration.” [para. 12]

“As regards the concept of home, it should be observed
that any form of home may be taken into account (house or
apartment belonging to or rented by theindividual, rented fur-
nished room). But the permanence of the home is essential;
this means that the individual has arranged to have the dwell-
ing available to him at all times continuously, and not occa-
sionally for the purpose of a stay which, owing to the reasons
for it, isnecessarily of short duration (travel for pleasure, busi-
ness travel, educational travel, attending a course at a school
etc.).” [para 13]

“If the individua has a permanent home in both Con-
tracting States, paragraph 2 gives preference to the State with
which the personal and economic relations of the individual
are closer, thisbeing understood asthe centre of vital interests.
In the cases where the residence cannot be determined by ref-
erenceto thisrule, paragraph 2 provides as subsidiary criteria,
first, habitual abode, and then nationality. If theindividual isa
national of both States or of neither of them, the question shall
be solved by mutual agreement between the States concerned
accordingto theprocedurelaid downinArticle 25.” [para. 14]

“If the individua has a permanent home in both Con-
tracting States, it isnecessary to look at thefactsin order to as-
certain with which of the two States his personal and
economic relations are closer. Thus, regard will be had to his
family and social relations, his occupations, his political, cul-
tural or other activities, his place of business, the place from
which he administers his property etc. The circumstances
must be examined as a whole, but it is nevertheless obvious
that considerations based on the personal acts of theindividual
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must receive specia attention. If a person who has ahomein
one State sets up asecond in the other State whileretaining the
first, the fact that he retains the first in the environment where
he has always lived, where he has worked, and where he has
hisfamily and possessions, can, together with other elements,
go to demonstrate that he has retained his centre of vital inter-
estsin thefirst State.” [para. 15]

“Subparagraph (b) establishes a secondary criterion for
two quite distinct and different situations:

(a) thecasewheretheindividual has apermanent home
available to him in both Contracting States and it is not
possible to determine in which one he has his centre of vi-
tal interests,

(b) thecasewheretheindividua has a permanent home
available to him in neither Contracting State.

Preferenceisgiven to the Contracting State where the individ-
ua has an habitual abode.” [para. 16]

“In the first situation, the case where the individual has a
permanent home available to him in both States, the fact of
having an habitual abode in one State rather than in the other
appears therefore as the circumstance which, in case of doubt
asto wheretheindividual has his centre of vital interests, tips
the balance towards the State where he stays more frequently.
For this purpose regard must be had to stays made by the indi-
vidual not only at the permanent home in the State in question
but also at any other place in the same State.” [para. 17]

“The second situation isthe case of an individual who has
a permanent home available to him in neither Contracting
State, as for example, a person going from one hotel to an-
other. Inthiscase also all stays madein a State must be consid-
ered without it being necessary to ascertain the reasons for
them.” [para. 18]

“In stipulating that in the two situations which it contem-
plates preference is given to the Contracting State where the
individual has an habitual abode, subparagraph (») does not
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specify over what length of time the comparison must be
made. The comparison must cover a sufficient length of time
for it to be possible to determine whether the residence in each
of thetwo Statesishabitual and to determine also theintervals
at which the stays take place.” [para. 19]

“Where, in the two situations referred to in subparagraph
(b) the individual has an habitual abode in both Contracting
Statesor in neither, preferenceisgivento the State of which he
isanational. If, in these cases till, the individual is anational
of both Contracting States or of neither of them the subpara-
graph (d) assigns to the competent authorities the duty of re-
solving the difficulty by mutual agreement according to the
procedure established in Article 25.” [para. 20]

Paragraph 3

8. Paragraph 3, which reproduces Article 4, paragraph 3, of the
OECD Model Convention, dealswith companies and other bodies of
persons, irrespective of whether they are legal persons. The OECD
Commentary indicatesthat “ It may be rare in practice for acompany
etc., to be subject to tax asaresident in more than one State, but it is,
of course, possibleif, for instance, one State attaches importance to
the registration and the other State to the place of effective manage-
ment. So, in the case of companies, etc., also, specia rules asto the
preference must be established”. [para. 21] According to the OECD
Commentary, “It would not be an adequate solution to attach impor-
tance to a purely formal criterion like registration. Therefore para-
graph 3 attaches importance to the place where the company, etc., is
actually managed”. [para. 22] It may be mentioned that, asin the case
of the OECD Model Convention, theword “only” has been added in
1999 to thetie-breaker test for determining the residence of dual resi-
dents, other than individuals.

9. The OECD Commentary goes on to state:

“Theformulation of the preference criterion in the case of
persons other than individuals was considered in particular in
connection with the taxation of income from shipping, inland
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waterways transport and air transport. A number of conven-
tions for the avoidance of double taxation on such income ac-
cord the taxing power to the State in which the ‘place of
management’ of the enterprise is situated; other conventions
attach importanceto its ‘ place of effective management’, oth-
ers again to the ‘fiscal domicile of the operator’.” [para. 23]

“Asaresult of these considerations, the ‘ place of effective
management’ has been adopted as the preference criterion for
persons other than individuals.” [para. 24]

10. Itisunderstood that when establishing the “place of effective
management”, circumstanceswhich may, inter alia, betaken into ac-
count are the place where a company is actually managed and con-
trolled, the place where the decision-making at the highest level on
the important policies essential for the management of the company
takes place, the placethat playsaleading part in the management of a
company from an economic and functional point of view and the
place where the most important accounting books are kept.

11. A particularissue, asregardsabilateral treaty between State A
and State B, can arise in relation to a company which is under para-
graph 1 of article 4, aresident of State A, and which isin receipt of,
say, interest income, not directly, but instead, through a permanent
establishment which it has in athird country, State C. Applying the
Model treaty, as it stands, has the effect that such a company can
claim the benefit of the terms on, say, withholding tax on interest in
the treaty between State A and State B, in respect of interest that is
paid to its permanent establishment in State C. Thisisone exampl e of
what is known as a “triangular case”. Some concern has been ex-
pressed that treaties can be open to abuse where, in the example
given, State C isatax haven and State A exempts the profits of per-
manent establishments of itsresident enterprises. Thesituationisdis-
cussed in depth in the OECD study on the subject: reprinted as
“Triangular Cases’ in Volume Il of the OECD Model Convention.
States which wish to protect themselves against potential abuse can
take advantage of the possible solutions suggested there, by adopting
additional treaty provisions.
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Article 5
PERMANENT ESTABLISHMENT

A. GENERAL CONSIDERATIONS

1. Article 5 of the United Nations Model Convention incorpo-
rates several provisions of article 5 of the OECD Model Convention
(either unchanged or substantially amended) and some new provi-
sions. Details on the amendments and new provisionsare providedin
the Commentary on the paragraphs of the article.

2. The concept of permanent establishment is used in bilateral
tax treaties principally for the purpose of determining the right of a
Contracting State to tax the profits of an enterprise of the other Con-
tracting State. According to that concept, the profits of an enterprise
of one Contracting State are taxablein the other only if the enterprise
maintains a permanent establishment in the latter State and only to
the extent that the profits are attributabl e to the permanent establish-
ment. The concept of permanent establishment is to be found in the
early model conventions including the 1928 model conventions of
the League of Nations. The Model Convention reaffirms the concept
and supplementsit with the new concept of a*“fixed base”, to be used
in the case of professional services or other activities of an indepen-
dent character.

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 5

Paragraph 1

3. This paragraph, which reproduces Article 5, paragraph 1, of
the OECD Model Convention, defines the term “permanent estab-
lishment”, emphasizing its essential nature as a“fixed place of busi-
ness’ with a specific “situs’. According to the OECD Commentary,
this definition contains the following conditions:

“—theexistenceof a‘placeof business, i.e., afacility such as
premises or, in certain instances, machinery or equipment;
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—this place of businessmust be ‘fixed', i.e., it must be estab-
lished at adistinct placewith acertain degree of permanence;

—the carrying on of the business of the enterprisethrough this

fixed place of business. This means usually that persons who,
in one way or another, are dependent on the enterprise (per-
sonnel) conduct the business of the enterprise in the State in
which the fixed place is situated.” [para. 2]

The OECD Commentary goes on to observe:

“It could perhaps be argued that in the general definition
some mention should also be made of the other characteristic
of a permanent establishment to which some importance has
sometimes been attached in the past, namely that the establish-
ment must have a productive character—i.e., contribute to the
profits of the enterprise. In the present definition this course
has not been taken. Within the framework of awell-run busi-
ness organization it is surely axiomatic to assume that each
part contributesto the productivity of thewhole. It doesnot, of
course, follow in every case that because in the wider context
of the whole organization a particular establishment has ‘a
productive character’ it isconsequently apermanent establish-
ment to which profits can properly be attributed for the pur-
pose of tax in a particular territory.” [para. 3]

“The term ‘place of business covers any premises, facili-
tiesor installations used for carrying on the business of the en-
terprise whether or not they are used exclusively for that
purpose. A place of business may also exist where no premises
areavailableor required for carrying on the business of theen-
terprise and it simply has a certain amount of space at its dis-
posal. It is immaterial whether the premises, facilities or
installations are owned or rented by or are otherwise at the dis-
posal of the enterprise. A place of business may thus be consti-
tuted by apitch in amarket place, or by acertain permanently
used areain a Customs depot (e.g., for the storage of dutiable
goods). Again the place of business may be situated in the
business facilities of another enterprise. This may be the case,
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for instance, where the foreign enterprise has at its constant
disposal certain premises or a part thereof owned by the other
enterprise.” [para. 4]

“According to the definition, the place of business has to
bea‘fixed' one. Thusin the normal way there hasto bealink
between the place of business and a specific geographical
point. It isimmaterial how long an enterprise of a Contracting
State operatesin the other Contracting Stateif it does not do so
at adistinct place, but this does not mean that the equipment
constituting the place of businesshasto be actually fixed to the
soil onwhichit stands. It isenough that the equipment remains
on aparticular site.” [para. 5]

“Since the place of business must be fixed, it also follows
that a permanent establishment can be deemed to exist only if
the place of business has a certain degree of permanency, i.e.,
if itisnot of apurely temporary nature. If the place of business
was not set up merely for atemporary purpose, it can consti-
tute a permanent establishment, even though it existed, in
practice, only for a very short period of time because of the
specia nature of the activity of the enterprise or because, as a
consequence of special circumstances (e.g., death of the tax-
payer, investment failure), it was prematurely liquidated.
Where a place of business which was, at the outset, designed
for a short temporary purpose only, is maintained for such a
period that it cannot be considered as a temporary one, it be-
comes afixed place of business and thus—retrospectively—a
permanent establishment.” [para. 6]

“For a place of business to constitute a permanent estab-
lishment the enterprise using it must carry on its business
wholly or partly through it. As stated . . . above, the activity
need not be of a productive character. Furthermore, the activ-
ity need not be permanent in the sense that thereisno interrup-
tion of operation, but operations must be carried out on a
regular basis.” [para. 7]

“Where tangible property such as facilities, industrial,
commercial or scientific (ICS) equipment, buildings, or intan-
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gible property such as patents, procedures and similar prop-
erty, are let or leased to third parties through a fixed place of
business maintained by an enterprise of a Contracting Statein
the other State, thisactivity will, in general, render the place of
business a permanent establishment. The same appliesif capi-
tal is made available through a fixed place of business. If an
enterprise of a State lets or leases facilities, ICS equipment,
buildings or intangible property to an enterprise of the other
State without maintaining for such letting or leasing activity a
fixed place of business in the other State, the leased facility,
ICS equipment, building or intangible property, as such, will
not constitute a permanent establishment of the lessor pro-
vided the contract is limited to the mere leasing of the ICS
equipment etc. Thisremainsthe case even when, for example,
the lessor supplies personnel after installation to operate the
equipment provided that their responsibility is limited solely
to the operation or maintenance of the ICS equipment under
the direction, responsibility and control of the lessee. If the
personnel have wider responsibilities, for example participa-
tion in the decisions regarding the work for which the equip-
ment is used, or if they operate, service, inspect and maintain
the equipment under the responsibility and control of the les-
sor, the activity of the lessor may go beyond the mere leasing
of ICS equipment and may constitute an entrepreneurial activ-
ity. In such a case apermanent establishment could be deemed
toexistif thecriterion of permanency ismet. When such activ-
ity is connected with, or is similar in character to, those men-
tioned in paragraph 3, the time limit of [six] months applies.
Other cases have to be determined according to the circum-
stances.” [para. §]

“The business of an enterpriseis carried on mainly by the
entrepreneur or persons who are in a paid-employment rela
tionship with the enterprise (personnel). This personnel in-
cludes employees and other persons receiving instructions
from the enterprise (e.g., dependent agents). The powers of
such personnel in its relationship with third parties areirrele-
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vant. It makes no difference whether or not the dependent
agent is authorized to conclude contracts if he works at the
fixed place of business. But a permanent establishment may
neverthelessexist if the business of the enterpriseiscarried on
mainly through automatic equipment, the activities of the per-
sonnel being restricted to setting up, operating, controlling and
maintaining such equipment. Whether or not gaming and
vending machines and the like set up by an enterprise of a
State in the other State constitute a permanent establishment
thus depends on whether or not the enterprise carrieson abusi-
ness activity besides the initial setting up of the machines. A
permanent establishment does not exist if the enterprise
merely sets up the machines and then leases the machines to
other enterprises. A permanent establishment may exist, how-
ever, if the enterprise which sets up the machines al so operates
and maintainsthem for itsown account. Thisalso appliesif the
machines are operated and maintained by an agent dependent
on the enterprise.” [para. 10]

“A permanent establishment beginsto exist as soon asthe
enterprise commences to carry on its business through afixed
place of business. Thisisthe case oncethe enterprise prepares,
at the place of business, the activity for which the place of
business is to serve permanently. The period of time during
which the fixed place of business itself is being set up by the
enterprise should not be counted, provided that this activity
differs substantially from the activity for which the place of
business is to serve permanently. The permanent establish-
ment ceases to exist with the disposal of the fixed place of
business or with the cessation of any activity through it, that is
when all acts and measures connected with the former activi-
ties of the permanent establishment are terminated (winding
up current business transactions, maintenance and repair of fa-
cilities). A temporary interruption of operations, however,
cannot be regarded as closure. If the fixed place of businessis
leased to another enterprise, it will normally only servethe ac-
tivities of that enterpriseinstead of thelessor’s; in general, the
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lessor's permanent establishment ceases to exist, except
where he continues carrying on a business activity of hisown
through the fixed place of business.” [para. 11]

Paragraph 2

4, Paragraph 2, which reproduces article 5, paragraph 2, of the
OECD Model Convention, singles out several examples of what can
be regarded, prima facie, as being permanent establishments. De-
veloping countries often wish to broaden as much as possible the
scope of the term “permanent establishment” and suggest that a
warehouse should be included among the specific examples. How-
ever, the Group agreed not to expand the list of examplesin view of
the fact that the deletion of “delivery” from the excluded activities
described in subparagraphs (a) and (b) of paragraph 4 meant that a
“warehouse” used for that purpose is a permanent establishment. A
“commercial warehouse”, where for example spaceis rented to other
concerns, is covered as a permanent establishment. According to the
OECD Commentary, it is assumed that the Contracting States inter-
pret thetermslisted “in such away that such places of business con-
stitute permanent establishments only if they meet the requirements
of paragraph 1”. The OECD Commentary points out that the term
“place of management” ismentioned separately becauseit isnot nec-
essarily an “office” and that “where the laws of the two Contracting
States do not contain the concept of a‘place of management’ asdis-
tinct from an office, there will be no need to refer to the former term
in their bilateral convention”. [para. 13]

5. In connection with subparagraph (f), which provides that the
term “permanent establishment” includes mines, oil or gas wells,
quarries or any other place of extraction of natural resources, the
OECD Commentary states that “the term ‘any other place of extrac-
tion of natural resources should be interpreted broadly” to include,
for example, al places of extraction of hydrocarbons whether on or
off-shore. Because subparagraph () does not mention exploration for
natural resources, whether on or off-shore, paragraph 1 governs
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whether exploration activities are carried on through a permanent es-
tablishment. The OECD Commentary states:

“Since, however, it has not been possible to arrive at a com-
mon view on the basic questions of the attribution of taxation
rights and of the qualification of the income from exploration
activities, the Contracting States may agree upon the insertion
of specific provisions. They may agree, for instance, that an
enterprise of aContracting State, asregardsitsactivities of ex-
ploration of natural resources in a place or area in the other
Contracting State:

(@) shall be deemed not to have a permanent establish-
ment in that other State; or

(b) shall be deemed to carry on such activitiesthrough a
permanent establishment in that other State; or

(¢) shall be deemed to carry on such activities through a
permanent establishment in that other State if such activi-
tieslast longer than a specified period of time.

The Contracting States may moreover agree to submit the in-
come from such activities to any other rule.” [para. 15]

6. As mentioned above, in subparagraph (f) the expression “any
other place of extraction of natural resources’ should be interpreted
broadly. Some members from developing countries argued that for
thispurpose, “fishing vessels’ could betreated asthe place of extrac-
tion or exploitation of natural resources, since “fish” constitutes nat-
ural resources. In their analysis, although it is true that all places or
apparatus designated as “permanent establishment” in subpara-
graphs (a) to (e) in paragraph 2 have a certain degree of permanence
or constitute “immovable property”, yet fishing vessels can be con-
sidered asaplace used for extraction of natural resources, which may
not necessarily mean only mineralswhich are embedded in the earth.
In fact, fishing vessels can be compared with the movable drilling
platformwhichisusedin off-shoredrilling operationsfor gaining ac-
cess to mineral oil or petrol. Where such fishing vessels are used in
the territorial waters or the exclusive economic zone of the coastal
state, the activities of such vessels would constitute a permanent es-
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tablishment, situated in that State. However, some other members
took the view that such an interpretation was open to objection that it
constituted too broad a reading of the term “permanent establish-
ment” and of the natural language of the subparagraph, and that, ac-
cordingly, intheir opinion, any treaty partner countries which sought
to advance such a proposition in respect of fishing activities, should
makethat explicit by adopting it asanew and separate category inthe
listinthisarticle. Accordingly, theinterpretation on the nature of this
activity would be | eft to negotiations between Contracting States.

Paragraph 3

7. Thisparagraph coversabroader range of activitiesthan Ar-
ticle 5, paragraph 3, of the OECD Model Convention, which states,
“A building site or construction or installation project constitutes a
permanent establishment only if it lastsmorethan twelve months’. In
addition to the term “installation project” used in the OECD Model
Convention, subparagraph 3(«) of the United Nations Model Con-
ventionincludesan “ assembly project” aswell as* supervisory activ-
ities” in connection with “abuilding site, a construction, installation
or assembly project”. Another difference is that while the OECD
Model Convention provides that a site or project is a permanent es-
tablishment only if it lasts more than twelve months, the United Na-
tions Model Convention reduces the minimum duration to six
months. In special cases, this six-month period could be reduced in
bilateral negotiations to not less than three months.

8. Some developing countries have supported a more elaborate
version of subparagraph 3(a), which would extend the provision to
encompass a situation:

“where such project or activity, being incidental to the sale of
machinery or equipment, continues for aperiod not exceeding
six months and the charges payabl e for the project or activities
exceed 10 per cent of the sale price of the machinery or equip-
ment”.
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Other members of the Group believe that such a provision would not
be appropriate, particularly if the machinery was installed by an en-
terprise other than the one doing the construction work.

0. Article 5, paragraph 3, subparagraph (b), deals with the fur-
nishing of services, including consultancy services, which are not
covered specifically in the OECD Model Convention in connection
with the concept of permanent establishment. It isbelieved that man-
agement and consultancy services should be covered because the
provision of such servicesin devel oping countries by corporations of
industrialized countries often involves very large sums of money.

10.  Concerning the six-month threshold in paragraph 3, subpara-
graphs (a) and (b), of article 5 of the United Nations Model Conven-
tion, some developing countries would prefer to remove the time
limit altogether for two main reasons: first, because construction, as-
sembly and similar activities could as aresult of modern technol ogy
be of very short duration and still result in a considerable profit for
the enterprise carrying on those activities; and second, because the
period during which the foreign personnel involved in the activities
remained in the source country wasirrelevant to theright of develop-
ing countries to tax the income. Other members from developing
countries feel that any time limit should be removed because such a
limitation was apt to be used by enterprises of capital-exporting coun-
tries to evade taxation in the source country. The view has been ex-
pressed that there is no reason why a construction project should not
betreated in the same manner as persons covered by Article 17 of the
OECD Model Convention, who are taxed at the place wheretheir ac-
tivities are performed irrespective of the duration of those activities.
Nevertheless, the goal of the treaty is to promote international trade
and development, and the idea behind the time limit is that business
enterprises of one Contracting State should be encouraged to initiate
preparatory or ancillary operations in the other Contracting State
without becoming immediately subject to the tax of the latter State,
so asto facilitate amore permanent and larger commitment at alater
stage.

11.  Inthisconnection, the OECD Commentary observes:
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“The[six] month test appliesto eachindividua siteor proj-
ect. In determining how long the site or project has existed, no
account should be taken of the time previously spent by the
contractor concerned on other sites or projects which are to-
tally unconnected with it. A building site should be regarded
as asingle unit, even if it is based on severa contracts, pro-
vided that it forms a coherent whole commercialy and geo-
graphically. Subject to this proviso, a building site forms a
single unit even if the orders have been placed by several per-
sons (e.g., for arow of houses). The[six] month threshold has
given rise to abuses; it has sometimes been found that enter-
prises (mainly contractors or sub-contractors working on the
continental shelf or engaged in activities connected with the
exploration and exploitation of the continental shelf) divided
their contracts up into severa parts, each covering a period
less than [six] months and attributed to a different company,
which was, however, owned by the same group. Apart from
the fact that such abuses may, depending on the circum-
stances, fall under the application of legidative or judicial
anti-avoidance rules, countries concerned with this issue can
adopt solutions in the framework of bilateral negotiations.”
[para. 18]

“A site existsfrom the date on which the contractor begins
his work, including any preparatory work, in the country
wherethe construction isto be established, e.g., if heinstallsa
planning office for the construction. In general, it continuesto
exist until the work is completed or permanently abandoned.
A site should not be regarded as ceasing to exist when work is
temporarily discontinued. Seasonal or other temporary inter-
ruptions should be included in determining the life of a site.
Seasonal interruptions include interruptions due to bad
weather. Temporary interruption could be caused, for exam-
ple, by shortage of material or labour difficulties. Thus, for ex-
ample, if a contractor started work on a road on 1st May,
stopped on 1st [August] because of bad weather conditions or
alack of materials but resumed work on 1st [October], com-
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pleting the road on 1st [January] the following year, his con-
struction project should be regarded as a permanent
establishment because [eight] months elapsed between the
date he commenced work (1st May) and the date hefinaly fin-
ished (1st [January] of the following year). If an enterprise
(general contractor) which has undertaken the performance of
a comprehensive project, subcontracts parts of such a project
to other enterprises (subcontractors), the period spent by a
subcontractor working on the building site must be considered
as being spent by the general contractor on the building proj-
ect. The subcontractor himself has a permanent establishment
at the site if his activities there last more than [six] months.”
[para. 19]

“The very nature of a construction or installation project
may be such that the contractor’s activity has to be relocated
continuously or at least from timeto time, asthe project pro-
gresses. Thiswould bethe casefor instance where roads or ca-
nals were being constructed, waterways dredged, or pipelines
laid. In such a case, the fact that the work force is not present
for [six] monthsin one particular placeisimmaterial. The ac-
tivities performed at each particular spot are part of a single
project, and that project must be regarded as a permanent es-
tablishment if, asawhole, it lastsfor more than [six] months.”
[para. 20]

12.  Subparagraph (b) encompasses service activities only if they
“continue (for the same or a connected project) within a Contracting
Statefor aperiod or periods aggregating more than six monthswithin
any twelve-month period”. The words “for the same or a connected
project” areincluded becauseit isnot appropriate to add together un-
related projects in view of the uncertainty which that step involves
and the undesirable distinction it creates between an enterprise with,
for example, one project of three months' duration and another with
two unrelated projects, each of three months' duration, onefollowing
the other. However, some members find the injection of a“project”
limitation either too easy to manipulate or too narrow in that it might
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precludetaxation in the case of acontinuous number of separate proj-
ects, each of four or five months' duration.

13.  Some membersfrom devel oping countries expressed the view
that in bilateral negotiations aclause could beinserted in paragraph 3
stipulating that if an enterprise of one Contracting State operates
fishing shipsin the territorial waters of the other Contracting State,
the ships could be considered permanent establishments in the latter
State. This clause might apply only if the ships exceed a threshold
stated in terms of fish caught or some other criterion.

14. If aservice activity is a permanent establishment under para-
graph 3, only profits attributable to the permanent establishment are
taxable in the source country.

15. The following passages of the Commentary on of the OECD
Model Convention are relevant to article 5, paragraph 3(a), of the
United Nations Model Convention:

“This paragraph provides expressly that a building site or
construction or installation project constitutes a permanent es-
tablishment only if it lasts more than [six] months. Any of
those items which does not meet this condition does not of it-
self congtitute a permanent establishment, even if there is
within it an installation, for instance an office or a workshop
within the meaning of paragraph 2, associated with the con-
struction activity.” [para. 16]

“The term ‘building site or construction or installation
project’ includes not only the construction of buildings but
also the construction of roads, bridges or canals, the laying of
pipe-lines and excavating and dredging. Planning and supervi-
sion of the erection of a building are covered by this term, if
carried out by the building contractor. However, planning and
supervisionisnot included if carried out by another enterprise
whose activities in connection with the construction con-
cerned are restricted to planning and supervising the work. If
that other enterprise has an office which it uses only for plan-
ning or supervision activitiesrelating to asite or project which
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does not constitute a permanent establishment, such office
does not constitute afixed place of business within the mean-
ing of paragraph 1, because its existence has not a certain de-
gree of permanence.” [para. 17]

Paragraph 4

16. Thisparagraph reproducesarticle 5, paragraph 4 of the OECD
Model Convention with two substantive amendments: the del etion of
“delivery” in subparagraphs (a) and (b). The deletion of the word
“delivery” means that a“warehouse” used for that purpose is a per-
manent establishment. A “commercial warehouse’, where space is
rented to other concerns, is also a permanent establishment under

paragraph 2.

17. Theword“delivery” isdeleted because the presence of astock
of goods for prompt delivery facilitates sales of the product and
thereby the earning of profit inthe host country by the enterprise hav-
ing the facility. A continuous connection and hence the existence of
such asupply of goods should be a permanent establishment, leaving
as a separate matter the determination of the amount of income prop-
erly attributable to the permanent establishment. Some members
from developed countries disagree with this conclusion, believing
that since only a small amount of income would normally be alo-
cated to a permanent establishment whose only activity is delivery,
thisvariancefromthe OECD Model Convention servesno purpose.

18.  The question whether the use of facilities for the “delivery of
goods” could beincorporated in subparagraphs 4(«) and (b) asan ac-
tivity that would not give rise to a permanent establishment has en-
gaged the attention of the Group of Expertsfor along time, primarily
because the phrase “delivery of goods’ isincluded in subparagraphs
4(a) and (b) of Article 5 of the OECD Model Convention. It has been
observed that many developing countries had agreed to raise the
threshold of permanent establishment and that almost 75 per cent of
the bilateral tax treaties entered into by developing countrieshavein-
cluded the “delivery of goods” in subparagraphs 4(a) and () in their
treaties as revealed in a study in 1997. It cannot be ignored that the
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omission of “delivery of goods’ in subparagraphs4(«) and (») of arti-
cle5inthe United Nations Model Convention isone of theimportant
features which distinguish it from the OECD Model Convention. On
the other hand, it is contended that even if the delivery of goods is
treated as an activity which givesrise to a permanent establishment,
very little income per se could be attributed to this activity. On the
other hand, if such activity of “delivery of goods’ is considered as
giving rise to a permanent establishment, there would be a tendency
on the part of tax authoritiesto try to attributeincometo this activity,
whether in reality income actually arose or not. This may lead to
fruitlessand prolonged litigation. The Group of Expertsdid not reach
aconsensusto amend the provisions of subparagraphs4(a) and (b) of
article 5 to include “ delivery of goods’ as an activity which may not
constitute a permanent establishment. Hence, the Contracting States
may consider both these divergent points of view while entering into
bilateral tax treaties.

19.  Subparagraph (f) was added to paragraph 4 of article5in 1999.
Subparagraph (f) of the OECD Model Convention providesthat “the
maintenance of afixed place of business solely for any combination
of activities mentioned in subparagraphs (a) to (e)” is not a perma-
nent establishment if “the overall activity of the fixed place of busi-
ness resulting from this combination is of a preparatory or auxiliary
character”. The question of inclusion of subparagraph 4(f) was fur-
ther re-examined at theinstance of amember from adevel oped coun-
try. Some members responded that it is administratively difficult to
allocate income to the activities specified in paragraph 4 and that,
since none of the activities described in subparagraphs (a) to (e) sep-
arately constitute a permanent establishment, it was difficult to see
how adding them together resulted in a permanent establishment.

20. The relevant portion of the Commentary on subparagraph ()
of paragraph 4 of the OECD text isasfollows:
“. .. subparagraph (f) provides that combinations of activities
mentioned in subparagraphs () to (e) in the same fixed place
of business shall be deemed not to be a permanent establish-
ment, provided that the overall activity of the fixed place of
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21.

business resulting from this combination is of apreparatory or
auxiliary character. Thus, the provisions of paragraph 4 arede-
signed to prevent an enterprise of one State being taxed in the
other State if it carries on in the other State, activities of a
purely preparatory or auxiliary character.” [para. 21]

“As aready mentioned in paragraph 21 above, paragraph
4 is designed to provide for exceptions to the general defini-
tion of paragraph 1 in respect of fixed places of businesswhich
are engaged in activities having a preparatory or auxiliary
character. Therefore, according to subparagraph (f) of para
graph 4, thefact that onefixed place of business combinesany
of the activities mentioned in subparagraphs () to (e) of para
graph 4 does not mean of itself that a permanent establishment
exists. As long as the combined activity of such a place of
business is merely preparatory or auxiliary, a permanent es-
tablishment should be deemed not to exist. Such combinations
should not be viewed on rigid lines, but should be considered
inthelight of particular circumstances. Thecriterion ‘ prepara-
tory or auxiliary character’ isto beinterpreted in the sameway
asis set out for the same criterion of subparagraph (e). Sub-
paragraph (f) is of no importancein acase where an enterprise
maintains several fixed places of business within the meaning
of subparagraphs () to (e) provided that they are separated
from each other locally and organizationally, asin such acase
each place of business hasto be viewed separately and in iso-
lation for deciding the question whether or not a permanent
establishment exists. Stateswhich want to allow any com-
bination of items mentioned in subparagraphs (a) to (e) disre-
garding whether or not the criterion of the preparatory or
auxiliary character of such acombinationismet, arefreeto do
so by deleting the words “ provided” to “ character” in subpara

graph (f).” [para. 27]
The Commentary on the OECD Model Convention states that

the business activitieslisted in paragraph 4 are “ treated as exceptions
to the general definition laid down in paragraph 1” and that they “are
not permanent establishments, even if the activity is carried on
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through afixed place of business’. The OECD Commentary stresses
that “the common feature of these activitiesisthat they arein general
preparatory or auxiliary activities’ and that “the provisions of para-
graph 4 are designed to prevent an enterprise of one State from being
taxed in the other State, if it carrieson in that other State activities of
a purely preparatory or auxiliary character”. The OECD Commen-
tary states further:

“Subparagraph (@) relates only to the case in which an en-
terprise acquiresthe use of facilitiesfor storing [or] displaying
... itsown goods or merchandise. Subparagraph () relates to
the stock of merchandise itself and provides that the stock, as
such, shall not be treated as a permanent establishment if it is
maintained for the purpose of storage[or] display .. . Subpara-
graph (c) covers the case in which a stock of goods or mer-
chandise belonging to one enterpriseis processed by a second
enterprise, on behdf of, or for the account of, the first-mentioned
enterprise. The reference to the collection of information in
subparagraph () isintended to include the case of the news-
paper bureau which has no purpose other than to act as one of
many ‘tentacles of the parent body; to exempt such a bureau
is to do no more than to extend the concept of ‘mere pur-
chase'.” [para. 22]

“Subparagraph (e) provides that a fixed place of business
through which the enterprise exercises solely an activity
which hasfor the enterprise a preparatory or auxiliary charac-
ter, isdeemed not to be a permanent establishment. The word-
ing of this subparagraph makes it unnecessary to produce an
exhaustive list of exceptions. Furthermore, this subparagraph
provides a generalized exception to the general definition in
paragraph 1 and, when read with that paragraph, provides a
more selective test, by which to determine what constitutes a
permanent establishment. To a considerable degree it limits
that definition and excludes from its rather wide scope a num-
ber of forms of business organizations which, although they
are carried on through afixed place of business, should not be
treated as permanent establishments. It isrecognized that such

83



ARTICLE 5 COMMENTARY

aplace of business may well contribute to the productivity of
the enterprise, but the servicesit performs are so remote from
theactual realization of profitsthat itisdifficult to allocate any
profit to the fixed place of businessin question. Examples are
fixed places of business solely for the purpose of advertising
or for the supply of information or for scientific research or for
the servicing of apatent or aknow-how contract, if such activ-
ities have a preparatory or auxiliary character.” [para. 23]

“Itisoften difficult to distinguish between activitieswhich
have apreparatory or auxiliary character and those which have
not. The decisive criterion is whether or not the activity of the
fixed place of businessin itself forms an essential and signifi-
cant part of the activity of the enterprise asawhole. Each indi-
vidual case will have to be examined on its own merits. In any
case, afixed place of business whose general purpose is one
which isidentical to the general purpose of the whole enter-
prise, does not exercise a preparatory or auxiliary activity.
Where, for example, the servicing of patents and know-how is
the purpose of an enterprise, afixed place of business of such
enterprise exercising such an activity cannot get the benefits of
subparagraph (e). A fixed place of business which has the
function of managing an enterprise or even only a part of an
enterprise or of agroup of the concern cannot be regarded as
doing apreparatory or auxiliary activity, for such amanagerial
activity exceeds this level. If enterprises with international
ramifications establish a so-called ‘management office’ in
States in which they maintain subsidiaries, permanent estab-
lishments, agents or licensees, such office having supervisory
and co-ordinating functions for al departments of the enter-
prise located within the region concerned, a permanent estab-
lishment will normally be deemed to exist, because the
management office may be regarded as an office within the
meaning of paragraph 2. Where a big international concern
has delegated all management functions to its regional man-
agement offices so that the functions of the head office of the
concern are restricted to general supervision (so-called
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polycentric enterprises), the regional management offices
even have to be regarded as a ‘ place of management’ within
the meaning of subparagraph (a) of paragraph 2. The function
of managing an enterprise, evenif it only coversacertain area
of the operations of the concern, constitutes an essential part of
the business operations of the enterprise and therefore can in
no way be regarded as an activity which has a preparatory or
auxiliary character within the meaning of subparagraph (e) of
paragraph 4.” [para. 24]

“A permanent establishment could aso be constituted if
an enterprise maintains a fixed place of business in order to
supply spare parts to customers for the machinery supplied to
such customers, and to maintain or repair such machinery.
Since these after-sale organisations perform an essential and
significant part of the services of an enterprise vis-avis its
customers, their activities are not merely auxiliary ones. Sub-
paragraph (e) applies only if the activity of the fixed place of
business is limited to a preparatory or auxiliary one. This
would not be the case where, for example, the fixed place of
business does not only give information but also furnishes
plansetc., specialy developed for the purposes of theindivid-
ual customer. Nor would it be the caseif aresearch establish-
ment were to concern itself with manufacture.” [para. 25]

“Moreover, subparagraph (e) makesit clear that the activi-
tiesof thefixed place of business must be carried on for theen-
terprise. A fixed place of business which renders services not
only to its enterprise but also directly to the other enterprises,
for example to other companies of a group to which the com-
pany owning the fixed place belongs, would not fall within the
scope of subparagraph (e).” [para. 26]

“The fixed places of business mentioned in paragraph 4
cannot be deemed to constitute permanent establishments so
long astheir activities are restricted to the functions which are
the prerequisite for assuming that the fixed place of businessis
not a permanent establishment. This will be the case even if
the contracts necessary for establishing and carrying on the
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business are concluded by those in charge of the places of
business themselves. The employees of places of business
within the meaning of paragraph 4 who are authorized to con-
clude such contracts should not be regarded as agents within
the meaning of paragraph 5. A case in point would be a re-
search ingtitution the manager of which is authorized to con-
clude the contracts necessary for maintaining the institution
and who exercises this authority within the framework of the
functions of the institution. A permanent establishment, how-
ever, existsif thefixed place of business exercising any of the
functions listed in paragraph 4 were to exercise them not only
on behalf of the enterprise to which it belongs but also on be-
half of other enterprises. If, for instance, an advertising agency
maintained by an enterprise were also to engage in advertis-
ing for other enterprises, it would be regarded as a permanent
establishment of the enterprise by which it is maintained.”
[para. 28]

“If afixed place of business under paragraph 4 is deemed
not to be a permanent establishment, this exception applies
likewise to the disposal of movable property forming part of
the business property of the place of business at the termina-
tion of the enterprise’s activity in such installation . . . Since,
for example, the display of merchandise is excepted under
subparagraphs (a) and (), the sale of the merchandise at the
termination of atradefair or convention is covered by this ex-
ception. The exception does not, of course, apply to sales of
merchandise not actually displayed at the tradefair or conven-
tion.” [para. 29]

“A fixed place of business used both for activities which
rank as exceptions (paragraph 4) and for other activitieswould
be regarded as a single permanent establishment and taxable
as regards both types of activities. Thiswould be the case, for
instance, where a store maintained for the delivery of goods
also engaged in sales.” [para. 30]
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Paragraph 5

22. ltisageneraly accepted principle that an enterprise having a
person acting for it in a State should, under certain conditions, be
treated as having a permanent establishment in that State, even if the
enterprise does not have afixed place of businessin that State within
the meaning of paragraphs 1 and 2. Paragraph 5 gives that State the
right to tax if the person acting for the enterpriseis adependent agent
and various other regquirements are met. Dependent agents, who may
be individuals or companies, generaly are a permanent establish-
ment of the enterprise if they carry out on behalf of such enterprise
one of the activities that would constitute a permanent establishment
under this Model if such enterprise carried out such activity itself.

23. A dependent agent is a“permanent establishment” only if the
agent’ sauthority is used repeatedly and not merely inisolated cases.
The OECD Commentary states further:

“. .. Also, the phrase ‘authority to conclude contracts in the
name of the enterprise’ does not confine the application of the
paragraph to an agent who entersinto contracts literally in the
name of the enterprise; the paragraph applies equaly to an
agent who concludes contracts which are binding on the enter-
prise even if those contracts are not actually in the name of the
enterprise. The authority to conclude contracts must cover
contracts relating to operations which constitute the business
proper of the enterprise. It would be irrelevant, for instance, if
the person had authority to engage employees for the enter-
prise to assist that person’s activity for the enterprise or if the
person were authorized to conclude in the name of the enter-
prise, similar contracts relating to internal operations only.
Moreover the authority has to be habitually exercised in the
other State; whether or not this is the case should be deter-
mined on the basis of the commercial realities of the situation.
A person who is authorized to negotiate all elements and de-
tailsof acontract in away binding on the enterprise can besaid
to exercise thisauthority ‘in that State’, even if the contract is
signed by another personinthe State in which the enterpriseis
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situated. Since, by virtue of paragraph 4, the maintenance of a
fixed place of business solely for purposes listed in that para-
graph is deemed not to constitute a permanent establishment, a
person whose activities are restricted to such purposes does not
create a permanent establishment either.” [paras. 32 and 33]

24.  Withtheaddition of subparagraph 5(b), this paragraph departs
substantially from and is considerably broader in scopethan Article 5,
paragraph 5, of the OECD Model Convention, which the Group con-
sidered to be too narrow in scope because it restricted the type of
agent who would be deemed to create a permanent establishment of a
non-resident enterprise, exposing it to taxation in the source country.
Some members from devel oping countries pointed out that a narrow
formula might encourage tax evasion by permitting an agent who
was in fact dependent to represent himself as acting on his own be-
half. It was the understanding of the Group that the phrase “ authority
to conclude contracts on behalf of ” in subparagraph 5(«) of article 5
means that the agent had legal authority to bind the enterprise for
business purposes and not only for administrative purposes (e.g.,
conclusion of lease or electricity and manpower contracts).

25. The Group of Experts understood that the subparagraph 5(b)
was to be interpreted such that if all the sales-related activities take
place outside the host State and only delivery, by an agent, takes
place there, such asituation would not lead to a permanent establish-
ment. However, if sales-related activities (e.g., advertising or promo-
tion) are also conducted in that State on behalf of the resident
(whether or not by the enterprise itself or by its dependent agents)
and have contributed to the sal e of such goods or merchandise, aper-
manent establishment may exist.

Paragraph 6

26. This paragraph does not correspond to any provision of the
OECD Model Convention. It was included because it was the com-
mon feeling of the Group that the OECD definition of permanent es-
tablishment was not adequate to deal with certain aspects of the
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insurance business. Members from devel oping countries pointed out
that if an insurance agent was independent, the profits would not be
taxablein accordance with the provisionssuggested in article 5, para-
graph 7, of the United Nations Model Convention (based on Article 5,
paragraph 6, of the OECD Model Convention); and if the agent was
dependent, no tax could be imposed because insurance agents nor-
mally had no authority to conclude contracts as would be required
under the provisions suggested in subparagraph 5(a) (based on
Article 5, paragraph 5, of the OECD Model Convention). Those
members expressed the view that taxation of insurance profitsin the
country where the premiums were being paid was desirable and
should take place independently of the status of the agent. However,
such taxation is based on the assumption that the person (employee
or representative) through whom premiums are collected and risk in-
sured is present in the country where the risk is located.

27.  Once agreement had been reached on the principle of includ-
ing a special provision on insurance, the discussion in the Group fo-
cused mainly on cases involving representation through “an
independent agent”. Members from developing countries felt it
would be desirableto provide that a permanent establishment existed
in such cases because of the nature of the insurance business, the fact
that the risks were situated within the country claiming tax jurisdic-
tion, and the facility with which persons could, on a part-time basis,
represent insurance companies on the basis of an “independent sta-
tus’, making it difficult to distinguish between dependent and inde-
pendent insurance agents. Members from developed countries, on
the other hand, stressed that in cases involving independent agents,
insurance business should not be treated differently from such activi-
ties as the sale of tangible commodities. Those members also drew
attention to the difficultiesinvolved in ascertaining the total amount
of business done when the insurance was handled by several inde-
pendent agents within the same country. In view of the differencein
approach, the Group agreed that the case of representation through
independent agents should be left to bilateral negotiations, which
could take account of the methods used to sell insurance and other
features of the insurance business in the countries concerned.
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Paragraph 7

28. Thefirst sentence of this paragraph reproduces Article5, para-
graph 6, of the OECD Model Convention in its entirety, with a few
minor drafting changes. Therelevant portions of the Commentary on
the OECD text are asfollows:

“Where an enterprise of a Contracting State carries on
business dealings through a broker, general commission agent
or any other agent of an independent status, it cannot be taxed
inthe other Contracting Statein respect of those dealingsif the
agent is acting in the ordinary course of hisbusiness. . . Al-
though it stands to reason that such an agent, representing a
separate enterprise, cannot constitute a permanent establish-
ment of the foreign enterprise, paragraph [ 7] has been inserted
in the article for the sake of clarity and emphasis.” [para. 36]

“A person will comewithin the scope of paragraph [7]—i.e.,
he will not constitute a permanent establishment of the enter-
prise on whose behalf he acts—only if

(a) heisindependent of the enterprise both legally and
economically,

() heactsin the ordinary course of his business when
acting on behalf of the enterprise.” [para. 37]

“Whether aperson isindependent of the enterprise repre-
sented depends on the extent of the obligations which this
person has vis-avis the enterprise. Where the person’s com-
mercial activities for the enterprise are subject to detailed in-
structions or to comprehensive control by it, such person
cannot be regarded as independent of the enterprise. Another
important criterion will bewhether the entrepreneurial risk has
to be borne by the person or by the enterprise the person repre-
sents. A subsidiary is not to be considered dependent on its
parent company solely because of the parent’s ownership of
the share capital. Persons cannot be said to act in the ordinary
course of their own businessif, in place of the enterprise, such
persons perform activities which, economically, belong to the
sphere of the enterprise rather than to that of their own busi-
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ness operations. Where, for example, a commission agent not
only sells the goods or merchandise of the enterprise in his
own name but also habitually acts, in relation to that enter-
prise, as a permanent agent having an authority to conclude
contracts, he would be deemed in respect of this particular ac-
tivity to be a permanent establishment, since he is thus acting
outside the ordinary course of his own trade or business
(namely that of a commission agent), unless his activities are
limited to those mentioned at theend of paragraph 5.” [para. 38]

29. Inthe 1980 edition of the United Nations Model Convention,
the second sentence of paragraph 7 read as under:

“However, when the activities of such an agent are de-
voted wholly or ailmost wholly on behalf of the enterprise, he
will not be considered an agent of an independent statuswithin
the meaning of this paragraph.” (This sentence is an addition
to the corresponding paragraph in the OECD Model Conven-
tion.)

30. It was considered that this sentence, as worded, gave rise to
anomalous situations. There was reason to believe that, as worded,
whenever the number of enterprises for which an agent of an inde-
pendent status was working was reduced to one, such an agent’ s sta-
tus was changed to “agent of dependent status’. In 1999, it was
considered necessary to remove this anomaly and doubt by rephras-
ing the second sentence as under:

“However, when the activities of such an agent are de-
voted wholly or ailmost wholly on behalf of that enterprise, and
conditions are made or imposed between that enterprise and
the agent in their commercial and financial relations which
differ from those which would have been made between inde-
pendent enterprises, hewill not be considered asan agent of an
independent status within the meaning of this paragraph.”

31. Asredrafted, it has been made clear that to determine the sta-
tus of an agent as not being of “an independent status’, it would be
necessary to take into account the entirety of the commercial and fi-
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nancia relations between the enterprise and the agent which will
show that they differ from those expected between independent en-
terprises at arm’s length. Hence, as worded, the mere fact that the
number of enterprisesfor which an agent acted asan agent of aninde-
pendent status fell to one will not change his status from being an
agent of independent status to that of a dependent status.

Paragraph 8

32. This paragraph reproduces Article 5, paragraph 7, of the
OECD Model Convention. The Commentary on the OECD text isas
follows:

“It is generally accepted that the existence of a subsidiary
company does not, of itself, constitute that subsidiary com-
pany a permanent establishment of its parent company. This
follows from the principle that, for the purpose of taxation,
such a subsidiary company constitutes an independent legal
entity. Even thefact that the trade or business carried on by the
subsidiary company is managed by the parent company does
not constitute the subsidiary company a permanent establish-
ment of the parent company.” [para. 40]

“However, asubsidiary company will constitute a perma-
nent establishment for its parent company under the same con-
ditions stipulated in paragraph 5 as are valid for any other
unrelated company, i.e., if it cannot be regarded as an inde-
pendent agent inthe meaning of paragraph[7], andif it hasand
habitually exercises an authority to conclude contracts in the
name of the parent company. And the effects would be the
sameasfor any other unrelated company to which paragraph 5
applies.” [para. 41]

“The same rules should apply to activities which one sub-
sidiary carries on for any other subsidiary of the same com-
pany.” [para. 42]
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Commentary on chapter 111
TAXATION OF INCOME
Article 6

INCOME FROM IMMOVABLE PROPERTY

A. GENERAL CONSIDERATIONS

1. Article 6 of the United Nations Model Convention reproduces
Article 6 of the OECD Model Convention.

2. In taxing income from immovabl e property, the object should
bethetaxation of profitsrather than of grossincome; the expensesin-
curred in earning income from real property or from agriculture or
forestry should therefore betaken into account. Thisobjective should
not, however, preclude the use of awithholding tax on rentsfrom real
property, based on gross income; in such cases the rate should take
into account the fact that expenses have been incurred. On the other
hand, if awithholding tax on grossrentsisused, it will be just as sat-
isfactory if the owner of the real property can elect to have the in-
comefrom the property taxed on anet basisunder theregular income
tax. Article 6 isnot intended to prevent acountry which taxesincome
from agriculture or other immovable property on an estimated or
similar basis from continuing to use that method.

3. Some members from developing countries were of the view
that the distribution of dividends by a company referred to in article
13, paragraph 4, should be treated as income from immovable prop-
erty and, therefore, as covered by article 6. However, this view was
not shared by most other members.

4, It was noted that in some countries, a person may receive in-
come (typically rental income) from immovable property in circum-
stances where that person instead of owning the immovable property
owns shares of acompany owning that property and that such shares
entitle that person to the use or enjoyment of the property. Con-

93


Commentaries on chapter III

TAXATION OF INCOME


ARTICLE 6 COMMENTARY

tracting States are free to expand the scope of the articleto cover such
income. They may al so expand the scope of article 22 to allow source
taxation of shares of such companies.

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 6

Paragraph 1

5. This paragraph grantstheright to tax income from immovable
property (including income from agriculture or forestry) to the State
of source, that is, the State where the property in question is situated.
In the words of the Commentary on the OECD Model Convention,
this provision is based on “the fact that there is always a very close
economic connection between the source of thisincome and the State
of source”.

6. The OECD Commentary observes. “Although income from
agriculture or forestry isincluded in Article 6, Contracting States are
freeto agreeintheir bilateral conventionsto treat such income under
Article7. Article 6 dealsonly with income which aresident of aCon-
tracting State derives from immovable property situated in the other
Contracting States. It does not, therefore, apply to income from im-
movable property situated in the Contracting State of which the re-
cipient is aresident within the meaning of Article 4 or situated in a
third State; the provisions of paragraph 1 of Article 21 shall apply to
such income.” [para. 1]

Paragraph 2

7. This paragraph, which gives the term “immovable property”
the meaning that it has under the law of the Contracting State in
which the property is situated, is intended to alleviate difficulties of
interpretation with regard to whether an asset or aright is to be re-
garded asimmovable property. In addition the paragraph listsanum-
ber of assets and rights which are in any case to be regarded as
covered by the term. On the other hand, the paragraph provides that
ships, boatsand aircraft shall not be regarded asimmovabl e property.
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Like the OECD Model Convention, the United Nations Model Con-
vention contains no special provision concerning income from in-
debtedness secured by immovable property, a matter which is dealt
with under the article relating to interest.

Paragraph 3

8. This paragraph providesthat the general rule set forth in para-
graph 1 shall apply regardless of the form in which immovable prop-
erty is used.

Paragraph 4

9. The Commentary on the OECD Model Convention observes
that this paragraph “ makesit clear that the provisions of paragraphs 1
and 3 apply also to income from immovable property, of industrial,
commercial and other enterprises and to income from immovable
property used for the performance of independent personal services’.
The OECD Commentary also observes that:

“the right to tax of the State of source has priority over the
right to tax of the other State and applies aso wherein the case
of an enterprise or of non-industrial and non-commercia ac-
tivities, income is only indirectly derived from immovable
property. Thisdoes not prevent income from immovabl e prop-
erty, when derived through a permanent establishment, from
being treated as income of an enterprise, but secures that in-
come from immovable property will be taxed in the State in
which the property is situated also in the case where such
property is not part of a permanent establishment situated in
that State. It should further be noted that the provisions of the
article do not prejudge the application of domestic law as re-
gards the manner in which income from immovable property
isto betaxed’. [para. 4]
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Article 7
BUSINESS PROFITS

A. GENERAL CONSIDERATIONS

1. Article 7 of the United Nations Model Convention consists of
several provisions of article 7 of the OECD Model Convention,
either unchanged or substantially amended, and somenew provisions.

2. Thereisgenera acceptance of the arm'’ slength rule embodied
inthe OECD Model Convention, under which the profits attributable
to apermanent establishment are those which would be earned by the
establishment if it were awholly independent entity dealing with its
head office as if it were a distinct and separate enterprise operating
under conditions and selling at prices prevailing in the regular mar-
ket. The profits so attributable are normally the profits shown on the
books of the establishment. Nevertheless, this rule permits the au-
thorities of the country in which the permanent establishment is lo-
cated to rectify the accounts of the enterprise, so asto reflect properly
income which the establishment would have earned if it were an in-
dependent enterprise dealing with itshead office at arm’ slength. The
application of the arm’s length rule to the allocation of profits be-
tween the home office and its permanent establishment presupposes
for most countries that the domestic legislation authorizes a determi-
nation on the basis of the arm’ s length principle.

3. The application of the arm’slength rule is particularly impor-
tant in connection with the difficult and complex problem of deduc-
tions to be allowed to the permanent establishment. It is aso
generally accepted that in calculating the profits of a permanent es-
tablishment, allowance should be made for expenses, wherever in-
curred, for the purpose of the business of the permanent
establishment, including executive and general administrative ex-
penses. Apart from what may beregarded asordinary expenses, there
are some classes of expenditure that give rise to special problems.
Theseincludeinterest and royalties etc. paid by the permanent estab-
lishment to its head office in return for money lent or patent rightsli-
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censed by the latter to the permanent establishment. They further
include commission (except for reimbursement of actual expenses)
for specific services or for the exercise of management services by
the enterprise for the benefit of the establishment. In this case, it is
considered that the payments should not be allowed as deductionsin
computing the profits of the permanent establishment. Conversely,
such payments made to apermanent establishment by the head office
should be excluded from the profits of the permanent establishment.
On the other hand, an alocable share of such payments, e.g., interest
and royalties, paid by the enterprise to third parties should be al-
lowed. For afurther consideration of this matter, areference may be
made to the OECD Commentaries reproduced in paragraph 19.

4, Under the OECD Model Convention, only profits attributable
to the permanent establishment may be taxed in the source country.
The United Nations Model Convention amplifies this attribution
principle by aforce of attraction rule, which permits the enterprise,
onceit carries out business through a permanent establishment in the
source country, to be taxed on some business profits in that country
arising from transactions outside the permanent establishment.
Where, owing to theforce of attraction principle, the profits of an en-
terprise other than those attributable directly to the permanent estab-
lishment may be taxed in the State where the permanent
establishment is situated, such profits should be determined in the
sameway asif they were attributable directly to the permanent estab-
lishment.

5. The United Nations Model Convention does not contain para-
graph 5 of Article 7 of the OECD Model Convention, which states,
“No profits shall be attributed to a permanent establishment by rea-
son of the mere purchase by that permanent establishment of goods
or merchandise for the enterprise”. The Group of Experts could not
reach a consensus on whether profits should be attributed to aperma-
nent establishment by reason of the mere purchase of goods and
therefore decided to include in article 7 a note stating that this ques-
tion should be settled in bilateral negotiations. Several members
from developing countries believe that this provision could be in-
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cluded if it were amended to include a statement that in the case of a
permanent establishment engaged in purchasing and other activities,
profits derived from purchasing activities should be attributed to the
permanent establishment. Other members from devel oping countries
felt that the provision should be omitted because, even where pur-
chasing is the sole activity of an enterprise in the source country, a
permanent establishment could exist in that country, the purchasing
activity may contribute to the overall profit of the enterprise, and
some portion of that profit thus may appropriately be taxed by that
country. The members from developed countries generally favoured
inclusion of OECD paragraph 5, without amendment.

6. The Commentary on OECD Model Convention contains the
following preliminary remarks on Article 7:

“This Article isin many respects a continuation of, and a
corollary to, Article 5 on the definition of the concept of per-
manent establishment. The permanent establishment criterion
is commonly used in international double taxation conven-
tionsto determine whether a particular kind of income shall or
shall not be taxed in the country from which it originates but
the criterion does not of itself provide a complete solution to
the problem of the double taxation of business profits . . .
[W]hen an enterprise of a Contracting State carries on busi-
ness in the other Contracting State the authorities of that sec-
ond State have to ask themselves two questions before they
levy tax on the profits of the enterprise: the first question is
whether the enterprise has a permanent establishment in their
country; if theanswer isin the affirmative the second question
iswhat, if any, are the profits on which that permanent estab-
lishment should pay tax. It iswith therulesto be used in deter-
mining the answer to this second question that Article 7 is
concerned. Rules for ascertaining the profits of an enterprise
of a Contracting State which is trading with an enterprise of
the other Contracting State when both enterprises are mem-
bers of the same group of enterprises or are under the same ef-
fective control are dealt within Article 9”. [para. 1]
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“ ... Thequestion of what criteriashould be used in attrib-
uting profitsto a permanent establishment, and of how to allo-
cate profits from transactions between enterprises under
common control, has had to be dealt with in alarge number of
double taxation conventions and it is fair to say that the solu-
tions adopted have generally conformed to a standard pattern.
Itisgenerally recognized that the essential principlesonwhich
this standard pattern is based are well founded, and it has been
thought sufficient to restate them with some slight amend-
ments and modifications primarily aimed at producing greater
clarity. The two Articles incorporate a number of directives.
They do not, nor in the nature of things could they be expected
to, lay down a series of precise rules for dealing with every
kind of problem that may arise when an enterprise of one State
makes profits in another. Modern commerce organizes itself
inaninfinitevariety of ways, and it would be quiteimpossible
withinthefairly narrow limits of an articlein adoubletaxation
convention to specify an exhaustive set of rules for dealing
with every kind of problem that may arise. However, since
such problems may result in unrelieved double taxation or
non-taxation of certain profits, it is more important for tax
authoritiesto agree on mutually consistent methods of dealing
with these problems, using, where appropriate, the mutual
agreement procedure provided for in Article 25, than to adopt
unilateral interpretations of basic principles to be adhered to
despite differences of opinion with other States. In this re-
spect, the methods for solving some of the problems most of -
ten encountered are discussed below.” [para. 2]

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 7

Paragraph 1

This paragraph reproduces Article 7, paragraph 1, of the

OECD Model Convention, with the addition of clauses (b) and (c). In
the discussion preceding the adoption by the Group of Experts of this
paragraph, several members from developing countries expressed
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support for the force of attraction rule, although they would limit its
application to business profits covered by Article 7 of the OECD
Model Convention and not extend it to income from capital (divi-
dends, interest and royalties) covered by other treaty provisions.
They argued that neither sales through independent commission
agents nor purchase activities would become taxable to the principal
under that rule. Some membersfrom devel oped countries pointed out
that the force of attraction rule had been found unsatisfactory and
abandoned in recent tax treaties concluded by them because of the
undesirability of taxing income from an activity that was totally un-
related to the establishment and that was in itself not extensive
enough to constitute a permanent establishment. They also stressed
the uncertainty that such an approach would create for taxpayers.
Members from devel oping countries pointed out that the force of at-
traction approach avoids some administrative problems because, un-
der that approach, it is not necessary to determine whether particular
activities are related to the permanent establishment or the income
involved attributable to it. That was the case especially with respect
to transactions conducted directly by the home office within the
country, but similar in nature to those conducted by the permanent
establishment. However, after discussion, it was proposed that the
“force of attraction” rule should be limited so that it would apply to
sales of goods or merchandise and other business activitiesin thefol-
lowing manner: If an enterprise has a permanent establishment in the
other Contracting State for the purpose of selling goods or merchan-
dise, sales of the same or a similar kind may be taxed in that State
even if they are not conducted through the permanent establishment;
asimilar rule appliesif the permanent establishment is used for other
business activities and the same or similar activities are performed
without any connection with the permanent establishment.

8. Some members of the Group of Experts consider that theforce
of attraction rule shall not apply where an enterprise is able to dem-
onstrate that the sales or business activities were carried out for rea-
sons other than obtaining treaty benefits. This recognizes that an
enterprise may have legitimate business reasons for choosing not
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to carry out sales or business activities through its permanent estab-
lishment.

9. The Commentary on the corresponding provision of the
OECD Model Convention contains the following:

“This paragraph is concerned with two questions. First, it
restates the generally accepted principle of double taxation
conventionsthat an enterprise of one State shall not betaxedin
the other State unlessit carries on business in that other State
through a permanent establishment situated therein. It . . . has
cometo be accepted in international fiscal mattersthat until an
enterprise of one State sets up a permanent establishment in
another State it should not properly be regarded as participat-
ing in the economic life of that other State to such an extent
that it comeswithin thejurisdiction of that other State’ staxing
rights.” [para. 3]

“The second and more important point [stated in the sec-
ond sentence] isthat . . . when an enterprise carrieson business
through a permanent establishment in another State that State
may tax the profits of the enterprise but only so much of them
as is attributable to the permanent establishment; in other
wordsthat theright to tax doesnot extend to profitsthat the en-
terprise may derive from that State otherwise than through the
permanent establishment. This is a question on which there
may be differences of view. Some countries have taken the
view that when aforeign enterprise has set up a permanent es-
tablishment within their territory it has brought itself within
their fiscal jurisdiction to such adegree that they can properly
tax all profits that the enterprise derives from their territory,
whether the profits come from the permanent establishment or
from other activitiesin that territory. But it isthought that it is
preferable to adopt the principle contained in the second sen-
tence of paragraph 1, namely that the test that business profits
should not be taxed unless there is a permanent establishment
is one that should properly be applied not to the enterprise it-
self but toitsprofits. To put the matter another way, the princi-
ple laid down in the second sentence of paragraph 1 is based
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on the view that in taxing the profits that a foreign enterprise
derives from aparticular country, the fiscal authorities of that
country should look at the separate sources of profit that the
enterprise derives from their country and should apply to each
the permanent establishment test. This is of course without
prejudice to other articles.” [para. 5]

“On this matter, naturally, thereisroom for differences of
view, and since it is an important question it may be useful to
set out the arguments for each point of view.” [para. 6]

“Apart from the background question of fiscal jurisdic-
tion, the main argument commonly put forward against the so-
lution advocated above is that there is a risk that it might
facilitate avoidance of tax. This solution, the argument runs,
might leave it open to an enterprise to set up in a particular
country a permanent establishment which made no profits,
was never intended to make profits, but existed solely to su-
pervise atrade, perhaps of an extensive nature, that the enter-
prise carried on in that country through independent agents
and thelike. Moreover, the argument goes, athough thewhole
of thistrade might be directed and arranged by the permanent
establishment, it might be difficult in practice to prove that
was the case. If the rates of tax are higher in that country than
they areinthe country inwhich the head officeissituated, then
the enterprise has a strong incentive to seethat it pays aslittle
tax as possible in the other territory; the main criticism of the
solution advocated above isthat it might conceivably provide
the enterprise with a means of ensuring that result.” [para. 7]

“ Apart again from the question of the proper extent of fis-
cal jurisdiction, the main argument in favour of the proposed
solutionisthat it is conducive to simple and efficient adminis-
tration, and that it is more closely adapted to the way in which
businessis commonly transacted. The organization of modern
business is highly complex. In OECD Member countries,
there are aconsiderable number of companies each of whichis
engaged in a wide diversity of activities and is carrying on
business extensively in many countries. It may be that such a
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company may have set up a permanent establishment in asec-
ond country and may be transacting a considerable amount of
business through that permanent establishment in one particu-
lar kind of manufacture; that adifferent part of the same com-
pany may be selling quite different goods or manufacturesin
that second country through independent agents; and that the
company may have perfectly genuine reasons for taking this
course—reasons based on, for example, either on the histori-
cal pattern of its business or on commercial convenience. Isit
desirable that the fiscal authorities should go so far asto insist
on trying to search out the profit element of each of the trans-
actions carried on through independent agents, with aview to
aggregating that profit with the profits of the permanent estab-
lishment? Such an article might interfere seriously with ordi-
nary commercial processes, and so be out of keeping with the
aims of the Convention.” [para. §]

“It is no doubt true that evasion of tax could be practised
by undisclosed channelling of profits away from a permanent
establishment and that this may sometimes need to be
watched, but it is necessary in considering this point to pre-
serve a sense of proportion and to bear in mind what is said
above. It is not, of course, sought in any way to sanction any
such malpractice, or to shelter any concern thus evading tax
from the consegquences that would follow from detection by
the fiscal authorities concerned. It is fully recognized that
Contracting States should be free to use all methods at their
disposal to fight fiscal evasion.” [para. 9]

“For the reasons given above, it is thought that the argu-
ment that the solution advocated might lead to increased
avoidance of tax by foreign enterprises should not be given
undue weight. Much moreimportanceis attached to the desir-
ability of interfering aslittle as possible with existing business
organizationsand of refraining frominflicting demandsfor in-
formation on foreign enterprises which are unnecessarily
onerous.” [para. 10]
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Paragraph 2

10. This paragraph reproduces Article 7, paragraph 2, of the
OECD Model Convention. In the discussion relating to that para-
graph, amember from adevel oped country pointed out that his coun-
try was having some problemswith inconsi stent determination of the
profits properly attributable to a permanent establishment, especially
with regard to “turnkey” contracts. Under a turnkey contract a con-
tractor agrees to construct a factory or similar facility and make it
ready for operation; when the facility is ready for operation, it is
handed over to the purchaser, who can then begin operations. Thein-
ternational tax problems occur when the facility is to be constructed
in one country by acontractor resident in another country. The actual
construction activities carried on in one country clearly constitute a
permanent establishment within that country if of sufficiently long
duration. Turnkey contracts, however, often involve components
other than normal construction activities, including the purchase of
capital goods, the performance of architectural and engineering ser-
vices and the provision of technical assistance. Those latter items, it
was explained, are sometimes completed before construction activi-
ties actually start (and hence, before the creation of a permanent es-
tablishment at the construction site) and often outside the country in
which the construction site/permanent establishment is situated.

11. The question thus arose how much of the total profits of the
turnkey contract is properly attributable to the permanent establish-
ment and thus taxable in the country in which it is situated. A mem-
ber from adevel oped country said that he knew of instancesinwhich
countries had sought to attribute the entire profits of the contract to
the permanent establishment. It was his view, however, that only the
profits attributable to activities carried on by the permanent estab-
lishment should be taxed in the country in which the permanent es-
tablishment was situated, unlessthe profitsincluded items of income
dealt with separately in other articles of the Convention and were tax-
ablein that country accordingly.

12. The Group recognized that the problem was a complex and
potentially controversial one involving many interrelated issues,
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such as source of income rules and the definitions of permanent es-
tablishment and profits of an enterprise. The Group acknowledged
that the problem might be considered in the course of bilateral nego-
tiations, but it agreed upon no amendment to addressit.

13.  Some members of the Group of Experts were of the view that
thelast part of paragraph 2 wastoo narrow, asthey consider that it re-
fers only to transactions between the permanent establishment and
the home office, and does not take into account transactions between
the permanent establishment and, for example, other permanent es-
tablishments of the same enterprise. For this purpose, Contracting
States may consider the aternative clarification as under:

“There shall in each Contracting State be attributed to that
permanent establishment the profits that it might be expected
to make if it were a distinct and independent enterprise en-
gaged in the same or similar activities under the same or simi-
lar conditions.”

14.  Although the point in controversy relating to the allocation of
profits between different permanent establishments as opposed to al-
location between a permanent establishment and its head office was
not in doubt, it was generally accepted that the concern of the Group
of Experts should be clearly brought out.

15. As observed in paragraph 11 of the OECD Commentaries,
paragraph 2 as presently worded contains the central directive on
which the alocation of profitsto a permanent establishment wasin-
tended to be based. This paragraph incorporates the view that was
generally contained in bilateral conventions, that the profitsto be at-
tributed to a permanent establishment were those which that perma-
nent establishment would have made if, instead of dealing with its
head office, it had been dealing with an entirely separate enterprise
under conditionsand at prices prevailing in the ordinary market. This
corresponds to the “arm’s length” principle discussed in the Com-
mentary on article 9. Normally, the profits so determined would be
the same profits that one would expect to be determined by the ordi-
nary processes of business accountancy. Since the arm’slength prin-
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ciple aso extends to the allocation of profits which the permanent
establishment may derive from transactionswith other permanent es-
tablishments of the enterprise, the existing paragraph 2 should be
construed to specifically make it applicable to such situations. Asin-
terpreted, where an enterprise of a Contracting State carries on its
business activitiesin the other Contracting State through a permanent
establishment situated therein, it would be necessary to alocate to
such permanent establishment the profitswhich it could bein aposi-
tion to make if it were a distinct enterprise engaged in the same or
similar activities under the same or similar conditions and operating
at arm’ slength, and dealing wholly independently with the enterprise
of which it is a permanent establishment or the other permanent es-
tablishments of that enterprise.

16. Relevant portions of the OECD Commentary on this para-
graph are asfollows:

“... Thearm’slength principle also extends to the alloca-
tion of profits which the permanent establishment may derive
from transactions with other permanent establishments of the
enterprise; but Contracting States which consider that the ex-
isting paragraph does not in fact cover these more general
transactions may in their bilateral negotiations, agree upon
more detailed provisions or amend paragraph 2 to read asfol-
lows:

‘Subject to the provisions of paragraph 3, where an enter-
prise of aContracting State carries on businessin the other
Contracting State through a permanent establishment situ-
ated therein, there shall in each Contracting State be attrib-
uted to that permanent establishment the profits which it
might be expected to make if it were a distinct and inde-
pendent enterprise engaged in the same or similar activi-
ties under the same or similar conditions.” ” [para. 11]

“Inthe great majority of cases, trading accounts of the per-
manent establishment which are commonly available if only
because a well-run business organization is normally con-
cerned to know what isthe profitability of itsvarious branches
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will be used by the taxation authorities concerned to ascertain
the profit properly attributable to that establishment. Excep-
tionally there may be no separate accounts. . . But where there
are such accounts they will naturally form the starting point
for any processes of adjustment in case adjustment is required
to produce the amount of properly attributable profits. It
should perhaps be emphasized that the directive contained in
paragraph 2 is no justification for tax administrations to con-
struct hypothetical profit figuresin vacuo; it is always neces-
sary to start with the real facts of the situation as they appear
from the business records of the permanent establishment and
to adjust as may be shown to be necessary the profit figures
which those facts produce.” [para. 12]

“This raises the question as to what extent such accounts
should be relied upon when they are based on agreements be-
tween the head office and its permanent establishments (or be-
tween the permanent establishments themselves). Clearly,
such internal agreements cannot qualify as legally binding
contracts. However, to the extent that the trading accounts of
the head office and the permanent establishments are both pre-
pared symmetrically on the basis of such agreements and that
those agreementsreflect the functions performed by the differ-
ent parts of the enterprise, these trading accounts could be ac-
cepted by tax authorities. In that respect, accounts could not be
regarded as prepared symmetrically unlessthe values of trans-
actions or the methods of attributing profits or expensesin the
books of the permanent establishment corresponded exactly to
the values or methods of attribution in the books of the head
office in terms of the national currency or functional currency
in which the enterprise recorded its transactions. However,
where trading accounts are based on internal agreements that
reflect purely artificial arrangements instead of the real eco-
nomic functions of the different parts of the enterprise, these
agreements should simply be ignored and the accounts cor-
rected accordingly. This would be the case if, for example, a
permanent establishment involved in sales were, under such

107



ARTICLE 7 COMMENTARY

an internal agreement, given the role of principal (accepting
all therisks and entitled to all the profits from the sales) when
in fact the permanent establishment concerned was nothing
more than an intermediary or agent (incurring limited risks
and entitled to receive only alimited share of the resulting in-
come) or, conversely, were given the role of intermediary or
agent when in reality it was aprincipa.” [para. 12.1]

“In this respect, it should also be noted that the principle
set out in paragraph 2 is subject to the provisions contained in
paragraph 3, especially as regards the treatment of payments
which, under the name of interest, royalties etc. are made by a
permanent establishment to its head officein return for money
loaned, or patent rights conceded by the latter to the permanent
establishment . . .” [para. 12.2]

“Even where apermanent establishment is ableto produce
detailed accounts which purport to show the profits arising
fromitsactivities, it may still be necessary for the taxation au-
thorities of the country concerned to rectify those accountsin
accordance with the arm’ slength principle .. . . Adjustment of
this kind may be necessary, for example, because goods have
been invoiced from the head office to the permanent establish-
ment at prices which are not consistent with this principle, and
profits have thus been diverted from the permanent establish-
ment to the head office, or vice versa.” [para. 13]

“In such cases, it will usually be appropriate to substitute
for the prices used ordinary market pricesfor the same or simi-
lar goods supplied on the same or similar conditions. Clearly
the price at which goods can be bought on open market terms
varies with the quantity required and the period over which
they will be supplied; such factorswould have to be taken into
account in deciding the open market price to be used. It is per-
haps only necessary to mention at this point that there may
sometimes be perfectly good commercial reasonsfor an enter-
priseinvoicing its goods at prices|essthan those prevailingin
the ordinary market; thismay, for example, be aperfectly nor-
mal commercia method of establishing acompetitive position
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inanew market and should not then be taken as evidence of an
attempt to divert profits from one country to another. Diffi-
culties may also occur in the case of proprietary goods pro-
duced by an enterprise, al of which are sold through its
permanent establishments; if in such circumstancesthereisno
open market price, and it is thought that the figuresin the ac-
counts are unsatisfactory, it may be necessary to calculate the
permanent establishment’s profits by other methods, for ex-
ample, by applying an averageratio of gross profit to the turn-
over of the permanent establishment and then deducting from
the figures so obtained the proper amount of expenses in-
curred. Clearly many special problems of this kind may arise
inindividual cases but the general rule should always be that
the profits attributed to a permanent establishment should be
based on that establishment’s accounts in so far as accounts
are available which represent the real facts of the situation. If
available accounts do not represent the real facts then new ac-
countswill have to be constructed, or the original ones rewrit-
ten, and for this purpose the figures to be used will be those
prevailing in the open market.” [para. 14]

“Many States consider that there is arealization of atax-
able profit when an asset, whether or not trading stock, form-
ing part of the business property of a permanent establishment
situated within their territory istransferred to a permanent es-
tablishment or the head office of the same enterprise situated
in another State. Article 7 alows such States to tax profits
deemed to arise in connection with such atransfer. Such prof-
itsmay be determined asindicated below. In caseswhere such
transfer takes place, whether or not it is a permanent one, the
guestion arises asto when taxable profitsarerealized. In prac-
tice, where such property has asubstantial market valueand is
likely to appear on the balance sheet of the importing perma-
nent establishment or other part of the enterprise after the taxa-
tion year during that in which the transfer occurred, the
realization of the taxable profits will not, so far as the enter-
priseasawholeisconcerned, necessarily take placein thetax-
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ation year of the transfer under consideration. However, the
mere fact that the property leavesthe purview of atax jurisdic-
tion may trigger the taxation of the accrued gains attributable
to that property as the concept of realization depends on each
country’s domestic law.” [para. 15]

“Where the countries in which the permanent establish-
ments operate levy tax on the profits accruing from an internal
transfer as soon asit is made, even when these profits are not
actually realized until a subsequent commercial year, there
will be inevitably atime lag between the moment when tax is
paid abroad and the moment it can be taken into account in the
country where the enterprise’s head office is located. A seri-
ous problem isinherent in the time lag, especially when a per-
manent establishment transfers fixed assets or—in the event
that it is wound up—its entire operating equipment stock, to
someother part of the enterprise of whichit formspart. In such
cases, it is up to the head office country to seek, on a case by
case basis, abilateral solution with the outward country where
there is seriousrisk of overtaxation . . .” [para. 15.1]

“Another significant problem concerning the transfer of
assets, such as—bad loans, arises in relation to international
banking. Debts may be transferred, for supervisory and fi-
nancing purposes, from branch to head office or from branch
to branch within a single bank. Such transfers should not be
recognized where it cannot be reasonably considered that they
take place for valid commercia reasons or that they would
have taken place between independent enterprises, for in-
stance where they are undertaken solely for tax purposes with
the aim of maximizing the tax relief available to the bank. In
such cases, the transfers would not have been expected to take
place between wholly independent enterprises and there-
fore—would not have affected the amount of profits which
such an independent enterprise might have been expected to
make in independent dealing with the enterprise of whichitis
a permanent establishment.” [para. 15.2]
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“However, there may exist a commercial market for the
transfer of such loans from one bank to another and the cir-
cumstances of an internal transfer may be similar to those
which might be expected to have taken place between inde-
pendent banks. An instance of such atransfer may be a case
where abank closed down a particular foreign branch and had
thereforeto transfer the debts concerned either back to its head
office or to another branch. Another example might be the
opening of anew branch in agiven country and the subsequent
transfer toit, solely for commercial reasons, of all loans previ-
ously granted to residents of that country by the head office or
other branches. Any such transfer should be treated (to the ex-
tent it is recognized for tax purposes at al) as taking place at
the open market value of the debt at the date of the transfer.
Somerelief hasto betaken into account in computing the prof-
its of the permanent establishment since, between separate en-
tities, the value of the debt at the date of the transfer would
have been taken into account in deciding on the price to be
charged and principles of sound accounting require that
the book value of the asset should be varied to take into account
market values. (Thisquestion isfurther discussed in the report
of the Committee on Fiscal Affairs entitled ‘ Attribution of
Income to Permanent Establishments'.) [para. 15.3] [Repro-
duced in Volume |1 of the OECD Model Convention at page
R(13)-1.]

“Where loans which have gone bad are transferred, in or-
der that full, but not excessive, relief for such aloss be granted,
it is important that the two jurisdictions concerned reach an
agreement for a mutually consistent basis for granting relief.
In such cases, account should be taken of whether the transfer
value, at the date of internal transfer, was the result of mis-
taken judgement as to the debtor’s solvency or whether the
value at that date reflected an appropriate judgement of the
debtor’ sposition at that time. In the former case, it may be ap-
propriate for the country of the transferring branch to limit re-
lief to the actual loss suffered by the bank as awhole and for

111



ARTICLE 7 COMMENTARY

the receiving country not to tax the subsequent apparent gain.
Where, however, the loan wastransferred for commercial rea-
sons, from one part of the bank to another and did, after a cer-
tain time, improve in vaue, then the transferring branch
should normally be given relief on the basis of the actual value
at the time of the transfer. The position is somewhat different
where the receiving entity is the head office of a bank in a
credit country because normally the credit country will tax the
bank on itsworldwide profits and will therefore giverelief by
reference to the total loss suffered in respect of the loan be-
tween the time the loan was made and the time it was finally
disposed of. In such a case, the transferring branch should re-
ceive relief for the period during which the loan was in the
hands of that branch by reference to the principles above. The
country of the head office will then give relief from double
taxation by granting a credit for the tax borne by the branch in
the host country.” [para. 15.4]

Paragraph 3

17. Thefirst sentence of paragraph 3 of article 7 reproduces the
entiretext of Article7, paragraph 3, of the OECD Model Convention.
The rest of the paragraph consists of new provisions formulated by
the Group of Experts. These provisions stem from a proposal by
membersfrom devel oping countries, who felt that it would be hel pful
to include all the necessary definitions and clarifications in the text,
withaview, in particul ar, to assi sting devel oping countries not repre-
sented in the Group. Some of those membersalso felt that provisions
prohibiting the deduction of certain expenses should be included in
the text of a bilateral tax treaty to make it clear that taxpayers were
fully informed about their fiscal obligations. In the course of the dis-
cussion it was pointed out that the additions to the OECD text would
ensure that the permanent establishment would be able to deduct in-
terest, royalties and other expensesincurred by the head office on be-
half of the establishment. The Group agreed that if billings by the
head officeincluded thefull costs, both direct and indirect, then there
should not be afurther alocation of the executive and administrative
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expenses of the head office, sincethat would produce aduplication of
such charges on the transfer between the head office and the perma-
nent establishment. It was pointed out that it was important to deter-
mine how the price was fixed and what elements of cost it included.
Where an international wholesale price was used, it would normally
include indirect costs. There was general agreement within the
Group that any duplication of costs and expenses should be pre-
vented.

18. Thebusiness profits of an enterprise of a Contracting State are
exigibletotax inthat State al one unlessthe enterprise carrieson busi-
ness in the other Contracting State through a permanent establish-
ment situated therein. The profits and gains of the businesswould be
worked out by deducting all expenses relatabl e to the business activ-
ity, other than the capital expenditure which are currently not deduct-
ible or expenses of a personal or non-business nature which cannot
be attributed to the business of the enterprise. Normally, many coun-
tries while considering the question of deductibility of business ex-
penses apply the criteria of such expenditure being wholly,
exclusively and necessarily for the purposes of the business. The ba-
sicobjectiveinthisbehalf isto ensurethat the expenditure claimed as
deduction in determining the taxable profitsisthat such expenditure
isrelevant, referable and necessary for carrying out the business op-
erations. There has to exist a nexus between the expenditure and the
business activity so that the expenditure incurred isjustified by busi-
ness expediency, smooth running or facilitating character of the ex-
penditure for business operations. After it has been determined that
an item is deductible under the foregoing criteria, then it should be
considered whether there are specific legislative provisions placing a
monetary or other ceiling limits on the allowableness of business ex-
penditure, otherwise claims for deductibility of expenditure will
have to be considered in its entirety, without considering the reason-
ableness of the amount or itsimpact on the profitability of business
operations.

19. TheOECD Commentary on Article7, paragraph 3, isrelevant:
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“This paragraph clarifies, in relation to the expenses of a
permanent establishment, the general directive laid down in
paragraph 2. The paragraph specifically recognizesthat in cal-
culating the profits of a permanent establishment allowanceis
to be made for expenses, wherever incurred, that were in-
curred for the purposes of the permanent establishment.
Clearly in some casesit will be necessary to estimate or to cal-
culate by conventional means the amount of expenses to be
taken into account. In the case, for example, of general admin-
istrative expensesincurred at the head office of the enterprise,
it may be appropriate to take into account a proportionate part
based on theratio that the permanent establishment’ sturnover
(or perhaps gross profits) bears to that of the enterprise as a
whole. Subject to this, it is considered that the amount of ex-
penses to be taken into account asincurred for the purposes of
the permanent establishment should be the actual amount so
incurred. The deduction allowable to the permanent establish-
ment for any of the expenses of the enterprise attributed to it
does not depend upon the actual reimbursement of such ex-
penses by the permanent establishment.” [para. 16]

“It has sometimes been suggested that the need to recon-
cile paragraphs 2 and 3 created practical difficulties as para
graph 2 required that prices between the permanent
establishment and the head office be normally charged on an
arm’slength basis, giving to the transferring entity the type of
profit which it might have been expected to make wereit deal -
ing with an independent enterprise, whilst the wording of
paragraph 3 suggested that the deduction for expenses in-
curred for the purposes of permanent establishments should be
the actual cost of those expenses, normally without adding any
profit element. In fact, whilst the application of paragraph 3
may raise some practical difficulties, especially in relation to
the separate enterprise and arm’ slength principles underlying
paragraph 2, there is no difference of principle between the
two paragraphs. Paragraph 3 indicates that in determining the
profitsof apermanent establishment, certain expenses must be
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allowed as deductions whilst paragraph 2 provides that the
profits determined in accordance with the rule contained in
paragraph 3 relating to the deduction of expenses must be
those that a separate and distinct enterprise engaged in the
same or similar activities under the same or similar conditions
would have made. Thus, whilst paragraph 3 providesarule ap-
plicable for the determination of the profits of the permanent
establishment, paragraph 2 requires that the profits so deter-
mined correspond to the profits that a separate and indepen-
dent enterprise would have made.” [para. 17]

“In applying these principles to the practical determina
tion of the profits of a permanent establishment, the question
may arise asto whether a particular cost incurred by an enter-
prise can truly be considered as an expense incurred for the
purposes of the permanent establishment, keeping in mind the
separate and independent enterprise principles of paragraph 2.
Whilst in general independent enterprises in their dealings
with each other will seek to realize aprofit and, when transfer-
ring property or providing services to each other, will charge
such prices as the open market would bear, nevertheless, there
are aso circumstances where it cannot be considered that a
particular property or service would have been obtainable
from an independent enterprise or when independent enter-
prises may agree to share between them the costs of some ac-
tivity which is pursued in common for their mutual benefit. In
these particular circumstances, it may be appropriate to treat
any relevant costsincurred by the enterprise as an expense in-
curred for the permanent establishment. The difficulty arises
in making a distinction between these circumstances and the
caseswhere acost incurred by an enterprise should not be con-
sidered as an expense of the permanent establishment and the
relevant property or service should be considered, on the basis
of the separate and independent enterprises principle, to have
been transferred between the head office and the permanent
establishment at a price including an element of profit. The
guestion must be whether the internal transfer of property and
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services, be it temporary or final, is of the same kind as those
which the enterprise, in the normal course of business, would
have charged to athird party at an arm’s length price, i.e., by
normally including in the sale price an appropriate profit.”
[para. 17.1]

“Onthe onehand, the answer to that question will beinthe
affirmative if the expenseisinitially incurred in performing a
function the direct purpose of which isto make sales of a spe-
cific good or service and to realize a profit through a perma-
nent establishment. On the other hand, the answer will be in
the negative if, on the basis of the facts and circumstances of
the specific case, it appears that the expense is initialy in-
curred in performing afunction the essential purpose of which
istorationalizethe overall costsof the enterpriseor toincrease
inageneral way itssales.” [para. 17.2]

“Where goods are supplied for resale whether in afinished
state or as raw materials or semi-finished goods, it will nor-
mally be appropriate for the provisions of paragraph 2 to apply
and for the supplying part of the enterprise to be alocated a
profit, measured by reference to arm’s length principles. But
there may be exceptions even here. One example might be
where goods are not supplied for resale but for temporary use
inthetrade so that it may be appropriate for the parts of the en-
terprise which share the use of the material to bear only their
share of the cost of such material, e.g., in the case of machin-
ery, the depreciation coststhat relate to its use by each of these
parts...” [para. 17.3]

“In the case of intangible rights, the rules concerning the
rel ations between enterprises of the same group (e.g., payment
of royaltiesor cost-sharing arrangements) cannot be appliedin
respect of the relations between parts of the same enterprise.
Indeed, it may be extremely difficult to allocate ‘ ownership’
of theintangibleright solely to one part of the enterprise and to
argue that this part of the enterprise should receive royalties
from the other parts as if it were an independent enterprise.
Sincethereisonly onelegal entity it isnot possibleto allocate

116



ARTICLE 7 COMMENTARY

legal ownership to any particular part of the enterprise and in
practical termsit will often be difficult to allocate the costs of
creation exclusively to one part of the enterprise. It may there-
fore be preferable for the costs of creation of intangible rights
to be regarded as attributable to all parts of the enterprise
which will make use of them and as incurred on behalf of the
various parts of the enterprise to which they are relevant ac-
cordingly. In such circumstancesit would be appropriateto al -
locate the actual costs of the creation of such intangible rights
between the various parts of the enterprise without any
mark-up for profit or royalty. In so doing, tax authorities must
be aware of thefact that the possibl e adverse consequences de-
riving from any research and development activity (e.g., the
responsibility related to the products and damages to the envi-
ronment) shall also be allocated to the various parts of the en-
terprise, therefore giving rise, where appropriate, to a
compensatory charge.” [para. 17.4]

“The area of servicesisthe one in which difficulties may
arise in determining whether in a particular case a service
should be charged between the various parts of a single enter-
priseat itsactual cost or at that cost plusamark-up to represent
aprofit to the part of the enterprise providing the service. The
trade of the enterprise, or part of it, may consist of the provi-
sion of such services and there may be a standard charge for
their provision. In such acaseit will usually be appropriate to
charge a service at the same rate as is charged to the outside
customer.” [para. 17.5]

“Where the main activity of a permanent establishment is
to provide specific services to the enterprise to which it be-
longs and where these services provide areal advantage to the
enterprise and their costs represent asignificant part of the ex-
penses of the enterprise, the host country may require that a
profit margin be included in the amount of the costs. Asfar as
possible, the host country should then try to avoid schematic
solutions and rely on the value of these services in the given
circumstances of each case.” [para. 17.6]
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“However, more commonly the provision of services is
merely part of the general management activity of the com-
pany taken as a whole as where, for example, the enterprise
conducts acommon system of training and employees of each
part of the enterprise benefit from it. In such a case it would
usually be appropriateto treat the cost of providing the service
as being part of the general administrative expenses of the en-
terprise asawhol e which should be allocated on an actual cost
basisto the various parts of the enterprise to the extent that the
costs are incurred for the purposes of that part of the enter-
prise, without any mark-up to represent profit to another part
of the enterprise.” [para. 17.7]

“Special considerations apply to payments which, under
the nameof interest, are madeto ahead office by its permanent
establishment with respect to |oans made by the former to the
latter. In that case, the main issue is not so much whether a
debtor/creditor relationship should be recognized within the
same legal entity as whether an arm’s length interest rate
should be charged. Thisis because:

—from the legal standpoint, the transfer of capital against
payment of interest and an undertaking to repay in full at
the due date is really a formal act incompatible with the
true legal nature of a permanent establishment;

—from the economic standpoint, internal debts and re-
ceivables may prove to be non-existent, since if an enter-
priseissolely or predominantly equity-funded it ought not
to be allowed to deduct interest charges that is has mani-
festly not had to pay. While, admittedly, symmetrical
charges and returnswill not distort the enterprise’ soverall
profits, partial results may well be arbitrarily changed.”
[para 18]

“1f debtsincurred by the head office of an enterprise were
used solely to financeitsactivity or clearly and exclusively the
activity of a particular permanent establishment, the problem
would be reduced to one of thin capitalization of the actual
user of such loans. In fact, loans contracted by an enterprise’s
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head office usually serveitsown needsonly to acertain extent,
the rest of the money borrowed providing basic capital for its
permanent establishments.” [para. 18.1]

“The approach previously suggested in this Commentary,
namely the direct and indirect apportionment of actual debt
charges, did not prove to be apractical solution, notably since
it was unlikely to be applied in a uniform manner. Also, it is
well known that the indirect apportionment of total interest
payment charges, or of the part of interest that remains after
certain direct allocations, comes up against practical difficul-
ties. It isalso well known that direct apportionment of total in-
terest expense may not accurately reflect the cost of financing
the permanent establishment because the taxpayer may be able
to control where loans are booked and adjustments may need
to be made to reflect economic reality.” [para. 18.2]

“Consequently, . . . it would be preferable to look for a
practicable solution that would take into account a capital
structure appropriate to both the organization and the func-
tions performed. For that reason, the ban on deductionsfor in-
ternal debts and receivables should continue to apply
generaly, subject to the special problems of banks mentioned
below.” [para. 18.3] (This question is further discussed in the
reports of the Committee entitled “Attributes of Income to
Permanent Establishment” and “ Thin Capitalization” ™)

“Itis, however, recognized that special considerations ap-
ply to payments of interest made by different parts of afinan-
cial enterprise (e.g., abank) to each other on advances etc. (as
distinct from capital allotted to them), in view of the fact that
making and receiving advances is closely related to the ordi-
nary business of such enterprises. ..” [para. 19]

“Another . . . question [is] whether any part of the total
profits of an enterprise should be deemed to arise from the ex-
ercise of good management. Consider the case of a company

BThese two reports are reproduced in Volume Il of the OECD Model
Convention at pages R(13)-1 and R(4)-1, respectively.
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that hasitshead officein one country but carrieson al itsbusi-
ness through a permanent establishment situated in another
country. In the extreme case it might well be that only the di-
rectors meetingswere held at the head office and that all other
activities of the company, apart from purely formal legal ac-
tivities were carried on in the permanent establishment. In
such a case there is something to be said for the view that at
least part of the profits of the whole enterprise arose from the
skilful management and business acumen of the directors and
that part of the profits of the enterprise ought, therefore, to be
attributed to the country in which the head office was situated.
If the company has been managed by amanaging agency, then
that agency would doubtless have charged afeefor itsservices
and the fee might well have been a simple percentage partici-
pation in the profits of the enterprise. But, once again, what-
ever the theoretica merits of such a course, practical
considerations weigh heavily against it. In the kind of case
guoted the expenses of management would, of course, be set
against the profits of the permanent establishment in accord-
ancewith the provisions of paragraph 3, but when the matter is
looked at as awhole, it isthought that it would not be right to
go further by deducting and taking into account some notional
figurefor ‘ profitsof management’. In casesidentical to the ex-
treme case mentioned above, no account should therefore be
taken in determining taxable profits of the permanent estab-
lishment of any notiona figure such as profits of manage-
ment.” [para. 21]

“It may be, of course, that countrieswhereit has been cus-
tomary to allocate some proportion of thetotal profits of an en-
terprise to the head office of the enterprise to represent the
profits of good management will wish to continue to make
such an allocation. Nothing inthe articleisdesigned to prevent
this. Nevertheless, it followsfromwhat issaid in paragraph 21
abovethat acountry inwhich apermanent establishment issit-
uated is in no way required to deduct when calculating the
profits attributable to that permanent establishment an amount
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intended to represent a proportionate part of the profits of
management attributable to the head office.” [para. 22]

“It might well be that if the country in which the head of -
fice of an enterprise is situated allocates to the head office
some percentage of the profits of the enterprise only in respect
of good management, while the country in which the perma
nent establishment is situated does not, the resulting total of
the amounts charged to tax in the two countries would be
greater than it should be. In any such case the country inwhich
the head office of the enterpriseis situated should take theini-
tiative in arranging for such adjustments to be made in com-
puting the taxation liability in that country as may be
necessary to ensure that any double taxation is eliminated.”
[para. 23]

“It is usualy found that there are, or there can be con-
structed, adequate accounts for each part or section of an en-
terprise so that profits and expenses, adjusted as may be
necessary, can beallocated to aparticular part of the enterprise
with a considerable degree of precision. This method of allo-
cation s, itisthought, to be preferred in general wherever itis
reasonably practicable to adopt it. There are, however, cir-
cumstancesin which thismay not be the case and paragraphs 2
and 3 arein no way intended to imply that other methods can-
not properly be adopted where appropriate in order to arrive at
the profits of a permanent establishment on a ‘ separate enter-
prise’ footing. It may well be, for example, that profits of in-
surance enterprises can most conveniently be ascertained by
specia methods of computation, e.g., by applying appropriate
coefficientsto gross premiums received from policyholdersin
the country concerned. Again, in the case of arelatively small
enterprise operating on both sides of the border between two
countries, there may be no proper accounts for the permanent
establishment nor means of constructing them. There may,
too, be other cases where the affairs of the permanent estab-
lishment are so closely bound up with those of the head office
that it would be impossible to disentangle them on any strict
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basis of branch accounts. Whereit has been customary in such
cases to estimate the arm’ slength profit of apermanent estab-
lishment by reference to suitable criteria, it may well be rea-
sonable that that method should continue to be followed
notwithstanding that the estimate thus made may not achieve
as high adegree of accurate measurement of the profit as ade-
guate accounts. Even where such a course has not been cus-
tomary, it may, exceptionally, be necessary for practica
reasons to estimate the arm’ s length profits.” [para. 24]

20. Some countries may wish to point out that they allow only
those deductions that are permitted by their domestic laws.

21. Thequestion of making aspecific provisioninarticle 7, simi-
lar to that in paragraph 5 of Article 7 of the OECD Model Convention,
regarding non-attribution of profitsto a permanent establishment for
“mere purchase” by that permanent establishment of goods or mer-
chandise for the enterprise has been engaging the attention of the
Group of Expertsfor sometime. It has been considered that since un-
der article5 an office or facility maintained by an enterpriseinaCon-
tracting State in the other Contracting State for mere purchase of
goods or merchandise does not constitute a permanent establishment,
there would be very few cases where an enterprise having a perma-
nent establishment dealing with other business would also have a
purchasing facility for the enterprise. However, it has not been con-
sidered necessary to make any change in the existing provisions and
the matter may be looked into during bilateral negotiations.

Paragraph 4

22. This paragraph reproduces Article 7, paragraph 4, of the
OECD Model Convention. The OECD Commentary on the para-
graph isasfollows:

“It has in some cases been the practice to determine the
profitsto be attributed to a permanent establishment not on the
basis of separate accounts or by making an estimate of arm’s
length profit, but ssmply by apportioning thetotal profitsof the
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enterprise by reference to various formulae. Such a method
differs from those envisaged in paragraph 2, since it contem-
plates not an attribution of profits on a separate enterprise
footing, but an apportionment of total profits; and indeed it
might produce aresult in figures which would differ from that
which would be arrived at by a computation based on separate
accounts. Paragraph 4 makes it clear that such a method may
continue to be employed by a Contracting State if it has been
customary in that State to adopt it, even though the figure ar-
rived at may at times differ to some extent from that which
would be obtained from separate accounts, provided that the
result can fairly be said to bein accordance with the principles
contained in the Article. It is emphasized, however, that in
general the profits to be attributed to a permanent establish-
ment should be determined by referenceto the establishment’s
accounts if these reflect the real facts. It is considered that a
method of allocation which is based on apportioning total
profits is generally not as appropriate as a method which has
regard only to the activities of the permanent establishment
and should be used only where exceptionally it has as a matter
of history been customary in the past and is accepted in the
country concerned both by the taxation authorities and taxpay-
ers generally there as being satisfactory. It is understood that
paragraph 4 may be deleted where neither State uses such a
method. Where, however, Contracting States wish to be able
to use a method which has not been customary in the past the
paragraph should be amended during the bilateral negotiations
to make thisclear.” [para. 25]

“Theessential character of amethod [for apportioning] to-
tal profitsisthat aproportionate part of the profits of thewhole
enterprise is allocated to a part thereof, all parts of the enter-
prise being assumed to have contributed on the basis of the cri-
terion or criteriaadopted to the profitability of the whole. The
difference between one such method and another arisesfor the
most part from the varying criteria used to determine what is
the correct proportion of the total profits. . . . [T]he criteria
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commonly used can be grouped into three main categories,
namely those which are based on the receipts of the enterprise,
its expenses or its capital structure. The first category covers
allocation methods based on turnover or on commission, the
second on wages and the third on the proportion of the total
working capital of the enterprise allocated to each branch or
part. It is not, of course, possible to say in vacuo that any of
these methods is intrinsically more accurate than the others;
the appropriateness of any particular method will depend on
the circumstances to which it is applied. In some enterprises,
such asthose providing services or producing proprietary arti-
cles with a high profit margin, net profits will depend very
much on turnover. For insurance enterprises it may be appro-
priate to make an apportionment of total profitsby referenceto
premiumsreceived from policyholdersin each of the countries
concerned. In the case of an enterprise manufacturing goods
with ahigh-cost raw material or labour content, profits may be
found to be related more closely to expenses. In the case of
banking and financial concernsthe proportion of total working
capital may be the most relevant criterion. . . . [T]he general
aim of any method [for apportioning] total profits ought to be
to producefiguresof taxable profit that approximate asclosely
as possible to the figures that would have been produced on a
separate accounts basis, and it would not be desirable to at-
tempt in this connection to lay down any specific directive
other than that it should be the responsibility of the taxation
authority, in consultation with the authorities of other coun-
tries concerned, to use the method which in the light of al the
known facts seems most likely to produce that result.” [para.
27]

“The use of any method which allocatesto a part of an en-
terprise a proportion of the total profits of the whole does, of
course, raise the question of the method to be used in comput-
ing thetotal profitsof the enterprise. Thismay well be amatter
which will be treated differently under the laws of different
countries. Thisisnot a problem which it would seem practicable
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to attempt to resolve by laying down any rigid rule. It is
scarcely to be expected that it would be accepted that the prof-
its to be apportioned should be the profits as they are com-
puted under the laws of one particular country; each country
concerned would have to be given the right to compute the
profitsaccording to the provisionsof itsownlaws.” [para. 28]

Paragraph 5

23. This paragraph reproduces Article 7, paragraph 6, of the
OECD Model Convention. In the words of the OECD Commentary,
the paragraph “isintended to lay down clearly that amethod of alo-
cation once used should not be changed merely because in a particu-
lar year some other method produces more favourable results. One of
the purposes of a double taxation convention isto give an enterprise
of a Contracting State some degree of certainty about the tax treat-
ment that will be accorded to its permanent establishment in the other
Contracting State aswell asto the part of it inits home State which
is dealing with the permanent establishment; [this] paragraph [thus]
gives an assurance of continuous and consistent tax treatment.”
[para. 31]

Paragraph 6

24. This paragraph reproduces Article 7, paragraph 7, of the
OECD Model Convention. The OECD Commentary on that para-
graph isasfollows:

“Although it has not been found necessary in the Conven-
tion to define the term *profits', it should nevertheless be un-
derstood that the term when used in this Article and elsewhere
in the Convention has a broad meaning including all income
derived in carrying on an enterprise. Such a broad meaning
correspondsto the use of theterm made in the tax laws of most
OECD Member countries.” [para. 32]

“This interpretation of the term ‘profits’, however, may
give rise to some uncertainty as to the application of the Con-
vention. If the profits of an enterpriseinclude categories of in-
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come which are treated separately in other Articles of the
Convention, e.g., dividends, it may be asked whether the taxa-
tion of those profitsis governed by the special Article on divi-
dends etc. or by the provisions of this Article.” [para. 33]

“To the extent that an application of this Article and the
specia Article concerned would result in the same tax treat-
ment, thereislittle practical significance to this question. Fur-
ther, . . . some of the specia Articles contain specific
provisionsgiving priority to aspecific Article (cf. paragraph 4
of Article 6, paragraph 4 of Articles 10 and 11, paragraph [4]
of Article 12 and paragraph 2 of Article 21).” [para. 34]

“It has seemed desirable, however, to lay down a rule of
interpretation in order to clarify the field of application of the
present Article in relation to the other Articles dealing with a
specific category of income. In conformity with the practice
generally adhered to in existing bilateral conventions, para
graph 7 gives first preference to the special Articles on divi-
dends, interest etc. It followsfrom therule that thisarticle will
be applicableto industrial and commercial incomewhich does
not belong to categories of income covered by the special arti-
cles, and, in addition, to dividends, interest etc. which under
paragraph 4 of Articles 10 and 11, paragraph [4] of Article 12
and paragraph 2 of Article 21 fall within this Article. . . Itis
understood that the items of income covered by the special
Articles may, subject to the provisions of the Convention, be
taxed either separately, or asindustrial and commercial prof-
its, in conformity with the tax laws of the Contracting States.”
[para 35]

“It is open to Contracting States to agree bilaterally upon
specia explanations or definitions concerning the term * prof-
its’ with aview to clarifying the distinction between this term
and, e.g., the concept of dividends. It may in particular be
found appropriate to do so where in a convention under nego-
tiation a deviation has been made from the definitions in the
special Articles on dividends, interest and royalties. It may
also be deemed desirable if the Contracting States wish to
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place on notice that, in agreement with the domestic tax laws
of one or both of the States, the term * profits' includes special
classes of receipts such as income from the alienation or the
letting of abusiness or of movable property used in abusiness.
In this connection it may have to be considered whether it
would be useful to include also additional rulesfor the alloca-
tion of such special profits.” [para. 36]

“1t should also be noted that, whilst the definition of ‘roy-
aties in paragraph 2 of Article 12 of the 1963 Draft
Convention and 1977 Model Convention included payments
‘for the use of, or the right to use, industrial, commercial, or
scientific equipment’, the reference to these payments was
subsequently deleted from that definition in order to ensure
that income from the leasing of industrial, commercial or sci-
entific equipment, including the income from the leasing of
containers, falls under the provisions of Article 7 rather than
those of Article 12, aresult that the Committee on Fiscal Af-
fairs considers to be appropriate given the nature of such in-
come.” [para. 37]

With respect to the last quoted paragraph from the OECD

Model Convention Commentary, it isimportant to notethat inthere-
vised United Nations Model Convention, payments “for the use of,
or the right to use, industrial, commercial or scientific equipment”
are treated differently. They remain within the definition of “royal-
ties’ in paragraph 3 of article 12 and accordingly by reason of para-
graph 6 of article 7 continueto fall under the provisions of article 12,
rather than those of article 7.
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Article 8

SHIPPING, INLAND WATERWAY S TRANSPORT AND
AIR TRANSPORT

A. GENERAL CONSIDERATIONS

1. Two alternative versions are given for article 8 of the United
Nations Model Convention, namely article 8 (alternative A) and arti-
cle8 (aternative B). Article 8 (alternative A) reproduces Article 8 of
the OECD Model Convention. Article 8 (alternative B) makes major
substantive changes to Article 8 of the OECD Model Convention,
dealing separately with profits from the operation of aircraft and
profits from the operation of shipsin paragraphs 1 and 2, respect-
ively. Theremaining paragraphs (3, 4 and 5) reproduce paragraphs 2,
3and 4 of Article 8 of the OECD Model Convention with aminor ad-
justment in paragraph 5.

2. With regard to the taxation of profits from the operation of
shipsininternational traffic, several members of the Group from de-
veloped countries supported the position taken in Article 8 of the
OECD Model Convention. Intheir view, shipping enterprises should
not be exposed to the tax laws of the numerous countries to which
their operations extended; taxation at the place of effective manage-
ment was also preferable from the viewpoint of the various tax ad-
ministrations. They argued that if every country taxed aportion of the
profits of a shipping line, computed according to its own rules, the
sum of those portions might well exceed the total income of the en-
terprise. According to them, that would constitute a serious problem,
especially because taxes in the developing countries were often ex-
cessively high, and the total profits of shipping enterprises were fre-
guently quite modest.

3. Most members from developing countries asserted that those
countries were not in a position to forgo even the limited revenue to
be derived from taxing foreign shipping enterprises as long as their
own shipping industries were not more fully developed. They recog-
nized, however, that considerable difficultieswereinvolved in deter-
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mining ataxable profit in such asituation and allocating the profit to
the various countries concerned.

4, While some members from developed countries found taxa-
tion of shipping profits at the source acceptable, a large number of
members from devel oped countries said they preferred the principle
of exclusivetaxation by the Statein which the place of effective man-
agement of the enterprise was situated. Since no consensus could be
reached on a provision concerning the taxation of shipping profits,
the Group agreed that the question of such taxation should be left to
bilateral negotiations.

5. Although thetextsof article 8 (alternatives A and B) both refer
to the“ place of effective management of the enterprise”, some coun-
triesmay wish to refer instead to the  country of residence of the en-
terprise”.

6. There was a consensus within the Group to recommend arti-
cles 8 (aternatives A and B) as alternatives. However, some mem-
bers who could not agree to article 8 (alternative A) also could not
agree to article 8 (alternative B) because of the phrase “more than
casual”. They argued that some countries might wish to tax either all
shipping profits or al airline profits, and acceptance of article 8 (al-
ternative B) might thus lead to revenue losses, considering the lim-
ited number of shipping companies or airlines whose effective
management was situated in those countries. The group agreed that
in such cases taxation should be left to bilateral negotiations.

7. A member from a developing country suggested that the pro-
visions of article 8 may be extended to cover rail or road transport.
Since there were few cases of rail or road transport involving double
taxation, Contracting States may, if considered necessary, refer to
rail or road transport during bilateral negotiations.

8. Some members from devel oping countries considered that the
activity of transport carried out in inland waters, by definition, can-
not be considered international transport and, by virtue of that, the
fiscal or tax power should be attributed exclusively to the source
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country in which the activities are carried out. Since article 8 deals
with “ Shipping, inland waterways transport and air transport”, obvi-
oudly all three modes of transport dealt with in this article involve
problems of double taxation. Income derived from inland waterways
transport is also subject to double taxation if ariver or lake used for
commercial transportation flows from more than one country with
the headquarters of the establishment in one country and traffic origi-
nating in more than one country. Hence, it is possible that inland wa-
terways transport would give rise to problems of double taxation.

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 8
(ALTERNATIVES A AND B)

Paragraph 1 of article 8 (alternative A)

0. This paragraph, which reproduces Article 8, paragraph 1, of
the OECD Model Convention, has the objective of ensuring that
profits from the operation of ships or aircraft in international traffic
will be taxed in one State alone. The paragraph’s effect is that these
profits are wholly exempt from tax at source and are taxed exclu-
sively in the State in which is situated the place of effective manage-
ment of the enterprise engaged in international traffic. The
exemption from tax in the source country is predicated largely on the
premise that the income of these enterprises is earned on the high
seas, that exposure to the tax laws of numerous countriesis likely to
result in double taxation or at best in difficult allocation problems,
and that exemption in places other than the home country ensures
that the enterpriseswill not be taxed in foreign countriesif their over-
all operations turn out to be unprofitable. Considerations relating to
international air traffic are similar. Since many devel oping countries
with water boundaries do not have resident shipping companies but
do have ports used to a significant extent by ships from other coun-
tries, they have traditionally disagreed with the principle of such an
exemption of shipping profits.

10. The Commentary on the OECD Model Convention notes that
the place of effective management may be situated in a country dif-
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ferent from the country of residence of an enterprise operating ships
or aircraft and that “some States therefore prefer to confer the exclu-
sive taxing right on the State of residence”. The Commentary sug-
geststhat Statesmay, in bilateral negotiations, substitutearule onthe
following lines: “ Profits of an enterprise of a Contracting State from
the operation of ships or aircraft in international traffic shall be tax-
ableonly in that State.” The Commentary continues:

“Some other States, on the other hand, prefer to useacom-
bination of the residence criterion and the place of effective
management criterion by giving the primary right to tax to the
State in which the place of effective management is situated
while the State of residence eliminates double taxation in ac-
cordancewith Article 23, so long asthe former Stateisableto
tax thetotal profits of the enterprise, and by giving the primary
right to tax to the State of residence when the State of effective
management is not able to tax total profits. States wishing to
follow that principle are free to substitute arule on the follow-
ing lines:

‘Profits of an enterprise of a Contracting State from
the operation of ships or aircraft, other than those from
transport by ships or aircraft operated solely between
placesin the other Contracting State, shall be taxable only
in the first-mentioned State. However, where the place of
effective management of the enterprise is situated in the
other State and that other State imposes tax on the whole
of the profits of the enterprise from the operation of ships
or aircraft, the profits from the operation of ships or air-
craft, other than those from transport by ships or aircraft
operated solely between places in the first-mentioned
State, may be taxed in that other State.” ” [para. 3]

“The profits covered consist in thefirst place of the profits
obtained by the enterprise from the carriage of passengers or
cargo. With this definition, however, the provision would be
unduly restrictive, in view of the development of shipping and
air transport, and for practical considerations also. The provi-
sion therefore coversother classes of profitsaswell, i.e., those
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which by reason of their nature or their close relationship with
the profits directly obtained from transport may all be placed
in asingle category. Some of these classes of profits are men-
tioned in the following paragraphs.” [para. 4]

“Profits obtained by leasing a ship or aircraft on charter
fully equipped, manned and supplied must be treated like the
profits from the carriage of passengers or cargo. Otherwise, a
great deal of business of shipping or air transport would not
comewithin the scope of the provision. However, Article[12],
and not Article 8, appliesto profits from leasing a ship or air-
craft on a bare boat charter basis except when it is an occa
sional source of income for an enterprise engaged in the
international operation of shipsor aircraft.” [para. 5]

“The principle that the taxing right should be left to one
Contracting State alone makes it unnecessary to devise de-
tailed rules, e.g., for defining the profits covered, this being
rather a question of applying general principles of interpreta-
tion.” [para. 6]

“Shipping and air transport enterprises—particularly the
latter—often engage in additional activities more or less
closely connected with the direct operation of ships and air-
craft. Although it would be out of the question to list here all
the auxiliary activitieswhich could properly be brought under
the provision, nevertheless a few examples may usefully be
given.” [para. 7]

“The provision applies, inter alia, to the following activi-
ties:

(@) the sale of passage tickets on behalf of other enter-

prises;

(b) theoperation of abus service connecting atown with

itsairport;

(¢) advertising and commercia propaganda;

(d) transportation of goods by truck connecting a depot

with aport or airport.” [para. 8]
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“If an enterprise engaged in international transport under-
takesto seeto it that, in connection with such transport, goods
aredelivered directly to the consigneein the other Contracting
State, such inland transportation is considered to fall within
the scope of theinternational operation of shipsor aircraft and,
therefore, iscovered by the provisionsof thisArticle.” [para. 9]

“Recently, ‘ containerization’ has cometo play an increas-
ing rolein the field of international transport. Such containers
frequently are also used in inland transport. Profits derived by
an enterprise engaged in international transport from the lease
of containerswhich issupplementary or incidental to itsinter-
national operation of ships or aircraft fall within the scope of
this Article.” [para. 10]

“On the other hand, the provision does not cover aclearly
separate activity, such as the keeping of a hotel as a separate
business; the profits from such an establishment are in any
case easily determinable. In certain cases, however, circum-
stances are such that the provision must apply even to a hotel
business, e.g., the keeping of ahotel for no other purpose than
to provide transit passengers with night accommodation, the
cost of such aservice beingincluded in the price of the passage
ticket. In such a case, the hotel can be regarded as a kind of
waiting room.” [para. 11]

“Thereisanother activity which isexcluded from thefield
of application of the provision, namely, a shipbuilding yard
operated in one country by a shipping enterprise having its
place of effective management in another country.” [para. 12]

“It may be agreed bilaterally that profits from the opera-
tion of avessel engaged in fishing, dredging or hauling activi-
ties on the high seas be treated as income falling under this
article.” [para. 13]

“Investment income of shipping, inland waterways or air
transport enterprises (e.g., income from stocks, bonds, shares
or loans) isto be subjected to the treatment ordinarily applied
to this class of income.” [para. 14]
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Paragraph 1 of article 8 (alternative B)

11. This paragraph reproduces Article 8, paragraph 1, of the
OECD Model Convention, with the deletion of the words“shipsor”.
Thus the paragraph does not apply to the taxation of profits from the
operation of shipsin international traffic but does apply to the taxa-
tion of profits from the operation of aircraft in international traffic.
Hence the Commentary on article 8 A, paragraph 1, isrelevant in so
far as aircraft are concerned.

12. However, during the discussion by the Group of Experts, sev-
eral members from developing countries, although agreeing to the
consensus, pointed out, in connection with the taxation of profits
from the operation of aircraft in international traffic, that no consid-
eration had been given to the very substantial expenditure that devel -
oping countries incurred in the construction of airports. They
considered that it would appear more reasonable to situate the geo-
graphical source of profits from international transportation at the
place where passengers or freight were booked.

Paragraph 2 of article 8 (alternative B)

13.  Thisparagraph allows profitsfrom the operation of shipsinin-
ternational traffic to be taxed in the source country if operationsin
that country are“morethan casual”. It provides an independent oper-
ative rule for the shipping business and is not qualified by articles 5
and 7 relating to business profits governed by the permanent estab-
lishment rule. It thus covers both regular or frequent shipping visits
and irregular or isolated visits, provided the latter were planned and
not merely fortuitous. The phrase“more than casual” means a sched-
uled or planned visit of ashipto aparticular country to pick up freight
Or passengers.

14. Theoveral net profitsshould, in general, be determined by the
authorities of the country in which the place of effective management
of theenterpriseissituated (or country of residence). Thefinal condi-
tions of the determination might be decided in bilateral negotiations.
In the course of such negotiations, it might be specified, for example,
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whether the net profitswere to be determined before the deduction of
special allowances or incentives which could not be assimilated to
depreciation allowances but could be considered rather as subsidies
to the enterprise. It might also be specified in the course of the bilat-
eral negotiationsthat direct subsidies paid to the enterprise by aGov-
ernment should be included in net profits. The method for the
recognition of any lossesincurred during prior years, for the purpose
of the determination of net profits, might also be worked out in the
negotiations. In order to implement that approach, the country of res-
idence would furnish a certificate indicating the net shipping profits
of the enterprise and the amounts of any special items, including
prior-year losses, which in accordance with the decisions reached in
the negotiations were to be included in, or excluded from, the deter-
mination of the net profits to be apportioned or otherwise specially
treated in that determination. The allocation of profits to be taxed
might be based on some proportional factor specified in the bilateral
negotiations, preferably the factor of outgoing freight recei pts (deter-
mined on a uniform basis with or without the deduction of commis-
sions). The percentage reduction in the tax computed on the basis of
the allocated profits was intended to achieve a sharing of revenues
that would reflect the managerial and capital inputsoriginating in the
country of residence.

Paragraph 2 of article 8 (alternative A) and
paragraph 3 of article 8 (alternative B)

15.  Each of these paragraphsreproduces Article 8, paragraph 2, of
the OECD Model Convention. The paragraphs apply not only to in-
land waterways transport between two or more countries but also to
inland waterways transport effected by an enterprise of one country
between two pointsin another country. They do not preclude the set-
tlement through bilateral negotiations of any specific tax problem
which may occur with regard to inland waterways transport, particu-
larly between adjacent countries.

135



ARTICLE 8 COMMENTARY

16. With regard to enterprises not exclusively engaged in ship-
ping, inland waterwaystransport or air transport, the Commentary on
Article 8, paragraph 2, of the OECD Model Convention observes:

“If such an enterprise has in aforeign country permanent
establishments exclusively concerned with the operation of its
shipsor aircraft, thereisno reason to treat such establishments
differently from the permanent establishments of enterprises
engaged exclusively in shipping, inland waterways transport
or air transport.” [para. 19]

“Nor does any difficulty arise in applying the provisions
of paragraphs 1 and 2 if the enterprise has in another State a
permanent establishment which is not exclusively engaged in
shipping, inland waterways transport or air transport. If its
goods are carried in its own ships to a permanent establish-
ment belonging toitinaforeign country, . . . none of the profit
obtained by the enterprise through acting asitsown carrier can
properly be attributed to the permanent establishment. The
same must be true even if the permanent establishment main-
tains installations for operating the ships or aircraft (e.g., con-
signment wharves) or incurs other costsin connection with the
carriage of the enterprise’s goods (e.g., staff costs). In this
case, the permanent establishment’ s expenditure in respect of
the operation of the ships, boats or aircraft should be attributed
not to the permanent establishment but to the enterprise itself,
since none of the profit obtained through the carrying benefits
the permanent establishment.” [para. 20]

“Where the enterprise’ s ships or aircraft are operated by a
permanent establishment which is not the place of effective
management of the whole enterprise (e.g., shipsor aircraft put
into service by the permanent establishment and figuring onits
balance sheet), then the effective management for the purposes
of paragraphs 1 and 2 must be considered, asregardsthe opera-
tion of the ships or aircraft as being in the Contracting State in
which the permanent establishment is situated.” [para. 21]
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Paragraph 3 of article 8 (alternative A) and
paragraph 4 of article 8 (alternative B)

17. Each of these paragraphs, which reproduce Article 8, para-
graph 3, of the OECD Model Convention, refersto the casein which
the place of effective management of the enterprise concerned is
aboard a ship or aboat. As noted in the Commentary on the OECD
Model Convention, “Inthiscasetax will only be charged by the State
where the home harbour of the ship or boat is situated. It is provided
that if the home harbour cannot be determined, tax will be charged
only in the Contracting State of which the operator of the ship or boat
isaresident.” [para. 22]

Paragraph 4 of article 8 (alternative A) and
paragraph 5 of article 8 (alternative B)

18. Paragraph 4 of article 8 (alternative A) reproduces Article 8,
paragraph 4, of the OECD Model Convention. Paragraph 5 of article
8 (aternative B) aso reproduces the latter paragraph, with one ad-
justment, namely, the replacement of the phrase*“ paragraph 1” by the
words “paragraphs 1 and 2". As the Commentary on the OECD
Model Convention observes:

“Various forms of international cooperation exist in ship-
ping or air transport. In thisfield, international cooperation is
secured through pooling agreements or other conventions of a
similar kind which lay down certain rulesfor apportioning the
receipts (or profits) from the joint business.” [para. 23]

“In order to clarify the taxation position of the participant
inapool, joint businessor in an international operating agency
and to cope with any difficulties which may arise, the Con-
tracting States may bilaterally add thefollowing, if they find it
necessary:

‘but only to so much of the profits so derived asis at-
tributable to the participant in proportion to itssharein the

joint operation’.” [para. 24]
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Article 9
ASSOCIATED ENTERPRISES

A. GENERAL CONSIDERATIONS

1. Article 9 of the United Nations Model Convention reproduces
Article 9 of the OECD Model Convention, except for a new para-
graph 3. As noted in the OECD Commentaries, “[t]his Article deals
with adjustments to profits that may be made for tax purposes where
transactions have been entered into between associated enterprises
(parent and subsidiary companies and companies under common
control) on other than arm’ slength terms” [para. 1]. It should be con-
sidered in conjunction with article 25 on mutual agreement proce-
dure and article 26 on exchange of information.

2. The application of the arm’s length rule to the allocation of
profits between the associated enterprises presupposes for most
countries that the domestic |legidlation authorizes a determination on
the basis of the arm’ s length principle.

3. With regard to transfer pricing of goods, technology, trade-
marks and services between associated enterprises and the methodol -
ogies which may be applied for determining correct prices where
transfers have been made on other than arm’ s length terms, the Con-
tracting States will follow the OECD principles which are set out in
the OECD Transfer Pricing Guidelines. These conclusions represent
internationally agreed principles and the Group of Experts recom-
mend that the Guidelines should be followed for the application of
the arm’s length principle which underlies the article.

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 9

Paragraph 1

4, Paragraph 1 provides that in cases involving associated enter-
prises, the tax authorities of a Contracting State may for the purpose
of calculating tax liabilities rewrite the accounts of the enterprises if
as a result of the special relations between the enterprises the ac-
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counts do not show the true taxable profits arising in that State. It is
evidently appropriate that adjustment should be sanctioned in such
circumstances, and this paragraph calls for little comment. The pro-
vision applies only if specia conditions have been made or imposed
between the two enterprises. “No rewriting of the accounts of associ-
ated enterprisesis authorized if the transactions between such enter-
prises have taken place on normal open market commercial terms(on
an arm’slength basis).” [para. 2]

5. The Group of Experts have made an amendment in 1999 of a
drafting nature in paragraph 1 bringing the language of the main por-
tion in line with that in the OECD Model Convention. Prior to the
amendment, it read:

“. .. then any profits which would, but for those conditions,
have not so accrued . . .”

This portion of paragraph 1 has been modified in 1999 as under:

“. .. then any profits which would, but for those conditions,
have accrued to one of the enterprises, but, by reason of those
conditions, have not so accrued . . .”

6. As discussed in the Committee on Fiscal Affairs Report on
Thin Capitalization, there is an interplay between tax treaties and
domestic rules on thin capitalization relevant to the scope of the
article. As noted in the Commentary on the OECD Model Conven-
tion:
“(a@) TheArticle does not prevent the application of national
rules onthin capitalization in so far astheir effect isto assimi-
late the profits of the borrower to an amount corresponding to
the profitswhich would have accrued in an arm’ slength situa-
tion;
() The Articleisrelevant not only in determining whether
the rate of interest provided for in aloan contract isan arm’s

“Adopted by the Council of the OECD on 26 November 1986 and
reproduced in volume Il of the loose-leaf version of the OECD Model Tax
Convention at page R(4)-1.
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length rate, but also whether a prima facie loan can be re-
garded as aloan or should be regarded as some other kind of
payment, in particular a contribution to equity capital;

(¢) The application of rules designed to deal with thin
capitalization should normally not have the effect of increas-
ing the taxable profits of the relevant domestic enterprise to
morethan thearm’ slength profit, and . . . this principle should
be followed in applying existing tax treaties.” [para. 3]

The OECD Commentary continues:

“The question arises asto whether specia procedural rules
which some countries have adopted for dealing with transac-
tions between related parties are consistent with this Model.
For instance, it may be asked whether the reversal of the bur-
den of proof or presumptions of any kind which are sometimes
found in domestic laws are consistent with the arm’s length
principle. A number of countriesinterpret the Articleinsuch a
way that it by no means bars the adjustment of profits under
national law under conditionsthat differ from those of the Ar-
ticle and that it has the function of raising the arm’s length
principle at treaty level. Also, ailmost all Member countries
consider that additional information requirements which
would be more stringent than the normal requirements, or
even areversal of the burden of proof, would not constitute
discrimination within the meaning of Article 24. However, in
some cases the application of the national law of some coun-
tries may result in adjustments to profits at variance with the
principles of the Article. Contracting States are enabled by the
Articleto deal with such situations by means of corresponding
adjustments (see below) and under mutual agreement proce-
dures.” [para. 4]

Paragraph 2

7. In the words of the OECD Commentary, “The rewriting of
transactions between associated enterprises in the situation envis-
aged in paragraph 1 may giveriseto economic double taxation (taxa-
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tion of the sameincomein the hands of different persons), insofar as
an enterprise of State A whose profitsarerevised upwardswill belia-
ble to tax on an amount of profit which has already been taxed in the
hands of its associated enterprise in State B.” The OECD Commen-
tary observesthat “ paragraph 2 providesthat in these circumstances,
State B shall make an appropriate adjustment so as to relieve the
double taxation”. [para. 5]

However, according to the OECD Commentary,

“ ... anadjustment is not automatically to be madein State B
simply because the profitsin State A have been increased; the
adjustment is due only if State B considers that the figure of
adjusted profits correctly reflects what the profits would have
been if the transactions had been at arm’s length. In other
words, the paragraph may not be invoked and should not be
applied where the profits of one associated enterprise are in-
creased to alevel which exceeds what they would have been if
they had been correctly computed on an arm’s length basis.
State B is therefore committed to make an adjustment of the
profits of the affiliated company only if it considers that the
adjustment madein State A isjustified both in principleand as
regards the amount.” [para. 6]

“The paragraph does not specify the method by which an
adjustment isto be made. OECD Member countries use differ-
ent methods to provide relief in these circumstances and it is
therefore left open for Contracting States to agree bilaterally
on any specific rules which they wish to add to the Article.
Some States, for example, would prefer the system under
which, where the profits of enterprise X in State A are in-
creased to what they would have been on an arm’s length
basis, the adjustment would be made by reopening the assess-
ment on the associated enterprise Y in State B containing the
doubly taxed profitsin order to reduce the taxable profit by an
appropriate amount. Some other States, on the other hand,
would prefer to providethat, for the purposesof Article 23, the
doubly taxed profits should be treated in the hands of enter-
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priseY of State B asif they may be taxed in State A; accord-
ingly, the enterprise of State B is entitled to relief in State B,
under Article 23, in respect of tax paid by its associate enter-
prisein State A.” [para. 7]

“It is not the purpose of the paragraph to deal with what
might be called * secondary adjustments’. Suppose that an up-
ward revision of taxable profits of enterprise X in State A has
been made in accordance with the principle laid down in para-
graph 1; and suppose aso that an adjustment is made to the
profitsof enterprise’Y in State B in accordance with the princi-
plelaid downin paragraph 2. The position has still not beenre-
stored exactly to what it would have been had the transactions
taken place at arm’ s length prices because, as a matter of fact,
the money representing the profits which are the subject of the
adjustment is found in the hands of enterprise Y instead of in
those of enterprise X. It can be argued that if arm’ slength pric-
ing had operated and enterprise X had subsequently wished to
transfer these profitsto enterprise Y, it would have done so in
the form of, for example, adividend or aroyalty (if enterprise
Y werethe parent of enterprise X) or in the form of, for exam-
ple, aloan (if enterprise X were the parent of enterprise Y);
and that in those circumstances there could have been other
tax consequences (e.g., the operation of awithholding tax) de-
pending upon the type of income concerned and the provisions
of the article dealing with such income.” [para. 8]

“These secondary adjustments, which would be required
to establish the situation exactly asit would have beenif trans-
actions had been at arm’ slength, depend on the facts of thein-
dividual case . . . [N]othing in paragraph 2 prevents such
secondary adjustments from being made where they are per-
mitted under the domestic laws of Contracting States.” [para. 9]

“The paragraph aso leaves open the question whether
there should be a period of time after the expiration of which
State B would not be obliged to make an appropriate adjust-
ment to the profits of enterprise’Y following an upward revision
of the profits of enterprise X in State A. Some States consider
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that State B's commitment should be open-ended—in other
words, that however many years State A goes back to revise
assessments, enterprise’Y should in equity be assured of an ap-
propriate adjustment in State B. Other States consider that an
open-ended commitment of this sort is unreasonabl e as a mat-
ter of practical administration. Inthe circumstances, therefore,
this problem has not been dealt with in the text of the Article;
but Contracting States are left free in bilateral conventions to
include, if they wish, provisions dealing with the length of
time during which State B isto be under obligation to make an
appropriate adjustment . . .” [para. 10]

“If there is a dispute between the parties concerned over
the amount and character of the appropriate adjustment, the
mutual agreement procedure provided for under Article 25
should be implemented; the Commentary on that Article con-
tains a number of considerations applicable to adjustments of
the profits of associated enterprises carried out on the basis of
the present Article (following, in particular, adjustment of
transfer prices) and to the corresponding adjustments which
must then be made in pursuance of paragraph 2 thereof . . .”
[para. 11]

8. Some members of the Group of Experts had noted that acorre-
lative adjustment under paragraph 2 could be very costly to a small
country which may consider not including paragraph 2 initstreaties.
Several members of the Group of Experts responded that they be-
lieved that paragraph 2 was an essential aspect of article 9. Failureto
provide correlative adjustment will result in double taxation, which
is contrary to the purpose of the Convention. However, a country
could closely examinethe primary adjustment under paragraph 1 be-
fore deciding what correlative adjustment was appropriate to reflect
the primary adjustment. Another member suggested that it may be
desirable to eliminate the obligation that a State may have to make a
correlative adjustment when the other Contracting State has pre-
viously adjusted thetransfer prices. He observed that it could be con-
venient to change the word “ shal” to “may” and that Contracting States
may, during bilateral negotiations, use the word that is convenient.
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However, there was no consensus on this point and the language of
paragraph 2 remains unchanged.

Paragraph 3

9. The Group of Experts has made an amendment in 1999 to arti-
cle9 by inserting anew paragraph 3. Paragraph 2 of article 9 requires
acountry to make an “appropriate adjustment” (a correlative adjust-
ment) to reflect a change in the transfer price made by a country un-
der article 9, paragraph 1. The new paragraph 3 provides that the
provisionsof paragraph 2 shall not apply wherethejudicial, adminis-
trative or other legal proceedings have resulted in afina ruling that,
by actions giving rise to an adjustment of profits under paragraph 1,
one of the enterprisesisliable to penalty with respect to fraud, gross
negligence or wilful default. In other words, in case afinal order has
been passed in a judicial, administrative or other legal proceeding
pointing out that in relation to the adjustment of profits under para-
graph 1 oneof the enterprisesisvisited with apenalty for fraud, gross
negligence or wilful default, there would be no obligation to make
the correlative adjustment under paragraph 2. This approach means
that ataxpayer may be subject to non-tax and tax penalties. Member
countries may consider such double penalties as too harsh. Some
members pointed out that cases involving levy of such penalties are
likely to be exceptional and there would be no application of thispro-
vision in aroutine manner.

Article 10
DIVIDENDS

A. GENERAL CONSIDERATIONS

1. Article 10 of the United Nations Model Convention repro-
duces the provisions of Article 10 of the OECD Model Convention
with the exception of those of paragraph 2, which contains substan-
tive differences. Article 10 deals with the taxation of dividends re-
ceived by aresident of a Contracting State from sources in the other
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Contracting State. Paragraph 1 provides that dividends may be taxed
in the country of residence, and paragraph 2 provides that dividends
may be taxed in the country of source, but at alimited tax rate. The
term “dividends” is defined in paragraph 3 as generally including
distributions of corporate profits to shareholders. As the OECD
Commentary observes: “From the shareholders standpoint, divi-
dends areincome from the capital which they have made availableto
the company as its shareholders.” Paragraph 4 provides that para-
graphs 1 and 2 do not apply to dividendsthat are attributable to a per-
manent establishment of the recipient in the source country, and
paragraph 5 generally precludes aContracting State from taxing divi-
dends paid by acompany resident in the other State unlessthe share-
holder is a resident of the taxing State or the dividends are
attributable to a permanent establishment of the recipient in that
State.

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 10

Paragraph 1

2. This paragraph, which reproduces Article 10, paragraph 1, of
the OECD Model Convention, provides that dividends may be taxed
in the State of the beneficiary’ sresidence. It does not, however, pro-
vide that dividends may be taxed exclusively in that State and there-
fore leaves open the possibility of taxation by the State of which the
company paying thedividendsisaresident, that is, the Statein which
the dividends originate (source country). When the United Nations
Model Convention wasfirst considered, many membersof the Group
from developing countriesfelt that asamatter of principle dividends
should be taxed only by the source country. According to them, if
both the country of residence and the source country were given the
right to tax, the country of residence should grant afull tax credit re-
gardless of the amount of foreign tax to be absorbed and, in appropri-
ate cases, a tax-sparing credit. One of those members emphasized
that there was no necessity for a developing country to waive or re-
duce its withholding tax on dividends, especially if it offered tax in-
centives and other concessions. However, the Group reached a
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consensus that dividends may be taxed by the State of the benefi-
ciary’s residence. Current practice in devel oping/devel oped country
treaties generally reflects this consensus. Double taxation is elimi-
nated or reduced through a combination of exemption or tax credit in
the residence country and reduced withholding rates in the source
country.

3. According to the Commentary on Article 10, paragraph 1, of
the OECD Model Convention,

“...Theterm ‘paid’ has avery wide meaning, since the con-
cept of payment means the fulfilment of the obligation to put
funds at the disposal of the shareholder in the manner required
by contract or by custom.” [para. 7]

“The Article dealsonly with dividends paid by a company
which is aresident of a Contracting State to a resident of the
other Contracting State. It does not, therefore, apply to divi-
dends paid by acompany which isaresident of athird State or
to dividends paid by a company which is aresident of a Con-
tracting State which are attributable to a permanent establish-
ment which an enterprise of that State has in the other
Contracting State.” [para. 8]

Paragraph 2

4, This paragraph reproduces Article 10, paragraph 2, of the
OECD Model Convention with certain changes which will be ex-
plained hereunder.

5. The Group of Experts has amended the main provision of
paragraph 2 in 1999 to bring it in line with that in the OECD Model
Convention. Prior to the amendment, it was provided that such divi-
dends could also be taxed in the Contracting State of which the com-
pany paying the dividends is a resident, but if the recipient is the
beneficial owner of dividends, the tax wasto be charged in the speci-
fied manner. This provision has been changed to provide that if the
beneficial owner of the dividends is a resident of the other Con-
tracting State, the tax would be charged in the specified manner. The
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same change has been madein paragraph 2 of articles11 and 12 rel at-
ing to interest and royalties respectively. The purpose of thisamend-
ment isto allow the benefits of these articles (hamely, 10, 11 and 12)
to abeneficial owner residing in that other Contracting State regard-
less of the residence of any agent or other intermediary collecting the
income on behalf of the beneficial owner, and while continuing to
deny this benefit, when the beneficial owner was not a resident of
that other Contracting State, even if the intermediary collecting the
income was aresident. Although some members of the Group of Ex-
perts expressed doubts about the effects of this change on developing
countries as also the countries that taxed dividends income on are-
mittance basis, even on re-examination it was considered that the
amendment, as proposed, on the lines of the existing provision in the
OECD Model Convention, did not require reconsideration. Thesere-
marks apply, mutatis mutandis, to similar amendments made to para-
graph 2 of articles 11 (interest) and 12 (royalties).

6. The OECD Model Convention restricts the tax in the source
country to 5 per cent in subparagraph (a) for direct investment divi-
dends and 15 per cent in subparagraph (b) for portfolio investment
dividends, but the United Nations Model Convention leaves these
percentages to be established through bilateral negotiations. Also,
the minimum ownership necessary for direct investment dividendsis
reduced in subparagraph (a) from 25 per cent to 10 per cent. How-
ever, the 10 per cent threshold which determines the level of
shareholding qualifying as adirect investment isillustrative only.

7. The Group of Experts decided to replace “ 25 per cent” by “10
per cent” in subparagraph («) asthe minimum capital required for di-
rect investment dividend status because in some developing coun-
tries non-residents are limited to a 50 per cent share ownership, and
10 per cent isasignificant portion of such permitted ownership.

8. The Group was unable to reach a consensus on the maximum
tax ratesto be permitted in the source country. Membersfrom the de-
veloping countries, who basically preferred the principle of the taxa-
tion of dividends exclusively in the source country, considered that
the rates prescribed by the OECD Model Convention would entall
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toolargealoss of revenuefor the source country. Also, although they
accepted the principle of taxation in the beneficiary’ s country of resi-
dence, they believed that any reduction in withholding taxes in the
source country should benefit the foreign investor rather than the
treasury of the beneficiary’ s country of residence, as may happen un-
der the traditional tax-credit method if the reduction lowers the cu-
mulative tax rate of the source country below the rate of the
beneficiary’s country of residence.

9. The Group suggested some considerations that might guide
countries in negotiations on the rates for source country taxation of
direct investment dividends. If the developed (residence) country
uses a credit system, treaty negotiations could appropriately seek a
withholding tax rate at source that would, in combination with the ba-
Sic corporate tax rate of the source country, produce a combined ef-
fective rate not exceeding the tax rate in the residence country. The
parties’ negotiating positions may also be affected by whether the
residence country allows credit for taxes spared by the source coun-
try under tax incentive programmes. If the devel oped country usesan
exemption system for double taxation relief, it could, in bilateral ne-
gotiations, seek alimitation on withholding rates on the grounds that
(@) the exemption itself stresses the concept of not taxing
intercorporate dividends, and a limitation of the withholding rate at
source would be in keeping with that concept, and (b) the exemption
and resulting departure from tax neutrality with domestic investment
are of benefit to the international investor, and a limitation of the
withholding rate at source, which would aso benefit the investor,
would be in keeping with this aspect of the exemption.

10. Both the source country and the country of residence should
be able to tax dividends on portfolio investment shares, although the
relatively small amount of portfolio investment and its distinctly
lesser importance compared with direct investment might make the
issues concerning its tax treatment less intense in some cases. The
Group decided not to recommend a maximum rate because source
countries may have varying views on the importance of portfolio in-
vestment and on the figures to be inserted.
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11.  In 1999, it was noted that recent devel oped/devel oping coun-
try treaty practiceindicatesarange of direct investment and portfolio
investment withholding tax rates. Traditionally, dividend withhold-
ing rates in the developed/developing country treaties have been
higher than those in treaties between developed countries. Thus,
while the OECD direct and portfolio investment rates are 5 per cent
and 15 per cent, devel oped/devel oping country treaty rates have tra
ditionally ranged between 5 per cent and 15 per cent for direct invest-
ment dividends and 15 per cent and 25 per cent for portfolio
dividends. Some developing countries have taken the position that
short-term loss of revenue occasioned by low withholding rates is
justified by the increased foreign investment in the medium and long
terms. Thus, severa modern devel oped/developing country treaties
contain the OECD Model ratesfor direct investment, and afew treat-
ies provide for even lower rates.

12.  Also, several specia features in developed/devel oping coun-
try treaties have appeared: (a) the tax rates may not be the same for
both countries, with higher rates allowed to the developing country;
(b) tax rates may not be limited at all; (¢) reduced rates may apply
only to income from new investment; (d) the lowest rates or exemp-
tion may apply only to preferred types of investments (e.g., “indus-
trial undertakings’ or “pioneer investments’); and (e) dividends may
qualify for reduced rates only if the shares have been held for a speci-
fied period. In treaties of countries that have adopted an imputation
system of corporation taxation (i.e., integration of company tax into
the shareholder’ s company tax or individual income tax) instead of
the classical system of taxation (i.e., separate taxation of shareholder
and corporation), specific provisions may ensure that the advanced
credits and exemptions granted to domestic shareholders are ex-
tended to shareholders resident in the other Contracting State.

13.  Althoughtheratesarefixed either partly or wholly for reasons
connected with the general balance of the particular bilateral tax
treaty, the following technical factors are often considered in fixing
therate:
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(@) thecorporatetax system of the country of source (e.g., the ex-
tent to which the country follows an integrated or classical
system) and the total burden of tax on distributed corporate
profits resulting from the system;

(b) theextent to which the country of residence can credit the tax
on thedividends and the underlying profits against its own tax
and the total tax burden imposed on the taxpayer, after relief
in both countries;

(¢) theextent to which matching credit is given in the country of
residence for tax spared in the country of source;

(d) theachievement from the source country’ s point of view of a
satisfactory balance between raising revenue and attracting
foreign investment.

14.  The Commentary on the OECD Model Convention contains
the following passages:

“If a partnership is treated as a body corporate under the
domestic laws applying to it, the two Contracting States may
agree to modify subparagraph (a) of paragraph 2 in away to
give the benefits of the reduced rate provided for parent com-
panies also to such partnership.” [para. 11]

“Under paragraph 2, the limitation of tax in the State of
source is not available when an intermediary, such as agent or
nominee, isinterposed between the beneficiary and the payer,
unless the beneficial owner is a resident of the other Con-
tracting State . . . States which wish to make this more explicit
are free to do so during bilateral negotiations. . .” [para. 12]

“Thetax ratesfixed by the Articlefor thetax inthe State of
source are maximum rates. The States may agree, in bilateral
negotiations, on lower rates or even on taxation exclusively in
the State of the beneficiary’ sresidence. The reduction of rates
provided for in paragraph 2 refers solely to the taxation of div-
idends and not to the taxation of the profits of the company
paying the dividends.” [para. 13]
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“Thetwo Contracting States may also, during bilateral ne-
gotiations, agreeto [lower the holding percentage required for
direct investment dividends]. A lower percentage is, for in-
stance, justified in cases where the state of residence of the
parent company, in accordance with its domestic law, grants
exemption to such a company for dividends derived from a
holding of less than 25 per cent in anon-resident subsidiary.”
[para. 14]

“In subparagraph (a) of paragraph 2, the term ‘capital’ is
used in [defining the minimum ownership required for direct
investment dividends]. The use of thisterm in this context im-
plies that, for the purposes of subparagraph (a), it should be
used in the sensein which it is used for the purposes of distri-
bution to the shareholder (in the particular case, the parent
company).

(@) Asagenera rule, therefore, theterm * capital’ in sub-

paragraph (a) should be understood asiit is understood in

company law. Other elements, in particular the reserves,
are not to be taken into account.

(b) Capital, asunderstood in company law, should bein-
dicated in terms of par value of all shareswhichinthe ma-
jority of cases will be shown as capital in the company’s
balance sheet.

(¢) No account need be taken of differences due to the
different classes of sharesissued (ordinary shares, prefer-
ence shares, plural voting shares, non-voting shares,
bearer shares, registered shares etc.), as such differences
relate more to the nature of the shareholder’ sright than to
the extent of his ownership of the capital.

(d) When aloan or other contribution to the company
doesnot, strictly speaking, come as capital under company
law but when on the basis of internal law or practice (*thin
capitalization’, or assimilation of aloan to share capital),
theincome derived in respect thereof istreated asdividend
under Article 10, the value of such loan or contribution is
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alsotobetaken as*capital’ within the meaning of subpara-
graph (a).

(e) Inthecaseof bodieswhich do not have capital within
the meaning of company law, capital for the purpose of
subparagraph () isto be taken as meaning the total of all
contributionsto the body which are taken into account for
the purpose of distributing profits.

In bilateral negotiations, Contracting States may depart
from the criterion of ‘capital’ used in subparagraph (a) of
paragraph 2 and use instead the criterion of ‘voting power’.”
[para. 15]

“Subparagraph (a) of paragraph 2 does not require that the
company receiving the dividends must have owned at least
[10] per cent of the capital for arelatively long time before the
date of the distribution. This meansthat all that counts regard-
ing the holding is the situation prevailing at the time material
for the coming into existence of theliability to thetax to which
paragraph 2 applies, i.e., in most casesthe situation existing at
the time when the dividends become legally available to the
shareholders. The primary reason for thisresidesin the desire
to have aprovision which is applicable as broadly as possible.
To require the parent company to have possessed the mini-
mum holding for a certain time before the distribution of the
profits could involve extensive inquiries. Internal laws of cer-
tain OECD Member countries provide for a minimum period
during which the recipient company must have held the shares
to qualify for exemption or relief in respect of dividends re-
ceived. Inview of this, Contracting States may include asimi-
lar condition in their conventions.” [para. 16]

“The reduction envisaged in subparagraph (a) of para-
graph 2 should not be granted in cases of abuse of this provi-
sion, for example, where a company with a holding of less
than [10] per cent has, shortly before the dividends become
payable, increased its holding primarily for the purpose of se-
curing the benefits of the above-mentioned provision, or oth-
erwise, where the qualifying holding was arranged primarily
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in order to obtain the reduction. To counteract such manoeu-
vres Contracting States may find it appropriate to add to sub-
paragraph () a provision along the following lines:
‘provided that this holding was not acquired primarily for
the purpose of taking advantage of thisprovision’.” [para. 17]
“Paragraph 2 lays down nothing about the mode of taxa
tion in the State of source. It therefore leaves that State free to
apply itsown laws and, in particular, to levy the tax either by
deduction at source or by individual assessment.” [para. 18]

“The paragraph does not settle procedural questions. Each
State should be able to use the procedure provided in its own
laws. It can either forthwith limit its tax to the rates given in
the article or tax in full and make arefund. Specific questions
arise with triangular cases (see paragraph 53 of the Commen-
tary on Article 24) [e.g., cases in which income arising in a
Contracting State and beneficially owned by aresident of the
other Contracting State is attributable to a permanent estab-
lishment in athird State].” [para. 19]

“1t does not specify whether or not therelief in the State of
source should be conditional upon the dividends being subject
to tax in the State of residence. This question can be settled by
bilateral negotiations.” [para. 20]

“The Article contains no provisions as to how the State of
the beneficiary’ sresidence should make allowance for the tax-
ation in the State of source of the dividends. This question is
dealt withiin Articles23 A and 23 B.” [para. 21]

“Attention is drawn generally to the following case: the
beneficial owner of the dividends arising in a Contracting
State is a company resident of the other Contracting State; all
or part of its capital is held by shareholders resident outside
that other State; its practiceisnot to distribute its profitsin the
form of dividends; and it enjoys preferential taxation treat-
ment (privateinvestment company, base company). The ques-
tion may arise whether in the case of such a company it is
justifiable to allow in the State of source of the dividends the
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limitation of tax which is provided in paragraph 2. It may be
appropriate, when bilateral negotiations are being conducted,
to agree upon special exceptionsto thetaxing rulelaid downin
thisarticle, in order to define the treatment applicable to such
companies.” [para. 22]

Paragraph 3

15. This paragraph reproduces Article 10, paragraph 3, of the
OECD Model Convention, the Commentary on which reads as fol-
lows:

“In view of the great differences between the laws of
OECD Member countries, it is impossible to define “divi-
dends fully and exhaustively. Consequently, the definition
merely mentions examples which areto be found in the major-
ity of the Member countries’ laws and which, in any case, are
not treated differently in them. The enumeration is followed
up by a general formula In the course of the revision of the
1963 Draft Convention, athorough study has been undertaken
to find a solution which does not refer to domestic laws. This
study hasled to the conclusion that, in view of the still remain-
ing dissimilarities between Member countries in the field of
company law and taxation law, it did not appear to be possible
to work out adefinition of the concept of dividendsthat would
be independent of domestic laws. It is open to the Contracting
States, through bilateral negotiations, to make allowance for
peculiarities of their laws and to agree to bring under the defi-
nition of ‘dividends’ other payments by companiesfalling un-
der the article.” [para. 23]

“The notion of dividends basically concerns distributions
by companieswithin the meaning of subparagraph () of para-
graph 1 of Article 3. Therefore the definition relates, in the
first instance, to distributions of profits the title to which is
constituted by shares, that is holdingsin acompany limited by
shares (joint stock company). The definition assimilates to
shares all securitiesissued by companies which carry aright
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to participate in the companies profits without being debt
clams; such are, for example, ‘jouissance’ shares or
‘jouissance’ rights, founders' shares or other rights participat-
ing in profits. In bilateral conventions, of course, this enumer-
ation may be adapted to the legal situation in the Contracting
States concerned. This may be necessary, in particular, as re-
gards income from ‘jouissance’ shares and founders shares.
On the other hand, debt claims participating in profits do not
come into this category . . . ; likewise interest on convertible
debenturesis not adividend.” [para. 24]

“Article 10 deals not only with dividends as such but also
with interest on loansin so far asthe lender effectively shares
the risks run by the company, i.e., when repayment depends
largely on the success or otherwise of the enterprise’s busi-
ness. Articles 10 and 11 do not therefore prevent the treatment
of thistype of interest as dividends under the national ruleson
thin capitalization applied in the borrower’s country. The
guestion whether the contributor of the loan shares the risks
run by the enterprise must be determined in each individual
case in the light of all the circumstances, as for example the
following:

—the loan very heavily outweighs any other contribution
to the enterprise’s capital (or was taken out to replace a
substantial portion of capital which has been lost) and is
substantially unmatched by redeemable assets;

—the creditor will share in any profits of the company;

—the repayment of the loan is subordinated to claims of
other creditors or to the payment of dividends;

—the level or payment of interest would depend on the
profits of the company;

—theloan contract contains no final provisionsfor repay-

ment by a definite date.” [para. 25]

“The laws of many of the States put participations in a
Société a responsabilité limitée (limited liability company) on
the same footing as shares. Likewise, distributions of profits
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by cooperative societies are generally regarded as dividends.”
[para. 26]

“Distributions of profits by partnerships are not dividends
within the meaning of the definition, unless the partnerships
are subject, in the State where their place of effective manage-
ment is situated, to a fiscal treatment substantially similar to
that applied to companies limited by shares (for instance, in
Belgium, Portugal and Spain, also in France as regards distri-
butions to ‘commanditaires’ in the ‘sociétés en commandite
simple’). On the other hand, clarification in bilateral conven-
tions may be necessary in cases where the taxation law of a
Contracting State gives the owner of holdingsin acompany a
right to opt, under certain conditions, for being taxed as a part-
ner of apartnership, or, vice versa, givesthe partner of a part-
nership theright to opt for taxation asthe owner of holdingsin
acompany.” [para. 27]

“Payments regarded as dividends may include not only
distributions of profits decided by annual general meetings of
shareholders, but also other benefits in money or money’s
worth, such as bonus shares, bonuses, profits on aliquidation
and disguised distributions of profits. The reliefs provided in
the article apply so long as the State of which the paying com-
pany isaresident taxes such benefitsas dividends. It isimma-
terial whether any such benefits are paid out of current profits
made by the company or are derived, for example, from re-
serves, i.e., profits of previous financia years. Normally, dis-
tributions by a company which have the effect of reducing the
membership rights, for instance, payments constituting a re-
imbursement of capital inany form whatever, are not regarded
asdividends.” [para. 28]

“The benefitsto which aholding in acompany confer enti-
tlement are, asageneral rule, avail able solely to the sharehol d-
ers themselves. Should, however, certain of such benefits be
made available to persons who are not shareholders within the
meaning of company law, they may constitute dividendsiif:
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—the legal relations between such persons and the com-
pany are assimilated to a holding in a company (‘con-
ceded holdings') and

—the persons receiving such benefits are closely con-
nected with a shareholder; this is the case, for example,
where the recipient is a relative of the shareholder or isa
company belonging to the same group as the company
owning the shares.” [para. 29]

“When the sharehol der and the person receiving such ben-
efits are residents of two different States with which the State
of source has concluded conventions, differences of views
may arise as to which of these conventions is applicable. A
similar problem may arise when the State of source has con-
cluded a convention with one of the States but not with the
other. This, however, is a conflict which may affect other
types of income and the solution to it can be found only
through an arrangement under the mutual agreement proce-
dure.” [para. 30]

Paragraph 4

16. Thisparagraph, which makes paragraphs 1 and 2 inapplicable
to dividends on shares that are effectively connected with a perma-
nent establishment or fixed base of the recipient in the source coun-
try, reproduces Article 10, paragraph 4, of the OECD Model
Convention. The OECD Commentary notes that paragraph 4 does
not adopt aforce of attraction rule, allowing dividendsto be taxed as
business profits if the recipient has a permanent establishment or
fixed base in the source country, regardiess of whether the
shareholding is connected with the permanent establishment. Rather,
the paragraph only permits dividends to be taxed as business profits
“if they are paid in respect of holdings forming part of the assets of
the permanent establishment or otherwise effectively connected with
that establishment”. [para. 31]
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Paragraph 5

17.  This paragraph, which bars a Contracting State from taxing
dividends paid by a company resident in the other State merely be-
cause the company derives income or profitsin the taxing State, re-
produces Article 10, paragraph 5, of the OECD Model Convention,
the Commentary on which reads as follows:

“The Article dealsonly with dividends paid by acompany
which is aresident of a Contracting State to a resident of the
other State. Certain States, however, tax not only dividends
paid by companiesresident therein—but even distributions by
non-resident companies of profits arising within their terri-
tory. Each State, of course, is entitled to tax profits arising in
itsterritory which are made by non-resident companies, to the
extent provided in the Convention (in particular in Article 7).
The shareholders of such companies should not be taxed as
well at any rate, unless they are residents of the State and so
naturally subject to itsfiscal sovereignty.” [para. 33]

“Paragraph 5 rules out the extraterritorial taxation of divi-
dends, i.e., the practice by which States tax dividends distrib-
uted by a non-resident company solely because the corporate
profits from which the distributions are made originated in
their territory (for example, realized through a permanent es-
tablishment situated therein). Thereis, of course, no question
of extraterritorial taxation when the country of source of the
corporate profitstaxesthe dividends becausethey arepaidto a
shareholder who is a resident of that State or to a permanent
establishment or fixed base situated in that State.” [para. 34]

“Moreover, it can be argued that such a provision does not
aim at, or cannot result in, preventing a State from subjecting
the dividends to awithholding tax when distributed by foreign
companiesif they are cashed initsterritory. Indeed, in such a
case, the criterion for tax liability isthe fact of the payment of
the dividends, and not the origin of the corporate profits al-
lotted for distribution. But if the person cashing the dividends
in a Contracting State is a resident of the other Contracting
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State (of which the distributing company isaresident), he may
under Article 21 obtain exemption from, or refund of, the
withholding tax of the first-mentioned State. Similarly, if the
beneficiary of the dividendsisaresident of athird State which
had concluded a double taxation convention with the State
where the dividends are cashed, he may, under Article 21 of
that convention, obtain exemption from, or refund of, the
withholding tax of the last-mentioned State.” [para. 35]

“Paragraph 5 further provides that non-resident compa
nies are not to be subjected to special taxes on undistributed
profits.” [para. 36]

“It might be argued that where the taxpayer’s country of
residence, pursuant to its counteracting measures (such as
sub-part F legidlation in the United States), seeksto tax profits
which have not been distributed it isacting contrary to the pro-
visionsof paragraph 5. However, . . . the paragraph isconfined
to taxation at source and, thus, has no bearing on the taxation
at residence under a counteracting legislation. In addition, the
paragraph concerns only the taxation of the company and not
that of the shareholder.” [para. 37]

“The application of counteracting legislation may, how-
ever, pose some difficulties. If the income is attributed to the
taxpayer then each item of the income would have to be
treated under the relevant provisions of the Convention (busi-
ness profits, interest, royalties). If the amount is treated as a
deemed dividend then it is clearly derived from the base com-
pany thus constituting income from that company’s country.
Even then, it is by no means clear whether the taxable amount
is to be regarded as a dividend within the meaning of Article
10 or as‘other income’ within the meaning of Article 21. Un-
der some counteracting measuresthe taxable amount istreated
asadividend with the result that an exemption provided for by
a tax convention, e.g., an affiliation exemption, is also ex-
tended to it (for instance, in Germany). It is doubtful whether
the Convention requiresthisto be done. If the country of resi-
dence considersthat thisisnot the case, it may facethe alega
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18.

tionthat it isobstructing the normal operation of the affiliation
exemption by taxing the dividend (in the form of ‘deemed
dividend’) in advance.” [para. 38]

“Where dividends are actually distributed by the base
company, the provisions of a bilateral convention regarding
dividends have to be applied in the normal way because there
is dividend income within the meaning of the convention.
Thus, the country of the base company may subject the divi-
dend to a withholding tax. The country of residence of the
shareholder will apply the normal methods for the elimination
of doubletaxation (i.e., tax credit or tax exemption isgranted).
This implies that the withholding tax on the dividend should
be credited in the shareholder’s country of residence, even if
the distributed profit (the dividend) has been taxed years be-
fore under counteracting legislation. However, the obligation
to givecredit in that case remains doubtful. Generally the divi-
dend as such isexempted from tax (asit was already taxed un-
der the counteracting legislation) and one might argue that
thereisno basisfor atax credit. On the other hand, the purpose
of the treaty would befrustrated if the crediting of taxes could
be avoided by simply anticipating the dividend taxation under
counteracting legislation. The general principle set out above
would suggest that the credit should be granted, though the de-
tails may depend on the technicalities of the counteracting
measures and the system for crediting foreign taxes against
domestic tax, aswell as on the particularities of the case (e.g.,
time lapsed since the taxation of the ‘deemed dividend’).
However, taxpayers who have recourse to artificial arrange-
ments are taking risks against which they cannot fully be safe-
guarded by tax authorities.” [para. 39]

It may berelevant to point out that certain countries’ laws seek

to avoid or mitigate economic double taxation, that is, the simulta-
neous taxation of the company’s profits at the level of the company
and of dividendsat thelevel of the shareholder. For adetailed consid-
eration of this matter, it may be instructive to refer to paragraphs 40
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to 67 in the Commentaries on Article 10 of the OECD Model Con-
vention.

Branch profits taxes

19. Theinclusion of a branch profits tax provision in a revised
United Nations Model Convention was discussed at the 1987 and
1991 meetings of the Group of Experts. The issue was further dis-
cussed in the 1997 meeting (Eighth Meeting) of the Group of Experts
and it was considered that because only a few countries had branch
tax, the paragraph might be better placed in the commentariesand not
in the main text. It would be |eft to the Contracting States, if they so
desire, during the course of bilateral negotiations to incorporate the
provisionsrelating to the branch profitstax intheir bilateral tax treat-
ies. Developing countrieswere generally not opposed to the principle
of branch profitstaxation, even if they did not impose a branch prof-
itstax. One member from a devel oped country stated that imposition
of abranch profitstax would conflict with hiscountry’ s policy of tax-
ing business profits once.

20. Somemembers, while citing the justification of branch profits
taxation as ameans of achieving rough parity in source country taxa-
tion whether businessin that country is conducted through a subsid-
iary corporation or a branch, maintained that the principle should be
followed logically throughout the Convention. Thus, in this view,
contrary to paragraph 3 of article 7 of the United Nations Model
Convention, all expenses of the permanent establishment must be de-
ductible asif the permanent establishment were a distinct and sepa-
rate enterprise dealing wholly independently with the head office.

21. Another member from a developed country noted that his
country imposed the tax in two separate parts. (i) atax analogousto a
dividend withholding tax was imposed on the “dividend equivalent
amount” of a branch that was approximately the amount that would
likely have been distributed as dividendsif the branch were a subsid-
iary; and (ii) asecond tax, analogous to awithholding tax on interest
paid by asubsidiary resident in that country to itsforeign parent, was
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imposed on the excess of the amount of interest deducted by the
branch in computing its taxable income over the amount of interest
actually paid by the branch. The principal purpose of that system was
to minimize the effect of tax considerations on the foreign investor’s
decision whether to operate in the country in branch or subsidiary
form.

22. If one or both of the Contracting States impose branch profits

taxes, they may includein the Convention aprovision such asthefol-

lowing:
“Notwithstanding any other provision of this Convention,
where a company which is a resident of a Contracting State
has a permanent establishment in the other Contracting State,
the profitstaxable under article 7, paragraph 1, may be subject
to an additional tax in that other State, in accordance with its
laws, but the additional charge shall not exceed ___ per cent
of the amount of those profits.”

23. The suggested provision does not recommend a maximum
branch profitsrate. The most common practiceisto usethedirect in-
vestment dividend rate [(e.g., the tax rate in paragraph 2(a))]. At the
1991 meeting of the Group of Experts there was agreement among
the supporters of branch profits taxation that, in view of the princi-
ples enunciated in support of the system, the rate of tax on branch
profits should be the same as that on dividends from direct invest-
ments. However, in severa treatiesthe branch profitstax rate wasthe
ratefor portfolio investment dividends (typically ahigher rate) andin
sometreatiesthe branch tax rate was|ower than the direct investment
dividend rate. Although abranch profitstax ison business profits, the
provision may be included in article 10, rather than in article 7, be-
cause the tax isintended to be analogous to atax on dividends.

24.  Theprovision allowsthe branch profitstax to beimposed only
on profitstaxable under article 7, paragraph 1, on account of the per-
manent establishment. Many treatiesfurther limit the tax baseto such
profits “after deducting therefrom income tax and other taxes on in-
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come imposed thereon in that other State”. Other treaties do not con-
tain thisclause because the concept isincluded under domestic law.

25. Atthe Group’'s 1991 meeting, attention was drawn to the fact
that a branch profits tax provision could potentially conflict with a
treaty’ s non-discrimination clause. Since a branch profits tax is usu-
ally asecond level of tax on profits of foreign corporationsthat is not
imposed on domestic corporations carrying on the same activities, it
could be viewed, as a technical matter, as prohibited by article 24
(Non-discrimination). However, countries imposing the tax do so as
an analogueto the dividend withholding tax paid on dividendsfrom a
subsidiary to itsforeign parent, and they therefore consider it appro-
priate to include in the non-discrimination article an explicit excep-
tion allowing imposition of the branch tax. The non-discrimination
article in several treaties with branch profits tax provisions contains
the following paragraph:

“Nothing in thisarticle shall be construed as preventing either
Contracting State from imposing a tax as described in para-
graph ___ [branch profits tax provision] of article 10 (Divi-
dends).”

However, the branch profits tax provision suggested above makes
this provision unnecessary because it applies “notwithstanding any
other provision of this Convention” and thus takes precedence over
other treaty provisions, including article 24 (Non-discrimination).

26.  Some members of the Group of Experts pointed out that there
are many artificial devices entered into by personsto take advantage
of the provisions of article 10 through, inter alia, creation or assign-
ment of shares or other rights in respect of which dividend is paid.
While substance over form rules, abuse of rights principle or any
similar doctrine could be used to counter such arrangements. Con-
tracting States which may want to specifically address the issue may
include a clause on the following lines in their bilateral tax treaties
during negotiations, namely:
“The provisions of this article shall not apply if it was the
main purpose or one of the main purposes of any person con-
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cerned with the creation or assignment of the shares or other
rights in respect of which the dividend is paid to take advan-
tage of this article by means of that creation or assignment.”

Article 11
INTEREST

A. GENERAL CONSIDERATIONS

1. Article 11 of the United Nations Model Convention repro-
duces the provisions of Article 11 of the OECD Model Convention
with the exception of paragraphs 2 and 4, in which substantive
changes have been made.

2. Interest, which, like dividends, constitutes income from mov-
able capital may be paid to individual saverswho have deposits with
banks or hold savings certificates, to individual investors who have
purchased bonds, to individual suppliers or trading companies sell-
ing on adeferred payment basis, to financial institutions which have
granted loans or to institutional investorswhich hold bonds or deben-
tures. Interest may also be paid on loans between associated enter-
prises.

3. Atthedomesticlevel, interest isusually deductiblein calcul at-
ing profits. Any tax oninterest ispaid by the beneficiary unlessaspe-
cial contract provides that it should be paid by the payer of the
interest. Contrary to what occursin the case of dividends, interest is
not liable to taxation in the hands of both the beneficiary and the
payer. If thelatter isobliged to withhold acertain portion of theinter-
est as atax, the amount withheld represents an advance on the tax to
which the beneficiary will beliable on his aggregate income or prof-
its for the fiscal year, and the beneficiary can deduct this amount
from the tax due from him and obtain reimbursement of any sum by
which the amount withheld exceeds the tax finally payable. This
mechanism prevents the beneficiary from being taxed twice on the
same interest.
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4, At the international level, when the beneficiary of the interest
isaresident of one State and the payer of the interest is aresident of
another, the interest is subject to taxation in both countries. This
double taxation may considerably reduce the net amount of interest
received by the beneficiary or, if the payer has agreed to bear the cost
of the tax deductible at the source, increase the financial burden on
the payer.

5. The Commentary on the OECD Model Convention notes that
although this double taxation could be eliminated by barring the
source country or the residence country from taxing the interest,

“A formulareserving the exclusive taxation of interest to
one State, whether the State of the beneficiary’s residence or
the State of source, could not be sure of receiving general ap-
proval. Therefore a compromise solution was adopted. It pro-
vides that interest may be taxed in the State of residence—but
leavesto the State of sourcetheright toimposeatax if itslaws
so provide, it beingimplicit inthisright that the State of source
isfreeto give up all taxation on interest paid to non-residents.
Its exercise of this right will however be limited by a ceiling
which its tax cannot exceed . . . The sacrifice that the latter
would accept in such conditions will be matched by arelief to
be given by the State of residence, in order to take into account
thetax levied in the State of source (cf. Article23 A or 23B).”
[para. 3]

“Certain countries do not alow interest paid to be de-
ducted for the purposes of the payer’s tax unless the recipient
alsoresidesin the same State or istaxablein that State. Other-
wise they forbid the deduction. The question whether the de-
duction should also be allowed in cases where the interest is
paid by aresident of a Contracting State to a resident of the
other Stateisdealt within paragraph 4 of Article24.” [para. 4]
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B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 11

Paragraph 1

6. This paragraph reproduces Article 11, paragraph 1, of the
OECD Model Convention, the Commentary on which reads as fol-
lows:

“Paragraph 1 lays down the principle that interest arising
in a Contracting State and paid to aresident of the other Con-
tracting State may betaxed inthelatter. In doing so, it does not
stipulate an exclusive right to tax in favour of the State of resi-
dence. The term ‘paid’ has a very wide meaning, since the
concept of payment means the fulfilment of the obligation to
put funds at the disposal of the creditor in the manner required
by contract or by custom.” [para. 5]

“The Article deals only with interest arising in a Con-
tracting State and paid to a resident of the other Contracting
State. It does not, therefore, apply to interest arising in athird
State or to interest arising in a Contracting State which is at-
tributabl e to a permanent establishment which an enterprise of
that State has in the other Contracting State . . .” [para. 6]

Paragraph 2

7. This paragraph reproduces Article 11, paragraph 2, of the
OECD Model Convention with one substantive change. The OECD
Model Convention provides that the tax in the country of source
“shall not exceed 10 per cent of the gross amount of theinterest”, but
the United Nations Model Convention leaves this percentage to be
established through bilateral negotiations.

8. The Group of Experts has amended the main provision of
paragraph 2 to bring it in line with that in the OECD Model Conven-
tion. Prior to the amendment, it was provided that such interest could
also betaxed in the Contracting Statein whichit arisesand according
tothelawsof that State, but if the recipient isthe beneficial owner of
the interest the tax was to be charged in the specified manner. This
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provision has been changed to provide that if the beneficial owner of
theinterest isaresident of the other Contracting State, the tax would
be charged in the specified manner. The purpose of theamendment is
to allow the benefit of this article to a beneficial owner residing in
that other Contracting State regardless of the residence of any agent
or other intermediary collecting the income on behalf of the benefi-
cial owner, and while continuing to deny this benefit when the bene-
ficial owner was not aresident of the Contracting State, even if the
intermediary collecting the income was a resident.

9. Members from developing countries took the view that the
source country should have the exclusive, or at least the primary,
right to tax interest. According to that view, it is incumbent on the
residence country to prevent double taxation of that income through
exemption, credit or other relief measures. These members reason
that interest should be taxed where it was earned, that is, where the
capital was put to use. Some members from developed countriesfelt
that the home country of the investor should have the exclusive right
to tax interest, sincein their view that would promote the mobility of
capital and givetheright to tax to the country that is best equipped to
consider the characteristics of the taxpayer. They also pointed out
that an exemption of foreign interest from the tax of the investor’s
home country might not be in the best interests of the developing
countries because it could induce investors to place their capital in
the developing country with the lowest tax rate.

10. The members from developing countries agreed to the solu-
tion of taxation by both the country of residence and the source coun-
try embodied in Article 11, paragraphs 1 and 2, of the OECD Model
Convention but found the ceiling of 10 per cent of the gross amount
of the interest mentioned in paragraph 2 thereof unacceptable. Since
the Group was unable to reach a consensus on an alternative ceiling,
the matter was left to bilateral negotiations.

11. Thedecision not to recommend a maximum withholding rate
can be justified under current treaty practice. The withholding rates
for interest adopted in developed/developing country tax treaties
range more widely than those for dividends—between complete ex-
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emption and 25 per cent. However, some developing countries have
reduced the interest withholding rate to attract foreign investment;
several of them have adopted rates at or below the OECD rate of
10 per cent.

12. A preciselevel of withholding tax for asource country should
take into account several factors, including the following: the fact
that the capital originated in the residence country; the possibility
that a high source rate might cause lenders to pass the cost of the tax
on to the borrowers, which would mean that the source country
would increase its revenue at the expense of its own residents rather
than the foreign lenders; the possibility that atax rate higher than the
foreign tax credit limit in the residence country might deter invest-
ment; the fact that alowering of the withholding rate hasrevenue and
foreign exchange consequences for the source country; and the main
direction of interest flows (e.g., from devel oping to devel oped coun-
tries).

13. Innegotiationson bilateral treatieswith ageneral positiverate
for interest withholding, alower ceiling or even exemption has some-
times been agreed upon for interest in one or more of the following
categories:

(a) Interest paid to Governments or government agencies;

(b) Interest guaranteed by Governmentsor government agencies,

(¢) Interest paid to central banks;

(d) Interest paid to banks or other financial institutions,

(e) Interest onlong-term loans;

(/) Interest on loans to financing specia equipment or public
works; or

(g) Interest on other government-approved types of investment
(e.g., export finance).

With respect to bank loans and loans from financial institutions, a
major justification for the reduced rate is the high costs associated
with these loans, particularly the lender’s cost of funds. The with-
holding tax, because it is a gross basis tax, has a high effective tax
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rate. If the effective rate is higher than the general tax rate in the
lender’ s country of residence, the borrower is often required to bear
the tax through a gross-up feature in the loan agreement. In that case,
the withholding tax amounts to an additional tax on residents of the
source State. One way to deal with thisisto allow the lender to elect
to treat such income as business profits under article 7, but this ap-
proach raises computation and administrative issues for banks and
tax administrators.

14. A similar justification existsfor reduced rates on interest from
credit sales. The supplier in such cases often merely passes on to the
customer, without additional charge, the price he has had to pay to a
bank or export finance agency to finance the credit. For aperson sell-
ing equipment on credit, the interest is more an element of the sales
price than income from invested capital.

15. In addition, long-term credits correspond to investments that
should be profitable enough to be repaid in instalments over aperiod.
In the latter case, interest must be paid out of earnings at the same
time asinstalments of credit are repaid out of capital. Consequently,
any excessive fiscal burden on such interest must be passed on to the
book value of the capital goods purchased on credit, with the result
that thefiscal chargelevied on theinterest might, inthe last analysis,
diminish theamount of tax payable on the profits made by the user of
the capital goods.

16. At the Group’s 1991 meeting, some members argued that in-
terest income received by government agencies should be exempted
from source country taxation because exemption would facilitate the
financing of development projects, especialy in developing coun-
tries, by eliminating tax considerations from negotiations over inter-
est rates. Some members from devel oping countries asserted that the
financing of such projects would be enhanced even further if thein-
terest income was al so exempt from tax inthelender’ scountry of res-
idence.

17.  Thepredominant treaty practiceisto exempt governmental in-
terest from source country tax, but thereisawiderange of practiceon
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thedetails. In someinstancesinterest incomeisexemptedif paid by a
government or paid to agovernment; in other instances only interest
paid to agovernment is exempt. Also, the definition of “government”
varies to include, e.g., local authorities, agencies, instrumentalities,
central banks, and financial institutions owned by the government.

18. The Group has observed that long-term credits often call for
specia guarantees because of the difficulty of long-term political,
economic and monetary forecasting. Moreover, most developed
countries, in order to ensure full employment in their capital goods
industries or public works enterprises, have adopted various meas-
ures to encourage long-term credits, including credit insurance or
interest-rate reductions by government agencies. These measures may
take theform of direct loans by government agenciestied to loans by
private banks or private credit facilities or interest terms more fa-
vourable than those obtainable on the money market. These meas-
ures are not likely to persist if the preferences are effectively
cancelled out or reduced by excessive taxation in the debtor’ s coun-
try. Thus, not only should interest on loans made by agovernment be
exempted, but an argument exists for exempting interest on
long-term loans made by private banks where such loans are guaran-
teed or refinanced by a government or a government agency.

19. The Commentary on the OECD Model Convention contains
the following passages:

“Under paragraph 2, the limitation of tax in the State of
sourceis not available when an intermediary, such as an agent
or nominee, is interposed between the beneficiary and the
payer, unless the beneficial owner is a resident of the other
Contracting State . . . States which wish to make this more ex-
plicit arefreeto do so during bilateral negotiations.” [para. 8]

“The paragraph lays down nothing about the mode of tax-
ation in the State of source. It thereforeleavesthat Statefreeto
apply itsown laws and, in particular, to levy the tax either by
deduction at source or by individual assessment. Procedural
guestions are not dealt with in this Article. Each State should
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be able to apply the procedure provided in itsown law . . .”
[para. 9]

“1t does not specify whether or not therelief in the State of
source should be conditional upon the interest being subject to
tax in the State of residence. This question can be settled by bi-
lateral negotiations.” [para. 10]

“The Article contains no provisions as to how the State of
the beneficiary’ sresidence should make allowance for the tax-
ation in the State of source of the interest. This question is
dealt withiin Articles23 A and 23 B.” [para. 11]

“Attention is drawn generally to the following case: the
beneficial owner of interest arising in a Contracting State is a
company resident in the other Contracting State; all or part of
its capital is held by shareholders resident outside that other
State; its practice is not to distribute its profits in the form of
dividends; and it enjoys preferential taxation treatment (pri-
vate investment company, base company). The question may
arisewhether, in the case of such acompany, itisjustifiableto
allow in the State of source of the interest the limitation of tax
whichisprovided in paragraph 2. It may be appropriate, when
bilateral negotiations are being conducted, to agree upon spe-
cial exceptionstothetaxingrulelaid downinthisarticle, inor-
der to define the treatment applicable to such companies.”
[para. 12]

“It should, however, be pointed out that the solution
adopted, given the combined effect of theright to tax accorded
to the State of source and the allowance to be made for the tax
levied there against that duein the State of residence, could, in
certain cases, result in maintaining partial double taxation and
lead to adverse economic consequences. In fact, when the ben-
eficiary of theinterest has himself had to borrow in order to fi-
nance the operation which earnshim interest, the profit he will
realize by way of interest will be much smaller than the nomi-
nal amount of interest he receives; if the interest he pays and
that which he receives balance, there will be no profit at all. In
such acase, the allowanceto be made under paragraph 2 of Ar-
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ticle23 A, or paragraph 1 of Article 23 B, raisesadifficult and
sometimes insoluble problem in view of the fact that the tax
levied in the State where theinterest arisesis calculated on the
gross amount thereof, whereasthe sameinterest isreflected in
the beneficiary’ s business results at its net amount only. The
result of thisisthat part, or sometimes even the whole amount,
of thetax levied in the State where the interest arises cannot be
allowed as a credit in the beneficiary’ s State of residence and
so congtitutes an excess charge for the beneficiary, who, to
that extent, suffers double taxation. Moreover, the latter, in
order to avoid the disadvantage just mentioned, will tend to
increase the rate of interest he charges his debtor, whose fi-
nancial burden would then beincreased to a corresponding
extent. Thus in certain cases the practice of taxation at
the source can constitute an obstacle to international trade.”
[para. 13]

“The disadvantages just mentioned arise in business, par-
ticularly with the sale on credit of equipment, other commer-
cia credit sales, and loans granted by banks. The supplier in
such cases very often merely passes on to the customer, with-
out any additional charge, the price hewill himself have had to
pay to abank or an export finance agency to finance the credit;
similarly, the banker generally finances the loan which he
grants with funds lent to his bank and, in particular, funds ac-
cepted by him on deposit. In the case especialy of the person
selling equipment on credit, the interest is more an element of
theselling pricethanincomefrominvested capital.” [para. 14]

“1f two Contracting States, in order to eliminate all risks of
double taxation, should desire to avoid the imposition of atax
in the State of source on interest arising from the above-
mentioned categories of debts, their common intention can be
expressed by an additional paragraph which would follow
paragraph 2 of the Article, and which might be in the follow-
ing terms:

3. Notwithstanding the provisions of paragraph 2,
any such interest as is mentioned in paragraph 1 shall be
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taxable only in the Contracting State of which the recipi-
entisaresident, if such recipient isthe beneficial owner of
the interest and if such interest is paid:

(a) inconnectionwith the sale on credit of any industrial,
commercial or scientific equipment,

(b) inconnectionwith the sale on credit of any merchan-
dise by one enterprise to another enterprise, or

(¢) on any loan of whatever kind granted by a bank.”
[para 15]

“Asregards, more particularly, the types of credit sale re-
ferred to in subparagraph (a) of the text suggested above, they
comprise not only sales of complete units, but also sales of
separate components thereof. Furthermore, as regards credit
sales of the types referred to in subparagraphs (a) and () of
the suggested text, it isimmaterial whether the interest is stip-
ulated separately and as additional to the sale price, or isin-
cluded from the outset in the price payable by instalments.”
[para. 16]

“Contracting States may add to the categories of interest
enumerated . . . above other categoriesin regard to which the
imposition of atax in the State of source might appear to them
to be undesirable. They may also agree that the exclusion of a
right to tax in the State of source shall be limited to certain of
the categories of interest mentioned.” [para. 17]

Paragraph 3

20. This paragraph reproduces Article 11, paragraph 3, of the
OECD Model Convention, the Commentary on which reads as fol-
lows:

“Paragraph 3 specifies the meaning to be attached to the
term ‘interest’ for the application of the taxation treatment de-
fined by the article. The term designates, in general, income
from debt claims of every kind, whether or not secured by
mortgage and whether or not carrying aright to participate in
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profits. The term ‘debt claims of every kind’ obviously em-
braces cash deposits and security in the form of money, aswell
as government securities, and bonds and debentures, although
thethreelatter are specially mentioned because of their impor-
tance and of certain peculiarities that they may present. It is
recognized, on the one hand, that mortgage interest comes
within the category of income from movable capital (‘ revenus
de capitaux mobiliers’), even though certain countries assimi-
lateit toincome from immovable property. On the other hand,
debt claims, and bonds and debentures in particular, which
carry aright to participate in the debtor’ s profits are nonethe-
less regarded as loans if the contract by its general character
clearly evidences aloan at interest.” [para. 18]

“Interest on participating bonds should not normally be
considered as a dividend, and neither should interest on con-
vertible bonds until such time as the bonds are actually con-
verted into shares. However, theinterest on such bonds should
be considered as a dividend if the loan effectively shares the
risks run by the debtor company . . . In situations of presumed
thin capitalization, it is sometimes difficult to distinguish be-
tween dividends and interest and in order to avoid any possi-
bility of overlap between the categories of income dealt with
in Article 10 and Article 11 respectively, it should be noted
that the term ‘interest’ as used in Article 11 does not include
itemsof incomewhich aredealt within Article 10.” [para. 19]

“As regards, more particularly, government securities,
and bonds and debentures, the text specifies that premiums or
prizes attaching thereto constitute interest. Generally speak-
ing, what constitutes interest yielded by a loan security, and
may properly be taxed as such in the State of source, isall that
theinstitution issuing theloan paysover and above the amount
paid by the subscriber, that isto say, the interest accruing plus
any premium paid at redemption or at issue. It follows that
when a bond or debenture has been issued at a premium, the
excess of the amount paid by the subscriber over that repaid to
him may constitute negative interest which should be de-
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ducted from the interest that istaxable. On the other hand, any
profit or loss which a holder of such a security realizes by the
sale thereof to another person does not enter into the concept
of interest. Such profit or loss may, depending on the case,
congtitute either a business profit or aloss, a capital gain or a
loss, or income falling under Article 21.” [para. 20]

“Moreover, the definition of interest in the first sentence
of paragraph 3is, in principle, exhaustive. It has seemed pref-
erablenot toincludeasubsidiary referenceto domesticlawsin
the text; thisisjustified by the following considerations:

(@) the definition covers practically al the kinds of in-
come which areregarded asinterest in the various domes-
tic laws;

(b) the formula employed offers greater security from
thelegal point of view and ensuresthat conventionswould
be unaffected by future changesin any country’ sdomestic
laws;

(¢) in the Model Convention references to domestic
laws should as far as possible be avoided.

It nevertheless remains understood that in a bilateral con-
vention two Contracting States may widen the formula em-
ployed so as to include in it any income which is taxed as
interest under either of their domestic laws but which is not
covered by the definition and in these circumstances may
find it preferable to make reference to their domestic laws.”
[para 21]

“The definition of interest in the first sentence of para
graph 3 does not normally apply to payments made under cer-
tain kinds of non-traditional financial instruments where there
isno underlying debt (for example, interest rate swaps). How-
ever, the definition will apply to the extent that aloan is con-
sidered to exist under a“ substance over form'’ rule, and ‘ abuse
of rights’ principle, or any similar doctrine.” [para. 21.1]

“The second sentence of paragraph 3 excludes from the
definition of interest penalty charges for late payment but

175



ARTICLE 11 COMMENTARY

Contracting States are free to omit this sentence and treat
charges as interest in their bilateral conventions. Penalty
charges, which may be payable under the contract, or by cus-
toms or by virtue of ajudgement, consist either of payments
calculated pro rata temporis or else of fixed sums; in certain
cases they may combine both forms of payment. Even if they
are determined pro rata temporis they constitute not so much
income from capital asaspecial form of compensation for the
loss suffered by the creditor through the debtor’s delay in
meeting his obligations. Moreover, considerations of legal se-
curity and practical convenience makeit advisableto place all
penalty charges of thiskind, in whatever form they be paid, on
the same footing for the purposes of their taxation treatment.
On the other hand, two Contracting States may exclude from
the application of Article 11 any kinds of interest which they
intend to be treated as dividends.” [para. 22]

“Finally, the question arises whether annuities ought to be
assimilated to interest; it is considered that they ought not to
be. On the one hand, annuities granted in consideration of past
employment arereferred to in Article 18 and are subject to the
rulesgoverning pensions. On the other hand, althoughitistrue
that instalments of purchased annuitiesinclude an interest ele-
ment on the purchase capital as well as return of capital, such
instalments thus constituting * fruits civils' which accrue from
day to day, it would be difficult for many countries to make a
distinction between the element representing income from
capital and the element representing areturn of capital in order
merely to tax the income element under the same category as
income from movable capital. Taxation laws often contain spe-
ciad provisons classfying annuities in the category of sdaries,
wages and pension, and taxing them accordingly.” [para. 23]

Paragraph 4

21. Thisparagraph, which providesthat paragraphs 1 and 2 do not
apply to someinterest if the reci pient has apermanent establishment or
fixed base in the source country, reproduces Article 11, paragraph 4,
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of the OECD Model Convention, with one modification. The OECD
version only appliesif the obligation on which theinterest is paid is
effectively connected with the permanent establishment or fixed
base. Sincethe United Nations Model Convention, unlike the OECD
Model Convention, adopts a limited force of attraction rulein arti-
cle 7, defining the income that may be taxed as business profits, a
conforming change is made in article 11, paragraph 4, of the United
Nations Model Convention. This modification makes paragraphs 1
and 2 of article 11 inapplicable if the debt claim is effectively con-
nected with the permanent establishment or fixed base or with busi-
ness activities in the source country of the same or similar kind as
those effected through the permanent establishment.

Paragraph 5

22. This paragraph reproduces Article 11, paragraph 5, of the
OECD Model Convention, which specifies that interest is from
sources in the residence country of the payer. The first sentence of
paragraph 5 was amended in 1999. However, in the course of discus-
sion, the Group agreed that countries might substitute a rule that
would identify the source of interest as the State in which the loan
giving riseto the interest was used. Where, in bilateral negotiations,
the two parties differed on the appropriate rule, a possible solution
would be a rule which, in general, would accept the place of resi-
dence of the payer as the source of interest; but where the loan was
used in the State having a “place of use” rule, the interest would be
deemed to arisein that State. The OECD Commentary on Article 11,
paragraph 5, reads as follows:

“This paragraph lays down the principle that the State of
source of the interest is the State of which the payer of thein-
terest is aresident. It provides, however, for an exception to
thisruleinthe case of interest-bearing loanswhich have an ob-
vious economic link with a permanent establishment owned in
the other Contracting State by the payer of the interest. If the
loan was contracted for the requirements of that establishment
and theinterest isborne by thelatter, the paragraph determines
that the source of the interest is in the Contracting State in
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which the permanent establishment is situated, leaving aside
the place of residence of the owner of the permanent establish-
ment, even when he resides in athird State.” [para. 26]

“In the absence of an economic link between the loan on
which the interest arises and the permanent establishment, the
State where the latter is situated cannot on that account be re-
garded asthe Statewhere theinterest arises; itisnot entitled to
tax such interest, not even within thelimitsof a‘taxable quota
proportional to the importance of the permanent establish-
ment. Such a practice would be incompatible with para-
graph 5. Moreover, any departure from the rule fixed in the
first sentence of paragraph 5 is justified only where the eco-
nomic link between the loan and the permanent establishment
issufficiently clear-cut. In this connection, anumber of possi-
ble cases may be distinguished:

(@) The management of the permanent establishment
has contracted aloan which it usesfor the specific require-
ments of the permanent establishment; it shows it among
its liabilities and pays the interest thereon directly to the
creditor.

() The head office of the enterprise has contracted a
loan the proceeds of which are used solely for the purposes
of a permanent establishment situated in another country.
Theinterest is serviced by the head office but isultimately
borne by the permanent establishment.

(¢) Theloaniscontracted by the head office of the enter-
prise and its proceeds are used for several permanent es-
tablishments situated in different countries.

In cases (a) and (b) the conditionslaid down in the second
sentence of paragraph 5 are fulfilled, and the State where the
permanent establishment is situated is to be regarded as the
State where the interest arises. Case (¢), however, fallsoutside
the provisions of paragraph 5, the text of which precludes the
attribution of more than one source to the same loan. Such a
solution, moreover, would give rise to considerable adminis-
trative complications and make it impossible for lenders to
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calculate in advance the taxation that interest would attract. It
is, however, open to two Contracting States to restrict the ap-
plication of the final provisionin paragraph 5 to case («) or to
extend it to case (¢).” [para. 27]

“Paragraph 5 provides no solution for the case, which it
excludes from its provisions, where both the beneficiary and
the payer are indeed residents of the Contracting States, but
theloan was borrowed for the requirements of apermanent es-
tablishment owned by the payer in athird State and the interest
is borne by that establishment. As paragraph 5 now stands,
therefore, only itsfirst sentence will apply in such acase. The
interest will be deemed to arise in the Contracting State of
which the payer isaresident and not in thethird Statein whose
territory is situated the permanent establishment for the ac-
count of which theloan was effected and by which the interest
is payable. Thus the interest will be taxed both in the Con-
tracting State of which the payer is aresident and in the Con-
tracting State of which the beneficiary is a resident. Buit,
although double taxation will be avoided between these two
States by the arrangements provided in the article, it will not
be avoided between them and the third State if the latter taxes
the interest on the loan at the source when it is borne by the
permanent establishment in itsterritory.” [para. 28]

“It has not, however, been considered possible to refer to
such acase in abilateral convention and provide for it a solu-
tion consisting, for example, in obliging the Contracting State
of the payer’ sresidenceto relinquish itstax at the sourceinfa
vour of the third State in which is situated the permanent es-
tablishment for the account of which the loan was effected and
by which theinterest is borne. Therisk of double taxation just
referred to can only be fully avoided through a bilateral con-
vention containing a similar provision to that in paragraph 5,
between the Contracting State of which the payer of the in-
terest is aresident and the third State in which the permanent
establishment paying the interest is situated, or through amul-
tilateral convention containing such a provision.” [para. 29]
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“Moreover, in the case—not settled in paragraph
5—where whichever of the two Contracting States is that of
the payer’s residence and the third State in which is situated
the permanent establishment for the account of which the loan
is effected and by which the interest is borne together claim
the right to tax the interest at the source, there would be noth-
ing to prevent those two States—together with, where appro-
priate, the State of the beneficiary’s residence—from
concerting measures to avoid the double taxation that would
result from such claims. The proper remedy, it must be said
again, would be the establishment between these different
States of bilateral conventions, or a multilateral convention,
containing a provision similar to that in paragraph 5. Another
solution would be for two Contracting States to word the sec-
ond sentence of paragraph 5 in the following way:

‘“Where, however, the person paying the interest, whether
heisaresident of a Contracting State or not, hasin a State
other than that of which heisaresident apermanent estab-
lishment or a fixed base in connection with which the in-
debtedness on which the interest is paid was incurred, and
such interest is borne by such permanent establishment or
fixed base, then such interest shall be deemed to arise in
the State in which the permanent establishment or fixed
baseis situated.” ” [para. 30]

“If two Contracting States agree in bilateral negotiations
to reserve to the State where the beneficiary of the income re-
sides the exclusive right to tax such income, then ipso facto
there is no value in inserting in the convention which fixes
their relations that provision in paragraph 5 which defines the
State of source of such income. But it is equally obvious that
double taxation would not befully avoided in such acaseif the
payer of the interest owned, in athird State which charged its
tax at the source on the interest, apermanent establishment for
the account of which the loan had been borrowed and which
bore the interest payable on it. The case would then be just the
same asis contemplated . . . above.” [para. 31]
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Paragraph 6

23.  This paragraph reproduces Article 11, paragraph 6, of the
OECD Model Convention, the Commentary on which reads as fol-
lows:

“The purpose of this paragraph isto restrict the operation
of the provisions concerning the taxation of interest in cases
where, by reason of a special relationship between the payer
and the beneficial owner or between both of them and some
other person, the amount of the interest paid exceeds the
amount which would have been agreed upon by the payer and
the beneficial owner had they stipulated at arm’ slength. It pro-
videsthat in such acasethe provisionsof thearticle apply only
to that last-mentioned amount and that the excess part of the
interest shall remain taxable according to the laws of the two
Contracting States, due regard being had to the other provi-
sions of the Convention.” [para. 32]

“Itisclear from thetext that for this clauseto apply thein-
terest held excessive must be due to a special relationship be-
tween the payer and the beneficial owner or between either of
them and some other person. There may be cited as examples
cases Where interest is paid to an individual or legal person
who directly or indirectly controlsthe payer, or whoisdirectly
or indirectly controlled by him or is subordinate to a group
having common interest with him. These examples, more-
over, are similar or analogous to the cases contemplated by
Article 9.” [para. 33]

“On the other hand, the concept of special relationship
also covers relationship by blood or marriage and, in general,
any community of interests as distinct from the legal relation-
ship giving rise to the payment of the interest.” [para. 34]

“With regard to the taxation treatment to be applied to the
excess part of the interest, the exact nature of such excesswill
need to be ascertained according to the circumstances of each
case, in order to determine the category of incomein which it
should be classified for the purposes of applying the provi-
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24,

sionsof thetax laws of the States concerned and the provisions
of the Convention. This paragraph permits only the adjust-
ment of therate at which interest is charged and not the reclas-
sification of theloan in such away asto giveit the character of
a contribution to equity capital. For such an adjustment to be
possible under paragraph 6 of Article 11 it would be necessary
to substitute other words for the phrase ‘ having regard to the
debt claim for which it is paid’. Nevertheless, this paragraph
can affect not only the recipient but al so the payer of the exces-
siveinterest and if the law of the State of source permits, the
excess amount can be disallowed as a deduction, due regard
being had to other applicable provisions of the Convention. If
two Contracting States should have difficulty in determining
the other provisions of the Convention applicable, as casesre-
quire, to the excess part of the interest, there would be nothing
to prevent them from introducing additional clarifications in
the last sentence of paragraph 6, aslong asthey do not alter its
genera purport.” [para. 35]

“Should the principles and rules of their respective laws
oblige the two Contracting States to apply different articles of
the Convention for the purpose of taxing the excess, it will be
necessary to resort to the mutual agreement procedure pro-
vided by the Convention in order to resolve the difficulty.”
[para. 36]

Some members of the Group of Experts pointed out that there

aremany artificial devices entered into by personsto take advantage
of the provisions of article 11 through, inter alia, creation or assign-
ment of debt claims in respect of which interest is charged. While
substance over form rules, abuse of rights principle or any similar
doctrine could be used to counter such arrangements. Contracting
States which may want to specifically address the issue may include
aclauseonthefollowing linesin their bilateral tax treaties during ne-
gotiations, namely:

“The provisions of this article shall not apply if it wasthe
main purpose or one of the main purposes of any person con-
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cerned with the creation or assignment of the debt claminre-
spect of which the interest is paid to take advantage of this
article by means of that creation or assignment.”

Article 12
ROYALTIES

A. GENERAL CONSIDERATIONS

1. Article 12 of the United Nations Model Convention repro-
ducesArticle 12 of the OECD Model Convention, with thefollowing
exceptions: first, substantive differences appear in paragraphs 1 and
3; second, paragraphs 2 and 5 do not appear in the OECD Model
Convention with the result that the paragraph numbersin the United
Nations Model Convention differ from those in the OECD Model
Convention; and third, adrafting adjustment ismade in paragraph 4.

2. When the user of apatent or similar property isresident in one
country and paysroyaltiesto the owner thereof who isresident in an-
other country, the amount paid by the user is generally subject to
withholding tax in his country, the source country. The source coun-
try tax is on the gross payments, with no allowance for any related
expenses incurred by the owner. Without recognition of expenses,
the owner’s after-tax profit may in some cases be only a small per-
centage of gross royalties. Consequently, the owner may take the
withholding tax in the source country into account in fixing the
amount of theroyalty, so that the user and the source country will pay
more for the use of the patent or similar property than they would if
the withholding tax levied by the source country were lower and took
into account the expenses incurred by the owner. A manufacturing
enterprise or an inventor may have spent substantial sums on the de-
velopment of the property generating the royalties, because the work
of research and testing involves considerable capital outlaysand does
not always yield successful results. The problem of determining the
appropriate tax rate to be applied by the source country to gross roy-
alty payments is therefore complex, especialy since the user may
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make a lump sum payment for the use of the patent or similar prop-
erty, in addition to regular royalty payments.

3. The Commentary on Article 12 of the OECD Model Conven-
tion includes the following preliminary remarks:

“In principle, royaltiesin respect of licencesto use patents
and similar property and similar payments are income to the
recipient from aletting. Theletting may be granted in connec-
tion with an industrial or commercial enterprise (e.g., the use
of literary copyright granted by a publisher) or an independent
profession (e.g., use of a patent granted by the inventor) or
quiteindependently of any activity of thegrantor (e.g., useof a
patent granted by the inventor’s heirs).” [para. 1]

“Certain countries do not allow royalties paid to be de-
ducted for the purposes of the payer’s tax unless the recipient
alsoresidesin the same State or istaxable in that State. Other-
wise they forbid the deduction. The question whether the de-
duction should also be allowed in caseswheretheroyaltiesare
paid by aresident of a Contracting State to a resident of the
other Stateisdealt within paragraph 4 of Article24.” [para. 2]

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 12

Paragraphs 1 and 2

4. Paragraph 1 drops the word “only” from the corresponding
provision of the OECD Model Convention, which provides that
“royalties arising in a Contracting State and beneficially owned by a
resident of the other Contracting State shall be taxable only in that
other State”. Paragraph 2 is an addition flowing logically from the
premise underlying paragraph 1, which is that royalties should be
taxable in the source country as well as the residence country. A
member from adevel oped country has observed that by providing for
taxing rightsin respect of royaltiesto be shared between the State of
residence and the State of source, the United Nations Model Conven-
tion departs from the principle of exclusive residence State sright to
tax provided in the OECD Model Convention. In this context, it

184



ARTICLE 12 COMMENTARY

should be noted that several member States of OECD haverecorded
reservations about the approval of exclusive residence State taxa-
tion.

5. The Group of Experts has amended the provisions of para-
graph 2 of article 12 in 1999 to bring it in line with the provisions of
paragraph 2 of articles 10 and 11. Prior to the amendment, it was pro-
vided that such royaltiesmay also betaxed in the Contracting Statein
which they arise and according to the laws of that State, but if the re-
cipientisthe beneficial owner of theroyalties, thetax will be charged
in the specified manner. The purpose of this amendment is to allow
the benefit of thisarticleto the beneficial owner residing in the treaty
country regardless of the residence of any agent or other interme-
diary collecting the income on behalf of the beneficial owner, while
continuing to deny this benefit when the beneficial owner was not a
resident of the treaty country, even if theintermediary collecting the
income was a resident. In this connection, a reference is made to
paragraph 5 of the Commentary on article 10.

6. During discussion by the Group of Experts, membersfrom de-
veloping countries argued that, in order to facilitate the conclusion of
tax treaties between those countries and devel oped countries, the pri-
mary right to tax royalties should be given to the country where the
incomearose, that is, the source country. Patentsand processes might
be licensed to developing countries after they had been fully ex-
ploited elsawhere and, according to these members, after the ex-
penses incurred in connection with their development had already
been largely recouped.

7. Membersfrom devel oped countriesresponded that it would be
unrealistic to assume that enterprises selected the oldest patents for
licensing to developing countries. Normally, an enterprise would li-
cense its patentsto foreign subsidiaries and therefore select the most
up-to-date inventions, in the hope of expanding existing markets or
opening up new ones. Patents are not merchandise but instruments
for promoting industrial production. Several members from devel-
oped countries held as a matter of principle that the country of resi-
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dence of the owner of a patent or similar property should have the
exclusive or primary right to tax royalties paid thereon.

8. Since the Group reached no consensus on a particular rate for
the withholding tax to be charged on royalties on a gross basis, the
rate should be established through bilateral negotiations. Thefollow-
ing considerations might be taken into account in negotiations:

First, the country of source should recognize both current ex-
penses allocable to the royalty and expenditureincurred in the devel -
opment of the property whose use gave rise to the royalty. It should
be considered that the costs of developing the property are also alo-
cable to profits derived from other royalties or activities, past or fu-
ture, associated with these expenditures and that expenditure not
directly incurred in the devel opment of that property might neverthe-
less have contributed significantly to that development;

Second, if an expenseratio isagreed uponinfixing agrossrate
in the source country, the country of the recipient, if following acredit
method, should also use that expense ratio in applying its credit,
whenever feasible. Therefore, that matter should be considered
under article 23 A or 23 B.

9. Other factors might influence the determination of the with-
holding tax on gross royalties, including the developing countries
need to earn revenue and conserve foreign exchange; the fact that
royalty payments flow almost entirely from developing countries to
developed countries; the extent of assistance that developed coun-
tries should, for avariety of reasons, extend to developing countries;
and the specia importance of providing such assistance in the con-
text of royalty payments; the desirability of preventing a shift of the
tax burden to the licensees in the licensing arrangement; the ability
that taxation at source confers on a developing country to make se-
lective judgements by which, through reduced taxation or exemp-
tion, it could encourage those licensing arrangements if they were
considered desirablefor its devel opment; the lessening of the risks of
tax evasion resulting from taxation at the source; the fact that the
country of the licensor suppliesthe facilities and activities necessary
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for the devel opment of the patent and thus undertakes the risks asso-
ciated with the patent; the desirability of obtaining and encouraging a
flow of technology to developing countries; the desirability of ex-
panding thefield of activity of thelicensor in the utilization of hisre-
search; the benefits that developed countries obtain from world
development in general; the relative importance of revenue sacrifice;
the relation of the royalty decision to other decisions in the negotia-
tions.

10.  Income from film rentals should not be treated as industrial
and commercial profitsbut should be dealt with in the context of roy-
aties. The tax would thus be levied on a gross basis but expenses
would be taken into account in fixing the withholding rate. With re-
gard to expenses, there are factors that could be regarded as pecu-
liarly relevant to film rentals. As ageneral rule, the expenses of film
producers might be much higher and the profitslower thaninthe case
of industrial royalties. On the other hand, because a considerabl e part
of film expenses represents high salaries paid to actors and other par-
ticipants who were taxed solely by the country of residence, and not
by the source country, these expenses might not justify any great re-
duction of the withholding tax at source. However, it could be said
that the amounts involved were nevertheless real costs for the pro-
ducer and should be taken into account, while at the same time all
countries involved should join in efforts to make sure that such in-
come did not escape tax. Further, while the write-off of expensesin
the country of residence did not mean that the expenses should not be
taken into account at source, at some point old films could present a
different expense situation.

11. Some members of the Group believe that because copyright
royalties represent cultural efforts, they should be exempted from
taxation by the source country. Other members, however, argue that
tax would be levied by the residence country, and the reduction at
source would not benefit the author. Other members favour exempt-
ing copyright royalties at the source, not necessarily for cultural rea
sons, but because the country of residence is in a better position to
evaluate the expenses and personal circumstances of the creator of

187



ARTICLE 12 COMMENTARY

the royalties, including the period over which the books or other
copyrighted items had been created; a reduction of the source
country tax could be supported in some cases by the fact that the tax
wastoo high to be absorbed by thetax credit of theresidence country.
However, source countries might not be willing to accept that ap-
proach to the problem. Furthermore, if the person dealing with the
source country might be the publisher and not the author, arguments
supporting the exemption of the author’sincome because of his per-
sonal situation obviously do not apply to the publisher.

Paragraph 3

12. This paragraph reproduces Article 12, paragraph 2, of the
OECD Model Convention, but does not incorporate the 1992 amend-
ment thereto which eliminates equipment rental from thisarticle, and
paragraph 3 of article 12 includes payments for tapes and royalties
which are not included in the corresponding provision of the OECD
Model Convention. The following portions of the OECD Commen-
tary are relevant (the bracketed paragraphs being portions of the
Commentary on the 1977 OECD Model Convention that are omitted
from or atered in the present OECD Commentary):

“Paragraph 2 contains a definition of the term ‘royalties’.
These relate, in general, to rights or property constituting the
different formsof literary and artistic property, the elements of
intellectual property specified in the text and industrial and
commercia property specified in the text and information
concerning industrial, commercia or scientific experience.
Thedefinition appliesto paymentsfor the use of, or theentitle-
ment to use, rights of the kind mentioned, whether or not they
have been, or arerequired to be, registered in apublic register.
The definition covers both payments made under alicenceand
compensation which a person would be obliged to pay for
fraudulently copying or infringing the right . . . [T]he word
‘payment’, used in the definition, has a very wide meaning
since the concept of payment means the fulfilment of the obli-
gation to put funds at the disposal of the creditor in the manner
required by contract or by custom. Asaguide, certain explana-
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tionsare given below in order to define the scope of Article 12
in relation to that of other Articles of the Convention, as re-
gards, in particular, [equipment renting and] the provision of
information.” [para. 8]

“Rents in respect of cinematograph films are also treated
as royalties, whether such films are exhibited in cinemas or
on the television. It may, however, be agreed through bilat-
eral negotiationsthat rentsin respect of cinematograph films
shall be treated as industrial and commercial profits and, in
consequence, subjected to the provisions of Articles 7 and 9.”
[para. 10]

“In classifying asroyalties paymentsreceived as consider-
ation for information concerning industrial, commercia or
scientific experience, paragraph 2 aludes to the concept of
‘know-how’. Various speciaist bodies and authors have for-
mulated definitions of know-how which do not differ intrin-
sically. One such definition, given by the * Association des
Bureaux pour la Protection de la Propriété Industrielle
(ANBPPI), statesthat * know-how isall the undivulged techni-
cal information, whether capabl e of being patented or not, that
isnecessary for theindustrial reproduction of aproduct or pro-
cess, directly and under the same conditions; inasmuch asit is
derived from experience, know-how represents what a manu-
facturer cannot know from mere examination of the product
and mere knowledge of the progress of technique’. In the
know-how contract, one of the parties agrees to impart to the
other, so that he can use them for his own account, his special
knowledge and experience which remain unreveaed to the
public. It is recognized that the grantor is not required to play
any part himself in the application of the formulae granted to
the licensee and that he does not guarantee the result thereof.
Thistype of contract thus differs from contracts for the provi-
sion of services, in which one of the parties undertakes to use
the customary skills of his calling to execute work himself for
the other party. Thus, payments obtained as consideration for
after-sales service, for services rendered by aseller to the pur-
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chaser under a guarantee, for pure technical assistance, or for
an opinion given by an engineer, an advocate or an accountant,
do not constitute royalties within the meaning of paragraph 2.
Such payments generally fall under Article 7 or Article 14. In
business practice, contracts are encountered which cover both
know-how and the provision of technical assistance. One ex-
ample, amongst others, of contracts of thiskind isthat of fran-
chising, where the franchisor imparts his knowledge and
experience to the franchisee and, in addition, provides him
with varied technical assistance, which, in certain cases, is
backed up with financial assistance and the supply of goods.
The appropriate course to take with a mixed contract is, in
principle, to break down, on the basis of the information con-
tained in the contract or by means of a reasonable apportion-
ment, the whole amount of the stipulated consideration
according to the various parts of what is being provided under
the contract, and then to apply to each part of it so determined
the taxation treatment proper thereto. If, however, one part of
what isbeing provided constitutes by far the principal purpose
of the contract and the other parts stipul ated therein are only of
an ancillary and largely unimportant character, then it seems
possibleto apply to the whole amount of the consideration the
treatment applicable to the principal part.” [para. 11]

“Whether payments received as consideration for com-
puter software may be classified as royalties poses difficult
problems but isamatter of considerableimportancein view of
the rapid development of computer technology in recent years
and the extent of transfers of such technology across national
borders. Software may be described as a program, or series of
programs, containing instructions for a computer required ei-
ther for the operational processes of the computer itself (oper-
ational software) or for the accomplishment of other tasks
(application software). It can be transferred through a variety
of media, for exampleinwriting, on amagnetic tape or disk, or
on alaser disk. It may be standardized with awide range of ap-
plications or be tailor-made for single users. It can be trans-
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ferred as an integral part of computer hardware or in an
independent form available for use on a variety of hardware.
The rights in computer software are a form of intellectual
property. Research into the practices of OECD Member coun-
tries has established that all but one protect software rights ei-
ther explicitly or implicitly under copyright law. Transfers of
rights occur in many different ways ranging from the alien-
ation of the entire rightsto the sale of a product which is sub-
ject to restrictions on the use to which it is put. The
consideration paid can also take numerous forms. These fac-
tors may make it difficult to determine where the boundary
lies between software payments that are properly to be re-
garded as royalties and other types of payment.” [para. 12]

“Three situations are considered. Thefirst is of payments
madewherelessthan thefull rightsin software aretransferred.
In apartia transfer of rights the consideration islikely to rep-
resent aroyalty only in very limited circumstances. One such
caseiswherethetransferor isthe author of the software (or has
acquired from the author his rights of distribution and repro-
duction) and he has placed part of hisrightsat the disposal of a
third party to enable the latter to develop or exploit the soft-
ware itself commercially, for example by development and
distribution of it . . . [E]ven where a software payment is prop-
erly to be regarded as aroyalty there are difficulties in apply-
ing the copyright provisions of the Article to software
royalties since paragraph [ 3] requiresthat software should be
classified as a literary, artistic or scientific work. None of
these categories seemsentirely apt but treatment asascientific
work might be the most redlistic approach. Countries for
which itisnot possibleto attach software to any of those cate-
goriesmight bejustified in adopting in their bilateral treatiesan
amended version of paragraph 2 which either omits all refer-
ences to the nature of copyrights or refers specifically to soft-
ware.” [para. 13]

“In other cases, the acquisition of the software will gener-
ally be for the personal or business use of the purchaser. The
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payment will then fall to be dealt with as commercial income
in accordance with Articles 7 or 14. It is of no relevance that
the software is protected by copyright or that there may be
restrictions on the use to which the purchaser can put it.”
[para. 14]

“The second situation is where the payments are made as
consideration for the alienation of rights attached to the soft-
ware. Itisclear that where considerationispaid for thetransfer
of the full ownership, the payment cannot represent a royalty
and the provisions of the Article are not applicable. Diffi-
culties can arise where there are extensive but partial alien-
ation of rightsinvolving:

—exclusive right of use during a specific period or in a
limited geographical area;
—additional consideration related to usage;

—consideration in the form of a substantial lump sum
payment.” [para. 15]

“Each case will depend on its particular facts but in gen-
eral such paymentsare likely to be commercial incomewithin
Article7 or 14 or acapital gainsmatter within Article 13 rather
thanroyaltieswithin Article 12. That followsfrom thefact that
where the ownership of rights has been alienated in full or in
part, the consideration cannot be for the use of the rights. The
essential character of the transaction asan alienation cannot be
altered by the form of the consideration, the payment of the
consideration in instalments or, in the view of most countries,
by the fact that the payments are related to a contingency.”
[para. 16]

“The third situation is where software payments are made
under mixed contracts. Examples of such contracts include
sales of computer hardware with built-in software and conces-
sions of the right to use software combined with the provision
of services. The methods set out in paragraph 11 above for
dealing with similar problems in relation to patent royalties
and know-how are equally applicable to computer software.
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Where necessary thetotal amount of the consideration payable
under a contract should be broken down on the basis of thein-
formation contained in the contract or by means of a reason-
able apportionment with the appropriate tax treatment being
applied to each apportioned part.” [para. 17]

“The suggestions made above regarding mixed contracts
could also be applied in regard to certain performances by
artistsand, in particular, in regard to an orchestral concert given
by aconductor or arecital given by amusician. Thefeefor the
musical performance, together with that paid for any simulta-
neous radio broadcasting thereof, seems to fall to be treated
under Article 17. Where, whether under the same contract or
under a separate one, the musical performanceisrecorded and
the artist has stipulated that he be paid royalties on the sale or
public playing of the records, then so much of the payment re-
ceived by him as consists of such royalties falls to be treated
under Article 12.” [para. 18]

“It is further pointed out that variable or fixed payments
for the working of mineral deposits, sources or other natural
resources are governed by Article 6 and do not, therefore, fall
within the present Article. [If two Contracting States should
have difficulty from the legal standpoint in applying this dis-
tinction in regard to consideration for the use of, or theright to
use, equipment, they could add to the text of paragraph 2, after
thewords'industrial, commercial or scientific equipment’, the
words ‘not constituting immovable property referred toin Ar-
ticle6'.]” [para. 19]

Reference is made to the revision of the Commentary on

Article 12 concerning software payments that has been approved by
the OECD Fiscal Affairs Committee which would replace the Com-
mentary quoted above.

14.

Paragraph 2 of Article 12 of the OECD Model Convention

(corresponding to paragraph 3 of article 12 of the United Nations
Model Convention) was amended by deleting the words “ or the use
of, or theright to use, industrial, commercial or scientific equipment”
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by the Report entitled “The Revision of the Model Convention”
adopted by the Council of the OECD on 23 July 1992. However, a
number of OECD member countries have entered reservations on
this point.

15. The Group considered the problems of distinguishing royal-
ties from types of income properly subject to other articles of the
Convention. A member from a developed country asserted that the
problem was that the “royalties’ definition makes an imperfect dis-
tinction between revenuesthat constituted royaltiesin the strict sense
and paymentsreceived for brain-work and technical services, such as
surveys of any kind (engineering, geological research etc.). The
member also mentioned the problem of distinguishing between roy-
alties akin to income from capital and payments received for serv-
ices. Given the broad definition of “information concerning
industrial, commercial or scientific experience”, some countriestend
to regard the provision of brain-work and technical services as the
provision of “information concerning industrial, commercial or sci-
entific experience” and to regard payment for it asroyalties.

16. Inorder to avoid those difficulties, this member proposed that
the definition of royalties be restricted by excluding payments re-
ceived for “information concerning industrial, commercial or scien-
tific experience’. The member also suggested that a protocol should
be annexed to the treaty making it clear that such payments should be
deemed to be profits of an enterprise to which article 7 would apply
and that payments received for studies or surveys of a scientific or
technical nature, such as geological surveys, or for consultant or su-
pervisory services, should also be deemed to be business profits sub-
ject to article 7. The effect of these provisions would be that the
source country could not tax such payments unless the enterprise had
apermanent establishment in that country and that taxes should only
be imposed on the net income element of such payments attributable
to that permanent establishment.

17. Some members from developing countries interpreted the
phrase “information concerning industrial, commercial or scientific
experience” to mean specialized knowledge, having intrinsic prop-
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erty value relating to industrial, commercial, or manageria pro-
cesses, conveyed in the form of instructions, advice, teaching or
formulas, plans or models, permitting the use or application of expe-
rience gathered on aparticular subject. They also pointed out that the
definition of the term royalties could be broadened through bilateral
negotiationsto include gains derived from the alienation of any such
right or property that were contingent on the productivity, use or dis-
position thereof. The Group agreed that literary copyrights could be
interpreted to include copyrights relating to international news.

Paragraph 4

18. This paragraph reproduces with modifications Article 12,
paragraph 3, of the OECD Model Convention, which statesthat para-
graph 1 does not apply to royalties beneficially owned by a person
having a permanent establishment or permanent base in the source
country if the right or property from which the royalties deriveis ef-
fectively connected with the permanent establishment or fixed base.
The Group decided to modify paragraph 3 of the OECD Model Con-
vention by introducing alimited force of attraction principle. In addi-
tion to royalties excluded from the application of paragraph 1 by
paragraph 3 of the OECD Article, paragraph 4 of the United Nations
Model Convention excludes royalties which are received in connec-
tion with business activities described in subparagraph (c) of para-
graph 1 of article 7 (business activities of the same or similar kind as
those of apermanent establishment in the source country), evenif the
business activities are not carried on through a permanent establish-
ment or a fixed base. The United Nations Model Convention aso
modifiesthe paragraphto refer to paragraph 2 aswell asparagraph 1.

Paragraph 5

19.  This paragraph, which provides that royalties are considered
income from sourcesin the residence country of the payer of theroy-
alties, isan innovation of the United Nations Model Convention, not
found in Article 12 of the OECD Model Convention.
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20. Asinthe case of interest, some members suggested that some
countries may wish to substitute arule that would identify the source
of aroyalty asthe State in which the property or right giving rise to
the royalty (the patent etc.) isused. Where, in bilateral negotiations,
the two parties differ on the appropriate rule, a possible solution
would be arule which, in general, would accept the payer’ s place of
residence asthe source of royalty; but where theright or property for
which theroyalty was paid was used in the State having aplace of use
rule, the royalty would be deemed to arise in that State.

Paragraph 6

21. This paragraph reproduces Article 12, paragraph 4, of the
OECD Model Convention, the Commentary on which reads as fol-
lows:

“The purpose of this paragraph isto restrict the operation
of the provisions concerning the taxation of royaltiesin cases
where, by reason of a special relationship between the payer
and the beneficial owner or between both of them and some
other person, the amount of the royalties paid exceeds the
amount which would have been agreed upon by the payer and
thebeneficial owner had they stipulated at arm’ slength. It pro-
vides that in such a case the provisions of the Article apply
only to that last-mentioned amount and that the excess part of
the royalty shall remain taxable according to the laws of the
two Contracting States, due regard being had to the other pro-
vision of the Convention.” [para. 22]

“It is clear from the text that for this clause to apply the
payment held excessive must be due to a special relationship
between the payer and the beneficial owner or between both of
them and some other person. There may be cited as examples
cases whereroyalties are paid to an individual or legal person
who directly or indirectly controlsthe payer, or whoisdirectly
or indirectly controlled by him or is subordinate to a group
having common interest with him. These examples, moreover,
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are similar or analogous to the cases contemplated by Arti-
cle9.” [para. 23]

“On the other hand, the concept of special relationship
also covers relationship by blood or marriage and, in general,
any community of interests as distinct from the legal relation-
ship giving rise to the payment of the royalty.” [para. 24]

“With regard to the taxation treatment to be applied to the
excess part of the royalty, the exact nature of such excesswill
need to be ascertained according to the circumstances of each
case, in order to determine the category of incomein which it
should be classified for the purpose of applying the provisions
of the tax laws of the States concerned and the provisions of
the Convention. If two Contracting States should have diffi-
culty in determining the other provisions of the Convention
applicable, as casesrequired, to the excess part of the royalties
therewould be nothing to prevent them from introducing addi-
tional clarificationsin thelast sentence of paragraph 4, aslong
asthey do not ater its general purport.” [para. 25]

“Should the principles and rules of their respective laws
obligethetwo Contracting Statesto apply different Articles of
the Convention for the purpose of taxing the excess, it will be
necessary to resort to the mutual agreement procedure pro-
vided by the Convention in order to resolve the difficulty.”
[para. 26]

Some members of the Group of Experts pointed out that there

are very artificial devices entered into by persons to take advantage
of the provisions of article 12 through, inter alia, creation or assign-
ment of agreements for the use, right or information with respect to
intangible assets for which royalties are charged. While substance
over form rules, abuse of rights principles or any similar doctrine
could be used to counter such arrangements, Contracting States
which may want to specificaly address the issue may include a
clause on the following linesin their bilateral tax treaties:

“Theprovisionsof thisarticle shall not apply if it wasthemain
purpose, or one of the main purposes, of any persons con-
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cerned with the creation or the assignment of the rightsin re-
spect of which the royalties are paid to take advantage of this
article by means of that creation or assignment.”

Article 13
CAPITAL GAINS

A. GENERAL CONSIDERATIONS

1. Article 13 of the United Nations M odel Convention consists of
the first three paragraphs of Article 13 of the OECD Model Conven-
tion, followed by two new paragraphs (paragraphs 4 and 5) and by
the text of Article 13, paragraph 4, of the OECD Model Convention
renumbered as paragraph 6 and adjusted to take into account the in-
sertion of the two new paragraphs.

2. Thetext of this article resulted from a compromise which the
Group felt would be most acceptabl e to both devel oped and devel op-
ing countries. Some members from developed countries advocated
the use of Article 13 of the OECD Model Convention, which (1) al-
lowsthe source country to tax capital gainsfrom the alienation of im-
movable property and from movable property that is a part of a
permanent establishment or pertains to a fixed base for performing
independent personal services, (2) permits gains from the alienation
of shipsand aircraft to betaxed only in the State of effective manage-
ment of the relevant enterprises, and (3) reserves to the residence
country the right to tax gains on other forms of alienable property.
Most members from devel oping countries advocated the right of the
source country to levy atax in situationsin which the OECD reserves
that right to the country of residence.

3. Concerning the taxation of capital gainsin both developed and
developing countries, the following remarksfrom the preliminary re-
marks in the Commentary on Article 13 of the OECD Model Con-
vention are pertinent:
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“A comparison of the tax laws of the OECD Member
countries shows that the taxation of capital gains varies con-
siderably from country to country:

—in some countries capital gains are not deemed to be
taxable income;

—in other countries capital gains accrued to an enterprise
are taxed, but capital gains made by an individual outside
the course of histrade or business are not taxed,;

—even where capital gains made by an individual outside
the course of histrade or business are taxed, such taxation
often applies only in specified cases, e.g., profitsfrom the
sale of immovable property or speculative gains (wherean
asset was bought to be resold).” [para. 1]

“Moreover, the taxes on capital gainsvary from country to
country. In some OECD Member countries, capital gains are
taxed as ordinary income and therefore added to the income
from other sources. This applies especially to the capital gains
made by the alienation of assets of an enterprise. In a number
of OECD Member countries, however, capital gains are sub-
ject to special taxes, such as taxes on profits from the alien-
ation of immovable property, or general capital gainstaxes, or
taxes on capital appreciation (increment taxes). Such taxesare
levied on each capital gain or on the sum of the capital gains
accrued during a year, mostly at special rates which do not
take into account the other income (or losses) of the taxpayer.
It does not seem necessary to describe dl those taxes” [para. 2]

“The Article does not deal with the above-mentioned
guestions. It is left to the domestic law of each Contracting
State to decide whether capital gains should be taxed and, if
they are taxable, how they are to be taxed. The Article canin
no way be construed as giving a State the right to tax capital
gainsif such right is not provided for in its domestic law. The
Article does not specify to what kind of tax it applies. It isunder-
stood that the Article must apply to all kinds of taxeslevied by a
Contracting State on capital gains. The wording of Article2is
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large enough to achieve this aim and to include aso special
taxes on capital gains.” [para. 3]

4, The OECD Commentary on Article 13 contains the following
general remarks:

“Itisnormal to givetheright totax capital gainson aprop-
erty of agiven kind to the State which under the Conventionis
entitled to tax both the property and the income derived there-
from. The right to tax a gain from the alienation of a business
asset must be given to the same State without regard to the
guestion whether such gain is a capital gain or a business
profit. Accordingly, no distinction between capital gains and
commercial profitsis made nor is it necessary to have special
provisions as to whether the article on capital gains or Article
7 on the taxation of business profits should apply. It is how-
ever left to the domestic law of the taxing State to decide
whether atax on capital gainsor on ordinary income must belev-
ied. The Convention does not prejudge this question.” [para. 4]

“The Article does not give a detailed definition of capital
gains. Thisis not necessary for the reasons mentioned above.
Thewords* alienation of property’ are used to cover in particu-
lar capital gains resulting from the sale or exchange of prop-
erty and also from a partial alienation, the expropriation, the
transfer to acompany in exchangefor stock, the sale of aright,
the gift and even the passing of property on death.” [para. 5]

“Most Statestaxing capital gains do so when an alienation
of capital assetstakes place. Some of them, however, tax only
so-called realized capital gains. Under certain circumstances,
though there is an alienation no realized capital gain isrecog-
nized for tax purposes (e.g., when the alienation proceeds are
used for acquiring new assets). Whether or not thereisareal-
ization has to be determined according to the applicable do-
mestic tax law. No particular problems arise when the State
which has the right to tax does not exercise it at the time the
alienation takes place.” [para. 6]
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“As arule, appreciation in value not associated with the
alienation of a capital asset is not taxed, since, as long as the
owner gtill holds the asset in question, the capital gain exists
only on paper. There are, however, tax laws under which capi-
tal appreciation and revaluation of business assets are taxed
even if thereisno alienation.” [para. 7]

“Specia circumstances may lead to the taxation of the
capital appreciation of an asset that has not been alienated.
This may be the case if the value of a capital asset has in-
creased in such amanner that the owner proceedsto thereval-
uation of this asset in his books. Such revaluation of assetsin
the books may also occur in the case of a depreciation of the
national currency. A number of States levy special taxes on
such book profits, amounts put into reserve, an increase in the
paid-up capital and other revaluations resulting from the ad-
justment of the book valueto theintrinsic value of acapital as-
set. These taxes on capital appreciation (increment taxes) are
covered by the Convention according to Article 2.” [para. §]

“Where capital appreciation and revaluation of business
assets are taxed, the same principle should, asarule, apply as
in the case of the alienation of such assets. It has not been
found necessary to mention such casesexpressly intheArticle
or to lay down special rules. The provisions of the Article as
well asthoseof Articles6, 7 and 21, seemto be sufficient. Asa
rule, theright to tax is conferred by the above-mentioned pro-
visions on the State of which the alienator isaresident, except
that in the cases of immovable property or of movable prop-
erty forming part of the business property of a permanent es-
tablishment or pertaining to afixed base, the prior right to tax
belongs to the State where such property is situated. Special
attention must be drawn, however, to the cases dealt with in
paragraphs 13 to 17 below.” [para. 9]

“In some States the transfer of an asset from a permanent
establishment situated in the territory of such Stateto aperma-
nent establishment or the head office of the same enterprise
situated in another Stateisassimilated to an alienation of prop-
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erty. The Article does not prevent these States from taxing
profits or gains deemed to arise in connection with such a
transfer, provided, however, that such taxation is in accord-
ance with Article 7.” [para. 10]

“The Article does not distinguish as to the origin of the
capital gain. Therefore all capital gains, those accruing over a
long term, parallel to a steady improvement in economic con-
ditions, aswell asthose accruing in avery short period (specu-
lative gains), are covered. Also capital gains which are due to
depreciation of the national currency are covered. It is, of
course, |eft to each State to decide whether or not such gains
should be taxed.” [para. 11]

“The Article does not specify how to compute a capital
gain, this being left to the domestic law applicable. Asarule,
capital gainsare calculated by deducting the cost from the sell-
ing price. To arrive at cost all expenses incidental to the pur-
chase and all expenditure for improvements are added to the
purchase price. In some cases the cost after deduction of the
depreciation allowances aready given is taken into account.
Some tax |aws prescribe another base instead of cost, e.g., the
value previously reported by the alienator of the asset for capi-
tal tax purposes.” [para. 12]

“Special problems may arise when the basis for the taxa-
tion of capital gains is not uniform in the two Contracting
States. The capital gain from the alienation of an asset com-
puted in one State according to the rules mentioned in para
graph 12 above, may not necessarily coincide with the capital
gain computed in the other State under the accounting rules
used there. This may occur when one State has the right to tax
capital gains because it is the State of situs while the other
State has the right to tax because the enterpriseis aresident of
that other State.” [para. 13]

“The following example may illustrate this problem: an
enterprise of State A bought immovable property situated in
State B. The enterprise may have entered depreciation allow-
ancesinthebookskeptin State A. If suchimmovable property
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issold at aprice which isabove cost, acapital gain may bere-
alized and, in addition, the depreciation allowances granted
earlier may be recovered. State B in which the immovable
property issituated and where no books are kept does not have
to take into account, when taxing the income from the immov-
able property, the depreciation allowances booked in State A.
Neither can State B substitute the value of the immovable
property shown in the books kept in State A for the cost at the
time of the alienation. State B cannot, therefore, tax the depre-
ciation allowances realized in addition to the capital gain as
mentioned in paragraph 12 above.” [para. 14]

“Ontheother hand, State A, of which thealienator isares-
ident, cannot be obliged in all casesto exempt such book prof-
its fully from its taxes under paragraph 1 of the Article and
Article 23 A (there will be hardly any problemsfor States ap-
plying the tax credit method). To the extent that such book
profitsare dueto therealization of the depreciation allowances
previously claimed in State A and which had reduced the in-
come or profits taxable in such State A, that State cannot be
prevented from taxing such book profits. . .” [para. 15]

“Further problems may arise in connection with profits
due to changes of the rate of exchange between the currencies
of State A and State B. After the devaluation of the currency of
State A, enterprises of such State A may, or may have to, in-
crease the book value of the assets situated outside the terri-
tory of State A. Apart from any devaluation of the currency of
aState, the usual fluctuations of the rate of exchange may give
riseto so-called currency gains or losses. Take for example an
enterprise of State A having bought and sold immovable prop-
erty situated in State B. If the cost and the selling price, both
expressed inthe currency of State B, areequal, therewill beno
capital gainin State B. When the value of the currency of State
B hasrisen between the purchase and the sale of the asset inre-
lation to the currency of State A, inthe currency of that State a
profit will accrue to such enterprise. If the value of the cur-
rency of State B has fallen in the meantime, the alienator will
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sustain a loss which will not be recognized in State B. Such
currency gains or losses may also arise in connection with
claims and debts contracted in a foreign currency. If the bal-
ance sheet of a permanent establishment situated in State B of
an enterprise of State A shows claims and debts expressed in
the currency of State B, the books of the permanent establish-
ment do not show any gain or losswhen repayments are made.
Changes of therate of exchange may be reflected, however, in
the accounts of the head office. If the value of the currency of
State B hasrisen (fallen) between the time the claim has origi-
nated and its repayment, the enterprise, asawhole will realize
agan (sustain aloss). Thisistrue also with respect to debts if
between the time they have originated and their repayment,
the currency of State B hasfallen (risen) in value.” [para. 16]

“The provisions of the article do not settle all questionsre-
garding the taxation of such currency gains. Such gainsarein
most cases not connected with an alienation of the asset; they
may often not even be determined in the State on which the
right to tax capital gainsis conferred by the Article. Accord-
ingly, the question, asarule, is not whether the Statein which
a permanent establishment is situated has a right to tax, but
whether the State of which the taxpayer is a resident must, if
applying the exemption method, refrain from taxing such cur-
rency gains which, in many cases, cannot be shown but in the
books kept in the head office. The answer to that |atter ques-
tion depends not only on the Article but also on Article 7 and
on Article 23 A. If in a given case differing opinions of two
States should result in an actual double taxation, the case
should be settled under the mutual agreement procedure pro-
vided for by Article 25.” [para. 17]

“Moreover, the question ariseswhich Article should apply
when thereispaid for property sold an annuity during the life-
time of the alienator and not a fixed price. Are such annuity
payments, asfar asthey exceed costs, to be dealt withasagain
from the alienation of the property or as ‘income not dealt
with’ according to Article 21?7 Both opinions may be sup-
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ported by arguments of equivalent weight, and it seems diffi-
cult to give one rule on the matter. In addition such problems
arerarein practice, so it therefore seems unnecessary to estab-
lish arule for insertion in the Convention. It may be left to
Contracting States, who may beinvolved in such aquestion, to
adopt a solution in the mutual agreement procedure provided
for by Article 25.” [para. 18]

“The Article is not intended to apply to prizesin alottery
or to premiums and prizes attaching to bonds or debentures.”
[para. 19]

“The Article dealsfirst with the gains which may be taxed
in the State where the alienated property is situated. For all
other capital gains, paragraph [6] gives the right to tax to the
State of which the alienator isaresident.” [para. 20]

“Ascapital gainsarenot taxed by al States, it may be con-
sidered reasonableto avoid only actual double taxation of cap-
ital gains. Therefore, Contracting States are free to supplement
their bilateral convention in such a way that a State has to
forgo itsright to tax conferred on it by the domestic laws only
if the other State on which the right to tax is conferred by the
Convention makes usethereof. In such acase, paragraph [6] of
the Article should be supplemented accordingly. Besides, a
modification of Article 23 A assuggestedin . . . the Commen-
tary on Article 23 A isneeded.” [para. 21]

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 13

Paragraph 1

5. This paragraph reproduces Article 13, paragraph 1, of the
OECD Model Convention, the Commentary onwhichisasfollows:

“Paragraph 1 states that gains from the alienation of im-
movabl e property may be taxed in the Statein which it issitu-
ated. This rule corresponds to the provisions of Article 6 and
of paragraph 1 of Article 22. It applies aso to immovable
property forming part of the assets of an enterprise or used for
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performing independent personal services. For the definition
of immovable property paragraph 1 refersto Article 6. Para
graph 1 of Article 13 deals only with gainswhich aresident of
a Contracting State derives from the alienation of immovable
property situated in the other Contracting State. It does not,
therefore, apply to gains derived from the alienation of im-
movable property situated in the Contracting State of which
the alienator is aresident in the meaning of Article 4 or situ-
atedin athird State; the provisions of paragraph 1 of Article21
shall apply to such gains.” [para. 22]

“Certain tax laws assimilate the alienation of all or part of
the sharesin acompany, the exclusive or main aim of whichis
to hold immovable property, to the alienation of such immov-
able property. In itself paragraph 1 does not allow that prac-
tice: a specia provision in the bilateral convention can alone
provide for such an assimilation. Contracting States are of
coursefreeeither toincludein their bilateral conventions such
special provision; or to confirm expressly that the alienation of
shares cannot be assimilated to the alienation of the immov-
able property”. [para. 23]

Paragraph 2

6. This paragraph reproduces Article 13, paragraph 2, of the
OECD Model Convention, the Commentary on which reads as fol-
lows:

“Paragraph 2 deal swith movabl e property forming part of
the business property of a permanent establishment of an en-
terprise or pertaining to afixed base used for performing inde-
pendent persona services. The term ‘movable property’
means all property other than immovable property which is
dealt with in paragraph 1. It includes aso incorporea prop-
erty, such as goodwill, licences etc. Gains from the alienation
of such assets may be taxed in the State in which the perma
nent establishment or fixed base is situated, which corre-
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sponds to the rules for business profits and for income from
independent personal services (Articles7 and 14).” [para. 24]

“The paragraph makes clear that its rules apply when
movable property of a permanent establishment or fixed base
is alienated as well as when the permanent establishment as
such (alone or with the whole enterprise) or the fixed base as
such is alienated. If the whole enterpriseis alienated, then the
rule applies to such gains which are deemed to result from
the alienation of movable property forming part of the busi-
ness property of the permanent establishment. The rules of
Article 7 should then apply mutatis mutandis without ex-
press reference thereto. For the transfer of an asset from a
permanent establishment in one State to a permanent estab-
lishment (or the head office) in another State, cf. paragraph
10 above.” [para. 25]

“On the other hand, paragraph 2 may not always be appli-
cable to capital gains from the alienation of a participation in
an enterprise. The provision applies only to property which
was owned by the alienator, either wholly or jointly with an-
other person. Under the laws of some countries, capital assets
of a partnership are considered to be owned by the partners.
Under some other laws, however, partnerships and other asso-
ciationsaretreated as body corporate for tax purposes, distinct
fromtheir partners (members), which meansthat participation
in such entities are dealt with in the same way as sharesin a
company. Capital gains from the alienation of such participa
tion like capital gains from the alienation of shares, are there-
fore taxable only in the State of residence of the aienator.
Contracting States may agree bilaterally on special rules gov-
erning the taxation of capital gains from the alienation of a
participation in apartnership.” [para. 26]

“Certain States consider that all capital gainsarising from
sources in their territory should be subject to their taxes ac-
cording to their domestic laws, if the alienator has a permanent
establishment within their territory. Paragraph 2 is not based
on such a conception which is sometimes referred to as ‘the
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force of attraction of the permanent establishment’. The para-
graph merely provides that gains from the alienation of mov-
able property forming part of the business property of a
permanent establishment or of movable property pertaining to
a fixed base used for performing independent personal serv-
ices may be taxed in the State where the permanent establish-
ment or the fixed base is situated. The gains from the
alienation of all other movable property aretaxable only inthe
State of residence of the alienator as provided in paragraph 4
[paragraph 6 of the United Nationstext]. Theforegoing expla-
nations accord with those in the Commentary on Article 7.”

[para. 27]

Paragraph 3

7. This paragraph reproduces Article 13, paragraph 3, of the
OECD Model Convention, the Commentary onwhichisasfollows:

“An exception from the rule of paragraph 2 isprovided for
shipsand aircraft operated in international traffic and for boats
engaged in inland waterways transport and movable property
pertaining to the operation of such ships, aircraft and boats.
Gainsfrom the alienation of such assetsaretaxable only inthe
State in which the place of effective management of the enter-
prise operating such ships, aircraft and boats is situated. This
rule corresponds to the provisions of Article 8 and of para-
graph 3 of Article 22. Itisunderstood that paragraph 3 of Arti-
cle8isapplicableif the place of effective management of such
enterprise is aboard a ship or aboat. Contracting States which
would prefer to confer the exclusive taxing right on the State
of residence or to use a combination of the residence criterion
and the place of effective management criterion arefree, in bi-
lateral conventions, to substitute to paragraph 3 a provision
corresponding to those proposed in . . . the Commentary on
Article 8.” [para. 28]
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Paragraph 4

8. This paragraph, which allows a Contracting State to tax again
on an alienation of shares of acompany or on an alienation of inter-
estsin other entities the property of which consists principaly of im-
movabl e property situated in that State and is not found in the OECD
Model Convention, is designed to prevent the avoidance of taxes on
the gains from the sale of immovable property. Sinceit is often rela-
tively easy to avoid taxes on such gains through the incorporation of
such property, it is necessary to tax the sale of sharesin such acom-
pany. Thisisespecially so where ownership of the shares carriesthe
right to occupy the property. In order to achieve its objective, para-
graph 4 would have to apply regardless of whether the company isa
resident of the Contracting State in which theimmovable property is
situated or aresident of another State. In 1999, the Group of Experts
decided to amend paragraph 4 to expand its scopeto include interests
in partnerships, trusts and estates which own immovable property. It
also decided to exclude from its scope such entities whose property
consists directly or indirectly principaly of immovable property
used by them in their business activities. However, this exclusion
will not apply to an immovable property management company,
partnership, trust or estate. In order to fulfil its purpose, paragraph 4
must apply whether the company, partnership, trust or estate owns
the immovable property directly or indirectly, such as, through one
or more interposed entities. Contracting States may agreein bilateral
negotiations on paragraph 4 also applying to gains from the alien-
ation of other corporate interests or rights forming part of a substan-
tial participationin acompany. For the purpose of this paragraph, the
term “principaly” in relation to the ownership of an immovable
property means the value of such immovable property exceeding
50 per cent of the aggregate value of all assets owned by such com-
pany, partnership, trust or estate.

Paragraph 5

9. The Group of Experts had examined the question of laying
down a concessional rate of tax (compared to normal domestic rate)
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on gainsarising on alienation of shares, other than the sharesreferred
to in paragraph 4, that is, not being shares of principally immovable
property owning companies. Since the gains arising on alienation of
sharesbeing taxed in aconcessional manner islikely to encouragein-
vestment in shares, promote foreign direct investment and portfolio
investment, and thereby give impetus to the industrialization of the
country, the Contracting States may consider discussing this matter
during bilateral negotiations and make necessary provision in the bi-
lateral tax treaties.

10. During the discussion of this paragraph, severa members of
the Group argued that a Contracting State should be ableto tax gain
on a sale of shares of a company resident in that State, whether the
sale occurs within or outside the State, but it was recognized that for
administrative reasons the right to tax should be limited to sale of
substantial participation. The determination of what is a substantial
participation was | eft to bilateral negotiations, in the course of which
an agreed percentage can be determined.

11. Some countries might consider that the Contracting State in
which a company is resident should be allowed to tax the alienation
of itsshares only if a substantial portion of the company’s assets are
situated in that State, and in bilateral negotiations might urge such a
limitation. Other countries might prefer that paragraph 5 be omitted
entirely.

Paragraph 6

12.  This paragraph reproduces Article 13, paragraph 4, of the
OECD Model Convention with a drafting adjustment replacing the
words“inparagraphs 1, 2and 3" with“in paragraphs1, 2, 3,4and 5”.
The Commentary on Article 13, paragraph 4, of the OECD Model
Convention is therefore relevant, mutatis mutandis, to paragraph 6.
This Commentary reads as follows:

“As regards gains from the alienation of any property
other than that referred toin paragraphs 1, 2 and 3, paragraph 4
provides that they are taxable only in the State of which the
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alienator isaresident. This correspondsto the ruleslaid down
inArticle 22.” [para. 29]

“The Article does not contain special rulesfor gains from
the alienation of sharesin a company or of securities, bonds,
debenturesand thelike. Such gainsare, therefore, taxable only
in the State of which the alienator isaresident.” [para. 30]

“If shares are sold by a sharehol der to theissuing company
in connection with the liquidation of such company or the re-
duction of its paid-up capital, the difference between the sell-
ing price and the par value of the shares may be treated in the
State of which the company isaresident asadistribution of ac-
cumulated profits and not as a capital gain. The Article does
not prevent the State of residence of the company from taxing
such distributions at the rates provided for in Article 10: such
taxation is permitted because such differenceis covered by the
definition of the term *dividends' contained in paragraph 3 of
Article 10 and interpreted in paragraph 28 of the Commentary
relating thereto. The sameinterpretation may apply if bondsor
debentures are redeemed by the debtor at a price which is
higher than the par value or the value at which the bonds or de-
bentures have been issued; in such a case, the difference may
represent interest and, therefore, be subjected to a limited
tax in the State of source of the interest in accordance with
Article 11.” [para. 31]

However, as indicated in paragraph 2 above, most members

from developing counries suggested the following alternative to
Article 13, paragraph 4, of the OECD Model Convention:

“4. Gainsfrom the alienation of any property other than
those gainsmentioned in paragraphs 1, 2 and 3 may betaxedin
the Contracting State in which they arise according to the law
of that State.”

This aternative is equivalent to saying that either or both

States may tax according to their own laws and that the State of resi-
dence will eliminate double taxation under article 23. Countries
choosing this aternative may wish through bilateral negotiations to
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clarify which particular source rules will apply to establish where a
gain shall be considered to arise.

Article 14
INDEPENDENT PERSONAL SERVICES

1. Article 14 of the United Nations Model Convention repro-
duces in subparagraph 1(a) and paragraph 2 the essential provisions
of Article 14 of the OECD Model Convention. Paragraph 1, subpara-
graph (b), allowsthe country of sourceto tax in one situation in addi-
tion to the one contained in Article 14, paragraph 1, of the OECD
Model Convention. More completely, while the OECD Model Con-
vention allows the source country to tax income from independent
personal servicesonly if theincomeis attributable to afixed base of
the taxpayer, the United Nations Model Convention also allowstaxa-
tion at source if the taxpayer is present in that country for more than
183 days in any twelve-month period commencing or ending in the
fiscal year concerned.

2. In the discussion of article 14, some members from develop-
ing countries expressed the view that taxation by the source country
should not berestricted by the criteriaof existence of afixed baseand
length of stay and that the source of income should be the only cri-
terion. Some members from developed countries, on the other hand,
felt that the exportation of skills, like the exportation of tangible
goods, should not give rise to taxation in the country of destination
unless the person concerned has afixed base in that country compar-
able to a permanent establishment. They therefore supported the
fixed base criterion, athough they also accepted that taxation in the
source country is justified by continued presence in that country of
the person rendering the service. Some members from developing
countries also expressed support for the fixed base criterion. Other
membersfrom devel oping countries expressed preferencefor thecri-
terion based on length of stay.
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3. In developing the 1980 Model, severa members from devel-
oping countries had proposed a third criterion, namely, that of the
amount of remuneration. Under that criterion, remuneration for inde-
pendent personal services could be taxed by the source country if it
exceeded a specified amount, regardless of the existence of a fixed
base or the length of stay in that country.

4, As a compromise, the 1980 Model included three alternative
criteria found in subparagraphs (a)-(c) of paragraph 1, the satisfac-
tion of any one of which would give the source country the right to
tax the income derived from the performance of personal activities
by an individual who is a resident of the other State. However, in
1999, the Group of Experts decided to omit the third criterion,
namely, the amount of remuneration, specified in subparagraph (c),
retaining subparagraphs («) and (b).

5. Subparagraph (a), which reproduces the sole criterion in the
OECD Model Convention, providesthat the income may be taxed if
theindividual hasafixed baseregularly availableto himfor perform-
ing his activities. Though the presence of afixed base givestheright
to tax, the amount of income that is subject to tax is limited to that
which is attributable to the fixed base.

6. Subparagraph (b) as amended in 1999, extends the source
country’ sright to tax by providing that the source country may tax if
theindividual is present in the country for aperiod or periods aggre-
gating at least 183 daysin any twelve-month period commencing or
ending in the fiscal year concerned, even if there is no fixed base.
Only income derived from activities exercised in that country, how-
ever, may betaxed. Prior to the amendment, the requirement of mini-
mum stay in the Contracting State was a “period or periods
amounting to or exceeding in the aggregate 183 days in the fiscal
year concerned”. A member from adeveloped country, however, ex-
pressed a preference for retaining the previous wording for technical
reasons. By virtue of the amendment, the provisions of article 14,
paragraph 1, subparagraph (b), have been brought on apar with those
of article 15, paragraph 2, subparagraph (), relating to the minimum
period of stay in the other Contracting State.
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7. Prior to itsdeletion, subparagraph (c) provided afurther cri-
terion for source country tax when neither of the two conditions speci-
fied in subparagraphs (a) and (b) is met. It was provided that if the
remuneration for the services performed in the source country ex-
ceeds a certain amount (to be determined in bilateral negotiations),
the source country may tax, but only if the remuneration is received
from aresident of the source country or from a permanent establish-
ment or fixed base of aresident of any other country whichissituated
in that country.

8. It was observed that any monetary ceiling limit fixed in this
behalf becomes meaningless over a period of time due to inflation
and would only have the effect of limiting the amount of potentially
valuable servicesthat the country will be ableto import. Moreover, the
provision to this effect appeared only in 6 per cent of the existing bilat-
eral tax treatiesfinalized between 1980 and 1997. It was, accordingly,
decided to delete subparagraph (c) of paragraph 1 of article 14.

9. The Group discussed the relationship between article 14 and
subparagraph 3(b) of article5. It wasgenerally agreed that remunera-
tion paid directly to an individual for his performance of activity in
an independent capacity was subject to the provisions of article 14.
Payments to an enterprise in respect of the furnishing by that enter-
prise of the activities of employees or other personnel are subject to
articles5 and 7. The remuneration paid by the enterprise to the indi-
vidual who performed the activities is subject either to article 14 (if
heisan independent contractor engaged by the enterprise to perform
the activities) or article 15 (if heis an employee of the enterprise). If
the parties believe that further clarification of the relationship be-
tween article 14 and articles 5 and 7 is needed, they may make such
clarification in the course of negotiations.

10. Sincearticle 14 of the United Nations Model Convention con-
tains al the essential provisions of Article 14 of the OECD Model
Convention, the Commentary on that Articleisrelevant. That Com-
mentary reads as follows:
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“TheArticleisconcerned with what are commonly known
as professional services and with other activities of an inde-
pendent character. This excludes industrial and commercial
activitiesand a so professional services performed in employ-
ment, e.g., aphysician serving asamedical officer inafactory.
It should, however, be observed that the article does not con-
cern independent activities of artistes and sportsmen, these be-
ing covered by Article 17.” [para. 1]

“The meaning of the term ‘professional services is illus-
trated by some examples of typical libera professions. The
enumeration has an explanatory character only and isnot exhaus-
tive. Difficulties of interpretation which might arise in specia
cases may be solved by mutual agreement between the compe-
tent authorities of the Contracting States concerned.” [para. 2]

“Theprovisionsof the Article are similar to thosefor busi-
ness profits and rest in fact on the same principles as those of
Article 7. The provisions of Article 7 and the Commentary
thereon could therefore be used as guidance for interpreting
and applying Article 14. Thusthe principleslaid downin Arti-
cle 7 for instance asregards all ocation of profits between head
office and permanent establishment could be applied also in
apportioning income between the State of residence of a per-
son performing independent personal services and the State
where such services are performed from afixed base. Equally,
expenses incurred for the purposes of a fixed base, including
executive and general expenses, should be allowed as deduc-
tionsin determining the income attributable to afixed base in
the same way as such expenses incurred for the purposes of a
permanent establishment. Also in other respects Article 7 and
the Commentary thereon could be of assistance for the inter-
pretation of Article 14, e.g., in determining whether computer
software payments should be classified as commercial income
withinarticle 7 or 14 or asroyaltieswithin Article 12.” [para. 3]

“Even if Articles 7 and 14 are based on the same princi-
ples, it was thought that the concept of permanent establish-
ment should be reserved for commercial and industrial
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activities. Theterm ‘fixed base’ hastherefore been used. It has
not been thought appropriate to try to define it, but it would
cover, for instance, aphysician’s consulting room or the office
of an architect or alawyer. A person performing independent
personal services would probably not as arule have premises
of thiskind in any other State than of hisresidence. But if there
isin another State acentre of activity of afixed or a permanent
character, then that State should be entitled to tax the person’s
activities.” [para. 4]

Article 15
DEPENDENT PERSONAL SERVICES

1. Article 15 of the United Nations Model Convention repro-
duces Article 15 of the OECD Model Convention, the Commentary
on which reads as follows:

“Paragraph 1 establishesthe general rule asto the taxation
of income from employment (other than pensions), namely,
that such incomeistaxablein the State where the employment
is actually exercised. Employment is exercised in the place
wherethe employeeisphysically present when performing the
activities for which the employment income is paid. One con-
sequence of thiswould bethat aresident of a Contracting State
who derived remuneration, in respect of an employment, from
sourcesin the other State could not be taxed in that other State
in respect of that remuneration merely because the results of
thiswork were exploited in that other State.” [para. 1]

“Thegeneral ruleissubject to exception only inthe case of
pensions (Article 18) and of remuneration and pensionsin re-
spect of government service (Article 19). Non-employment
remuneration of members of boards of directors of companies
isthe subject of Article 16.” [para. 2]

“Member countries have generally understood the term
‘salaries, wages and other similar remuneration’ to include
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benefitsin kind received in respect of an employment (e.g., the
use of aresidence or automobile, health or life insurance cov-
erage and club memberships).” [para. 2.1]

“Paragraph 2 contains, however, ageneral exceptiontothe
rulein paragraph 1. This exception coversal individual s ren-
dering dependent personal services (sales representatives,
construction workers, engineers etc.), to the extent that their
remuneration does not fall under the provisions of other Arti-
cles, such asthose applying to government services or artistes
and sportsmen.” [para. 3]

“Thethree conditions prescribed in this paragraph must be
satisfied for the remuneration to qualify for the exemption.
The first condition is that the exemption is limited to the
183-day period. It is further stipulated that this time period
may not be exceeded ‘in any twel ve-month period commencing
or ending in thefiscal year concerned’ . This contrasts with the
1963 Draft Convention and the 1977 Model Convention
which provided that the 183-day period™ should not be ex-
ceeded ‘in the fiscal year concerned’, a formulation that cre-
ated difficulties in cases where the fisca years of the
Contracting States did not coincide and which opened up op-
portunitiesin the sense that operations were sometimes organ-
ized in such away that, for example, workers stayed in the
State concerned for thelast 52 months of oneyear and thefirst
5%2 months of the following year. The present wording of sub-
paragraph 2(a) does away with such opportunities for tax
avoidance.” [para. 4]

“Although various formulas have been used by Member
countries to calculate the 183-day period, there is only one
way which is consistent with the wording of this paragraph:
the‘daysof physical presence’ method. The application of this
method is straightforward asthe individual is either present in
acountry or heisnot. The presence could alsorelatively easily

*The same change was made in 1999 in the United Nations Model
Convention.
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be documented by the taxpayer when evidence is required by
the tax authorities. Under this method the following days are
included in the calculation: part of aday, day of arrival, day of
departure and all other days spent inside the State of activity
such as Saturdays and Sundays, national holidays, holidays
before, during and after the activity, short breaks (training,
strikes, lockout, delays in supplies), days of sickness (unless
they prevent the individual from leaving and he would have
otherwise qualified for the exemption) and death or sicknessin
thefamily. However, days spent in the State of activity intran-
sit in the course of atrip between two points outside the State
of activity should be excluded from the computation. It fol-
lowsfrom these principlesthat any entire day spent outsidethe
State of activity, whether for holidays, business trips, or any
other reason, should not be taken into account. A day during
any part of which, however brief, the taxpayer is present in a
State counts as aday of presencein that State for purposes of
computing the 183-day period.” [para. 5]

“The second condition is that the employer paying the
remuneration must not be a resident of the State in which the
employment is exercised. Some Member countries may, how-
ever, consider that it is appropriate to extend the exception of
paragraph 2 to cases where the employer is not a resident of
the State of residence of the employee, as there might then be
administrative difficulties in determining the employment in-
come of the employee or in enforcing withholding obligations
on the employer. Contracting States that share this view are
free to adopt bilaterally the following alternative wording of
subparagraph 2(b):

‘(b) theremuneration ispaid by, or on behalf of, an em-

ployer who is a resident of the first-mentioned State,

and'.” [para. 7]

“Under thethird condition, if the employer hasin the State
in which the employment is exercised a permanent establish-
ment (or afixed base if he performs professiona services or
other activities of an independent character), the exemptionis
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given only on condition that the remunerationisnot borneby a
permanent establishment or a fixed base which he has in that
State.” [para. 7.1]

“Paragraph 2 has given rise to numerous cases of abuse
through adoption of the practice known as ‘international
hiring-out of labour’. In this system, alocal employer wishing to
employ foreign labour for one or more periods of lessthan 183
days recruits through an intermediary established abroad who
purportsto be the employer and hiresthe labour out to the em-
ployer. Theworker thusfulfils primafaciethethree conditions
laid down by paragraph 2 and may claim exemption from tax-
ation in the country where he is temporarily working. To pre-
vent such abuse, in situations of this type, the ‘employer’
should be interpreted in the context of paragraph 2. In thisre-
spect, it should be noted that the term ‘employer’ is not de-
fined in the Convention but it is understood that the employer
is the person having rights on the work produced and bearing
the relative responsibility and risks. In cases of international
hiring-out of labour, these functions are to alarge extent exer-
cised by the user. In this context, substance should prevail
over form, i.e., each case should be examined to see whether
the functions of employer were exercised mainly by the inter-
mediary or by the user. It is therefore up to the Contracting
States to agree on situations in which the intermediary does
not fulfil the conditions required for him to be considered as
the employer within the meaning of paragraph 2. In settling
this question, the competent authorities may refer not only to
the above-mentioned indications but to a number of circum-
stances enabling them to establish that the real employer isthe
user of the labour (and not the foreign intermediary):

—the hirer does not bear the responsibility or risk for the
results produced by the employee’ s work;

—the authority to instruct the worker lies with the user;

—thework isperformed at aplace whichisunder the con-
trol and responsibility of the user;
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—the remuneration to the hirer is calculated on the basis
of the time utilized, or there isin other ways a connection
between this remuneration and wages received by the em-
ployee;

—toolsand materials are essentially put at the employee’s
disposal by the user;

—the number and qualifications of the employees are not
solely determined by the hirer.” [para. 8]

“Paragraph 3 appliesto the remuneration of crews of ships
or aircraft operated ininternational traffic, or of boats engaged
ininland waterwaystransport, arulewhich followsupto acer-
tain extent the rule applied to theincome from shipping, inland
waterways transport and air transport—that is, to tax them in
the Contracting State in which the place of effective manage-
ment of the enterprise concerned is situated. In the Commen-
tary on Article 8, it is indicated that Contracting States may
agree to confer theright to tax such income on the State of the
enterprise operating the ships, boats or aircraft. The reasons
for introducing that possibility in the case of income from
shipping, inland waterways and air transport operations are
valid also in respect of remuneration of the crew. Accordingly
Contracting States are left free to agree on a provision which
givestheright to tax such remuneration to the State of the en-
terprise. Such aprovision, aswell asthat of paragraph 3 of Ar-
ticle 15, assumes that the domestic laws of the State on which
theright to tax isconferred allowsit to tax the remuneration of
a person in the service of the enterprise concerned, irrespec-
tive of hisresidence. It isunderstood that paragraph 3 of Arti-
cle 8 is applicable if the place of effective management of a
shipping enterprise or of an inland waterways transport enter-
priseisaboard a ship or boat. According to the domestic laws
of some Member countries, tax islevied on remuneration re-
ceived by non-resident members of the crew in respect of em-
ployment aboard ships only if the ship has the nationality of
such a State. For that reason conventions concluded between
these States provide that the right to tax such remuneration is
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given to the State of the nationality of the ship. On the other
hand many States cannot make use of such ataxation right and
the provision could in such cases lead to non-taxation. How-
ever, States having that taxation principle in their domestic
laws may agree bilaterally to confer the right to tax remunera-
tion in respect of employment aboard ships on the State of the
nationality of the ship.” [para. 9]

“1t should be noted that no special rule regarding the taxa-
tion of income of frontier workersis included as it would be
more suitable for the problems created by local conditions to
be solved directly between the States concerned.” [para. 10]

“No special provision has been made regarding remunera-
tion derived by visiting professors or students employed with a
view to their acquiring practical experience. Many conven-
tions contain rules of some kind or other concerning such
cases, the main purpose of which isto facilitate cultural rela-
tionsby providing for alimited tax exemption. Sometimes, tax
exemption is already provided under domestic taxation laws.
The absence of specific rules should not beinterpreted as con-
stituting an obstacle to the inclusion of such rulesin bilateral
conventions whenever thisisfelt desirable.” [para. 11]

Although articles 14, 15, 19 and 23 may generally be adequate

to prevent double taxation of visiting teachers, some countries may
wish to include a visiting teachers article in their treaties. Reference
ismadeto paragraphs 11 to 13 of the Commentary on article 20 for a
comprehensive treatment of this subject.

Article 16

DIRECTORS FEES AND REMUNERATION OF TOP-LEVEL

1.

MANAGERIAL OFFICIALS

Article 16, paragraph 1, of the United Nations Model Conven-

tion reproduces Article 16 of the OECD Model Convention.
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2. Since article 16, paragraph 1, of the United Nations Model
Convention reproduces the whole of Article 16 of the OECD Model
Convention, the Commentary on the latter Article, which reads as
follows, isrelevant:

“This Article relates to remuneration received by a resi-
dent of a Contracting State, whether an individual or alegal
person, in the capacity of amember of aboard of directorsof a
company which is a resident of the other Contracting State.
Since it might sometimes be difficult to ascertain where the
servicesare performed, the provision treatsthe services as per-
formed in the State of residence of the company.” [para. 1]

“Member countries have generaly understood the term
‘fees and other similar payments’ to include benefits in kind
received by aperson in that person’s capacity as a member of
the board of directorsof acompany (e.g., theuse of aresidence
or automobile, health or life insurance coverage and club
memberships).” [para. 1.1]

“A member of the board of directors of a company often
also has other functions with the company, e.g., as ordinary
employee, adviser, consultant etc. It is clear that the Article
does not apply to remuneration paid to such a person on ac-
count of such other functions.” [para. 2] [This position does
not apply under the United Nations Model Convention.]

“In some countries organs of companies exist which are
similar in function to the board of directors. Contracting States
arefreeto includein bilatera conventions such organs of com-
paniesunder aprovision correspondingto Article 16.” [para. 3]

3. Article 16 of the United Nations Model Convention also in-
cludesasecond paragraph not in the OECD Model Convention, deal-
ing with remuneration received by top-level managerial officials.

4, The Group of Experts decided that where atop-level manage-
rial position of acompany resident in a Contracting Stateis occupied
by aresident of the other Contracting State, the remuneration paid to
that official should be subject to the same principle as directors fees.
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Theterm “top-level manageria position” refersto alimited group of
positionsthat involve primary responsibility for the general direction
of theaffairsof the company, gpart fromtheactivitiesof thedirectors. The
term coversaperson acting asboth adirector and atop-level manager.

Article 17
ARTISTES AND SPORTSPERSONS

1. Article 17 of the United Nations Model Convention repro-
ducesArticle 17 of the OECD Model Convention with one modifica-
tion. Instead of the word “sportsman” used in the OECD Model
Convention (inplace of “athlete” earlier used in both the United Nations
and OECD Model Conventions), it hasbeen decided to usethe gender-
neutral word “sportsperson”, which unlike the term “entertainer”
was not followed in paragraph 1 by illustrative examples but is nev-
ertheless likewise to be construed in a broad manner consistent with
the spirit and purpose of the article.

2. The Commentary on Article 17 of the OECD Model Conven-
tionisasfollows:

“Paragraph 1 providesthat artistes and sportsmen who are
residents of a Contracting State may be taxed in the other Con-
tracting Statein which their personal activities as such are per-
formed, whether these are of an independent or of adependent
nature. Thisprovisionisan exceptiontotherulesin Article 14
andtothat in paragraph 2 of Article 15, respectively.” [para. 1]

“This provision makes it possible to avoid the practical
difficulties which often arise in taxing artistes and sportsmen
performing abroad. Moreover, too strict provisions might in
certain casesimpede cultural exchanges. In order to overcome
this disadvantage, the States concerned may, by common
agreement, limit the application of paragraph 1 to independent
activities. To achieve thisit would be sufficient to amend the
text of the Article so that an exception is made only to the pro-
visions of Article 14. In such a case, artistes and sportsmen
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performing for a salary or wages would automatically come
within Article 15 and thus be entitled to the exemptions pro-
vided for in paragraph 2 of that Article.” [para. 2]

“Paragraph 1 refersto artistes and sportsmen. It isnot pos-
sible to give a precise definition of ‘artiste’, but paragraph 1
includes examples of personswho would be regarded as such.
These examples should not be considered as exhaustive. On
the one hand, the term ‘artiste’ clearly includes the stage per-
former, film actor, actor (including for instance a former
gportsman) in a television commercial. The Article may also
apply toincomereceived from activitieswhichinvolveapolit-
ical, social, religious or charitable nature, if an entertainment
character is present. On the other hand, it does not extend to a
visiting conference speaker or to administrative or support
staff (e.g., cameramen for a film, producers, film directors,
choreographers, technical staff, road crew for a pop group
etc.). In betweenthereisagrey areawhereitisnecessary tore-
view the overall balance of the activities of the person con-
cerned.” [para. 3]

“Anindividua may both direct ashow and actinit, or may
direct and produce atelevision programme or film and take a
roleinit. In such casesit is necessary to look at what the indi-
vidual actually doesin the State where the performance takes
place. If hisactivitiesin that State are predominantly of a per-
forming nature, the Article will apply to all the resulting in-
come he derives in that State. If, however, the performing
element is a negligible part of what he does in that State, the
wholeof theincomewill fall outsidethe Article. In other cases
an apportionment should be necessary.” [para. 4]

“Whilst no precise definition is given of the term ‘ sports-
men’, it is not restricted to participants in traditional athletic
events (e.g., runners, jJumpers, swimmers). It also covers, for
example, golfers, jockeys, footbalers, cricketers and tennis
players, aswell asracing drivers.” [para. 5]

“The Article also applies to income from other activities
which are usually regarded as of an entertainment character,
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such as those deriving from billiards and snooker, chess and
bridge tournaments.” [para. 6]

“Incomereceived by impresarios etc. for arranging the ap-
pearance of an artiste or sportsman is outside the scope of the
Article, but any income they receive on behalf of the artiste or
sportsman is of course covered by it.” [para. 7]

“Paragraph 1 applies to income derived directly and indi-
rectly by an individual artiste or sportsman. In some casesthe
income will not be paid directly to theindividual or hisimpre-
sario or agent. For instance, amember of an orchestramay be
paid a salary rather than receive payment for each separate
performance: a Contracting State where a performance takes
placeisentitled, under paragraph 1, to tax the proportion of the
musician’s salary which corresponds to such a performance.
Similarly, wherean artiste or sportsmanisemployed by, e.g., a
one-person company, the State where the performance takes
place may tax an appropriate proportion of any remuneration
paid to the individual. In addition, where its domestic laws
‘look through’ such entities and treat the income as accruing
directly to theindividual, paragraph 1 enablesthat State to tax
income derived from appearancesin itsterritory and accruing
in the entity for the individual’s benefit, even if theincomeis
not actually paid as remuneration to the individual.” [para. 8]

“Besides fees for their actual appearances, artistes and
sportsmen often receive income in the form of royalties or of
sponsorship or advertising fees. In general, other Articles
would apply whenever therewas no direct link between thein-
come and a public exhibition by the performer in the country
concerned. Royalties for intellectual property rights will nor-
mally be covered by Article 12 rather than Article 17 (cf. para-
graph 18 of the Commentary on Article 12), but in general,
advertising and sponsorship feeswill fall outside the scope of
Article 12. Article 17 will apply to advertisng or sponsorship in-
come etc. which is related directly or indirectly to perform-
ances or appearances in a given State. Similar income which
could not be attributed to such performances or appearances
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would fall under the standard rules of Article 14 or Article 15,
as appropriate. Payments received in the event of the cancella
tion of a performance are also outside the scope of Article 17,
andfdl under Articles7, 14 or 15, asthe casemay be.” [para. 9]

“The Article says nothing about how the income in ques-
tionisto be computed. It isfor a Contracting State’s domestic
law to determine the extent of any deductions for expenses.
Domestic laws differ in this area, and some provide for taxa-
tion at source, at alow rate based on the gross amount paid to
artistes and sportsmen. Such rules may also apply to income
paid to groups or incorporated teams, troupes etc.” [para. 10]

“Paragraph 1 of the Article deals with income derived by
individual artistes and sportsmen from their persona activi-
ties. Paragraph 2 deals with situations where income from
their activitiesaccruesto other persons. If theincome of an en-
tertainer or sportsman accrues to another person, and the State
of source does not have the statutory right to look through the
person receiving the income to tax it as income of the per-
former, paragraph 2 provides that the portion of the income
which cannot be taxed in the hands of the performer may be
taxed in the hands of the person receiving the remuneration. If
the person receiving the income is an enterprise, tax may be
applied by the source country even if the income is not attrib-
utable to a permanent establishment there. If the person re-
ceiving theincome is an individual, the income may be taxed
even in the absence of afixed base. But it will not always be
so. There are three main situations of this kind.

(@) Thefirstisthe management company which receives
income for the appearance of, e.g., a group of sportsmen
(whichisnot itself constituted as alegal entity).

() The second isthe team, troupe, orchestra etc. which
is congtituted as a legal entity. Income for performances
may be paid to the entity. Individual members of the team,
orchestraetc. will beliableto tax under paragraph 1, inthe
State in which a performance is given, on any remunera-
tion (or income accruing for their benefit) as a counterpart

226



ARTICLE 17 COMMENTARY

to the performance; however, if the members are paid a
fixed periodic remuneration and it would be difficult to al-
locate aportion of that incometo aparticular performance,
Member countries may decide, unilaterally or bilaterally,
not to tax it. The profit element accruing from a perform-
ance to the legal entity would be liable to tax under para-
graph 2.

(¢) Thethird situationinvolves certain tax avoidance de-
vicesin cases where remuneration for the performance of
an artiste or sportsman is not paid to the artiste or sports-
man himself but to another person, e.g., aso-called artiste
company, in such a way that the income is taxed in the
State where the activity is performed neither as personal
serviceincometo the artiste or sportsman nor as profits of
the enterprise, in the absence of a permanent establish-
ment. Some countries ‘look through’ such arrangements
under their domestic law and deem the income to be de-
rived by the artiste or sportsman; where this is so, para-
graph 1 enables them to tax income resulting from
activitiesin their territory. Other countries cannot do this.
Where a performance takes place in such a country, para-
graph 2 permits it to impose a tax on the profits diverted
from the income of the artiste or sportsman to the enter-
prise. It may be, however, that the domestic laws of some
States do not enable them to apply such aprovision. Such
States are free to agree to other solutions or to leave para-
graph 2 out of their bilateral conventions.” [para. 11]

“Where, in the cases dealt with in paragraphs 1 and 2, the

exemption method for relieving double taxation is used by the
State of residence of the person receiving the income, that
State would be precluded from taxing such income even if the
State where the activities were performed could not make use
of its right to tax. It is therefore understood that the credit
method should be used in such cases. The sameresult could be
achieved by stipulating asubsidiary right to tax for the State of
residence of the person receiving the income, if the State

227



ARTICLE 17 COMMENTARY

wherethe activitiesare performed cannot make use of theright
conferred on it by paragraphs 1 and 2. Contracting States are
freeto choose any of these methodsin order to ensure that the
income does not escape taxation.” [para. 12]

“Article17 will ordinarily apply when the artiste or sports-
man is employed by a Government and derives income from
that Government . . . Certain conventions contain provisions
excluding artistes and sportsmen employed in organizations
which are subsidized out of public funds from the application
of Article 17.” [para. 13]

“Some countries may consider it appropriate to exclude
from the scope of the Article events supported from public
funds. Such countriesarefreetoincludeaprovisionto achieve
this but the exemptions should be based on clearly definable
and objective criteriato ensure that they are given only where
intended. Such a provision might read as follows:

‘Theprovisionsof paragraphs 1 and 2 shall not apply toin-
come derived from activities performed in a Contracting
State by artistes or sportsmen if the visit to that State is
wholly or mainly supported by public funds of one or both
of the Contracting States or political subdivisions or local
authorities thereof. In such a case, the income is taxable
only in the Contracting State in which the artiste or the
sportsman isaresident.” ” [para. 14]

3. Some members of the Group indicated that the examplesgiven
in the Commentary on Article 17, paragraph 2, of the OECD Model
Convention should not be understood as limiting thefield of applica-
tion of taxation to the incomes mentioned in that Commentary. In
fact, the wording of the Commentary would allow taxation of the en-
terprise in the other Contracting State, with the same limitations as
those imposed for artistes or sportspersons resident in a Contracting
State and carrying out activities in the other State.

4, On the other hand, members expressed the view that some
countries might wish paragraph 2 to have a narrower scope.
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Article 18
PENSIONS AND SOCIAL SECURITY PAYMENTS

A. GENERAL CONSIDERATIONS

1. Two aternative versions are given for article 18 of the United
NationsModel Convention, article 18 A and article 18 B. Article 18 A,
like Article 18 of the OECD Model Convention, assignsto the coun-
try of residence the exclusive right to tax pensions and other similar
remuneration, but it departs from the OECD Article by granting to
the source country the exclusive right to tax when the payments in-
volved are made within the framework of a public scheme which is
part of the social security system of that State or a political subdivi-
sion or alocal authority thereof. Article 18 B provides for a sharing
between the country of residence and the country of source of the
right to tax pensions and other similar remuneration when the pay-
ments involved are not made within the framework of a public
scheme which is part of the social security system of a State or a po-
litical subdivision or alocal authority thereof. In the latter case, the
right to tax belongs only to the source country.

2. Some members of the Group pointed out that some countries
wanted to be able to negotiate the question whether the country of
residence should have the right to tax residents on socia security
payments.

B. COMMENTARY ON THE TWO ALTERNATIVE VERSIONS
OF ARTICLE 18

Commentary on the paragraphs of article 18 A

Paragraph 1

3. Since article 18 A reproduces in itsfirst paragraph the text of
Article 18 of the OECD Model Convention, the Commentary on the
latter Article is relevant. However, since the United Nations Model
Convention provides a separate rule in paragraph 2, dealing with so-
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cial security benefits, the discussion in the OECD Commentary of
social security benefits is moved in this Commentary to the discus-
sion of paragraph 2. The OECD Commentary observes.

“According to this Article, pensions paid in respect of pri-
vate employment are taxable only in the State of residence of
therecipient. The provision aso coverswidows and orphans
pensions and other similar payments such as annuities paid in
respect of past employment. It also appliesto pensionsin re-
spect of services rendered to a State or a political subdivision
or local authority thereof which are not covered by the provi-
sions of paragraph 2 of Article 19.” [para. 1]

“The treatment under the taxation laws of the . . . coun-
tries of amounts paid to an employee on the cessation of his
employment is highly diversified. Some States regard such a
payment as a pension, private or Government as the case may
be, paid as alump sum. In such a case it would be natural to
consider theincomeasfalling under Article 18 or 19. Inthetax
laws of other States such apayment islooked upon asthe final
remuneration for thework performed. Then it should of course
be treated under Article 15 or 19, as the case may be. Others
again consider such a payment as abonuswhich isnot taxable
under their income tax laws but perhaps subjected to a gift tax
or asimilar tax. It has not been possible to reach acommon so-
[ution on the tax treatment of payments of this kind under the
Model Convention. If the question of taxing such payments
should arise between Contracting States, the matter therefore
has to be solved by recourse to the provisions of Article 25.”
[para. 3]

Paragraph 2

4, This paragraph assigns to the country of source the exclusive
right to tax pensions paid out and other payments made within the
framework of apublic schemewhichispart of the social security sys-
tem of that State or apolitical subdivision or alocal authority thereof.
As can be seen from paragraph 2 of the OECD Commentary quoted
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bel ow, no consensus emerged within the OECD Committee on Fiscal
Affairson theinclusion in the text of Article 18 of such an exclusive
right. The assignment to the source country of the exclusive right to
tax pensions paid out and other payments made under a public
scheme which is part of the social security system is predicated on
the rationale that the payments involved are wholly or largely fi-
nanced out of the tax revenues of the source country. Thisisthe case
when there are no contributions by the prospective beneficiaries of
the payments or when the contractual savings contributed under the
social security scheme have to be supplemented by the tax revenues
of the source country. Such may not always be the case however
when the social security system functions on the basis of the capital-
ization principle rather than that of the distribution principle. The
OECD Commentary observes:

“Some States consider pensions paid out under a public
pension scheme which is part of their social security system
similar to Government pensions. Such States argue on that ba-
sisthat the State of source, i.e., the State from which the pen-
sion is paid, should have a right to tax such pensions. Many
conventions concluded by these States contain provisions to
that effect, sometimesincluding al so other payments made un-
der the socia security legidation of the State of source. Such
payments are for instance sickness benefits, unemployment
benefits and benefits on account of industria injury. Con-
tracting States having that view may agree bilateraly on an
additional paragraph to the Article giving the State of sourcea
right to tax payments made under its socia security legisla-
tion. A paragraph of that kind could be drafted along the fol-
lowing lines:

‘Notwithstanding the provisions of paragraph 1, pen-
sions and other payments made under the socia security
legidation of a Contracting State may be taxed in that
State.’

Where the State of which the recipient of such paymentsis a
resident applies the exemption method the payments will be
taxable only in the State of source, while States using the credit
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method may tax the paymentsand give credit for thetax levied
in the State of source. Some States using the credit method as
the general method in their conventions may, however, con-
sider that the State of source should have an exclusive right to
tax such payments. Such States should then substitute the
words ‘shall be taxable only’ for the words ‘ may be taxed’ in
the above draft provision.” [para. 2]

5. The Group of Experts had suggested that the provisions of
paragraph 2 of article 18 (alternative A) and paragraph 3 of article 18
(alternative B) may require amendment to deal with the conse-
guences of privatization of social security systems.

6. As of 1999, there does not appear to be any treaty text which
clearly addressestheissue of privatization of social security systems.
It istrue that in some treaty texts, the right to tax the social security
payments s attributed to the State of residence, rather than the State
of source, though this does not address the issue raised above.

7. Privatized social security systems can be found in anumber of
countries in Latin America and East Europe. The issues concerning
doubl e taxation consequent upon the introduction of privatized social
security systems have not been noticed so far. Thisissueisstill under
examination and the results of enquiry in this behalf will be brought
to the notice of the Group of Expertsin due course.

Commentary on the paragraphs of article 18 B

8. During the discussion, several members of the Group of Ex-
perts from developing countries expressed the view that pensions
should not be taxed exclusively in the beneficiary’s country of resi-
dence. They pointed out that, since pensions were in substance a
form of deferred compensation for services performed in the source
country, they should be taxed at source as normal employment in-
come would be. They further observed that pension flows between
some devel oped and devel oping countries were not reciprocal and in
some cases represented arel atively substantial net outflow for the de-
veloping country. Several memberssaid they favoured exclusivetax-
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ation of pensions at source but would be willing to grant an
exemption from source taxation for amounts equivalent to the per-
sonal exemptions allowable in the source country. Other members
were generally of the view that pensions should be taxed only in the
beneficiary’s country of residence. They suggested that, since the
amounts involved were generally not substantial, countries would
not suffer measurably if they agreed to taxation in the country of resi-
dence. Those members also made the point that the country of resi-
denceisprobably in abetter position than the source country to tailor
its taxation of pensionsto the taxpayer’ s ability to pay.

9. A guestion was raised about how pension payments would be
taxed in the case of employeeswho had performed services consecu-
tively in severa different countries—a fairly common practice
among employees of transnational corporations. If such employees
were taxed in each jurisdiction in which they had previously worked
to earn the pension, then each pension payment might be taxed in
several jurisdictions. It was a so observed that it would be very diffi-
cult for the head office of acompany to allocate each pension among
the various countries in which the pensioner had worked during his
years of employment. It was generally agreed, therefore, that taxa-
tion of pension at source should be construed to mean taxation at the
place in which the pension payments originated, not the place in
which the services had been performed.

Paragraph 1

10. Thisparagraph, although it recognizesthe right of the country
of residence to tax pensions and other similar remuneration, leaves
open the possibility that the country of source may also be given the
right to tax in certain conditions which are defined in paragraph 2.

Paragraph 2

11. Asindicated above, the country of source may be allowed to
tax but only if the payments involved are made by aresident of that
country or a permanent establishment situated therein.
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Paragraph 3

12.  Sinceparagraph 3 of article 18 B isidentical to paragraph 2 of
article 18 A, the Commentary on the latter paragraph (see above) is
fully applicable to the former.

13.  The OECD Model Convention in the Commentary on Article
18 at paragraphs 4 to 37 has dealt with the question of tax treatment
of contributions to foreign pension schemes. Some members of the
Group of Experts pointed out that incorporation of these paragraphs
in the United Nations Model Convention dealing with this subject
would send a strong positive signal to potential inward investors. Al-
lowing recognition of cross-border pension contributions will aso
stimulate movement of personnel to foreign countries. It is, there-
fore, considered important to reproduce paragraphs 4 to 37 of the
OECD Commentary as under:

“The tax treatment of contributions to
foreign pension schemes

A. General comments

It is characteristic of multinational enterprises that their
staff are expected to be willing to work outside their home
country from time to time. The terms of service under which
staff are sent to work in other countries are of keen interest and
importance to both the employer and the employee. One con-
sideration is the pension arrangements that are made for the
employee in question.” [para. 4]

“Employees sent abroad to work will often wish to con-
tinue contributing to a pension scheme in their home country
during their absence abroad. This is because switching
schemes can lead to aloss of rights and benefits, and because
many practical difficulties can arise from having pension ar-
rangements in a number of countries.” [para. 5]

“The tax treatment accorded to pension contributions of
employeeswho are assigned to work outside their home coun-
try varies both from country to country and depending on the
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circumstances of the individual case. Before taking up an
overseas assignment, employees commonly qualify for tax re-
lief on pension contributions paid in the home country. When
assigned abroad, employeesin some cases continue to qualify
for relief. Where an individual, for example, remains resident
and fully taxable in the home country, pension contributions
made to a pension scheme established in the home country
will generally continue to qualify for relief there. But fre-
guently, contributions paid in the home country by an individ-
ual assigned to work abroad do not qualify for relief under the
domestic laws of either the home country or the host country.
Wherethisisthe caseit can become expensive, if not prohibi-
tive, to maintain membership of apension schemein the home
country during aforeign assignment. Paragraph 11 below sug-
gests a provision which Member countries can, if they wish,
include in bilateral treaties to provide reliefs for the pension
contributions of employees assigned to work outside their
home country.” [para. 6]

“However, some Member countries may not consider that
the solution to the problem lies in a treaty provision, prefer-
ring, for example, the pension scheme to be amended to secure
deductibility of contributionsin the host State. Other countries
may be opposed to including the provision in treaties where
domestic legislation allows deductions only for contributions
paid toresidents. In such casesit may be appropriatetoinclude
the suggested provision in a bilateral treaty.” [para. 7]

“The suggested provision does not addressitself to contri-
butions made to social security schemes (general State pen-
sion schemes dependent upon contribution records, whether
or not contributors are employees) astheright or obligation to
join a social security scheme is primarily a matter of social
legidation rather than tax law. Many Member countries have
entered into bilateral social security totalization agreements
which may help to avoid the problem with respect to contribu-
tions to socia security schemes. The provision also does not
contain provisions relating either to the deductibility by the
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employer of employer pension contributions in respect of em-
ployeesworking abroad or to the treatment of income accrued
withintheplan. All of theseissuescan bedealt withinbilateral
negotiations.” [para. g

“The provision is confined to the tax treatment of contri-
bution to pension schemes by or on behalf of individuals who
exercise employments within the meaning of Article 15 away
from their home State. It does not deal with contributions by
individuals who render independent personal services within
the meaning of Article 14. However, Member countries may
wish, in bilateral negotiations, to agree on a provision cover-
ing individuals rendering services within both Article 14 and
Article 15.” [para. 9]

“B. Aim of the provision

The aim of the provision isto ensure that, as far as possi-
ble, an employee is not discouraged from taking up an over-
seas assignment by the tax treatment of contributions made to
a home country pension scheme by an employee working
abroad. The provision seeks, first, to determine the general
equivalence of pension plansin the two countries and then to
establish limits to the deductibility of employee contributions
based on the limits in the laws of both countries.” [para. 10]

“C. Suggested provision

The following is the suggested text of the provision that
could be included in bilateral conventions to deal with the
problem identified above:

(@) Contributions borne by an individual who renders
dependent persona services in a Contracting State to a
pension scheme established in and recognized for tax pur-
poses in the other Contracting State shall be deducted, in
the first-mentioned State, in determining the individual’s
taxable income, and treated in that State, in the same way
and subject to the same conditions and limitations as con-
tributions made to a pension schemethat is recognized for
tax purposesin that first-mentioned State, provided that:
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(i) theindividual was not a resident of that State,
and was contributing to the pension scheme, immedi-
ately before he began to exercise employment in that
State; and
(if) the pension scheme is accepted by the compe-
tent authority of that State as generally correspond-
ing to a pension scheme recognized as such for tax
purposes by that State.
(b) For the purposes of subparagraph (a):
(i) theterm ‘apension scheme’ means an arrange-
ment in which the individual participates in order to
secure retirement benefits payable in respect of the
dependent personal services referred to in subpara-
graph (a); and
(i) a pension scheme is recognized for tax pur-
poses in a State if the contributions to the scheme
would qualify for tax relief inthat State.” [para. 11]
“Subparagraph (a) of the suggested provision lays down
the characteristics of both the employee and the contributions
to which the provision applies. It aso provides the principle
that contributions borne by an individual rendering dependent
personal serviceswithinthe meaning of Article 15in one Con-
tracting State (the host State) to a defined pension scheme in
the other Contracting State (the home State) are to berelieved
from tax in the host State, subject to the same conditions and
limitations as relief for contributions to domestic pension
schemes of the host State.” [para. 12]

“Relief for contributions to the home country pension
scheme under the conditions outlined can be given by either the
home country, being the country where the pension schemeis
situated or by the host country, where the economic activities
giving rise to the contributions are carried out.” [para. 13]

“A solution in which relief would be given by the home
country might not be effective, since the employee might have
no or little taxable income in that country. Practical consider-
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ationstherefore suggest that it would be preferablefor relief to
be given by the host country and thisisthe solution adopted in
the suggested provision.” [para. 14]

“In looking at the characteristics of the employee, sub-
paragraph (a) makesit clear that, in order to get therelief from
taxation in the host State, the employee must not have been
resident in the host State immediately prior to working there.”
[para. 15]

“Subparagraph («) does not, however, limit the applica
tion of the provision to secondees who become resident in
their host State. In many cases employees working abroad
who remain resident in their home State will continue to qual-
ify for relief there, but thiswill not be soin all cases. The sug-
gested provision therefore appliesto non-residentsworking in
the host State as well asto secondees to the host State who at-
tain residence status there. In some Member countries the do-
mestic legislation may restrict deductibility to contributions
borne by residents, and these Member countries may wish to
restrict the suggested provision to cater for this. Also, States
with a special regime for non-residents (e.g., taxation at spe-
cia low rate) may, in bilateral negotiations, wish to agreeon a
provision restricted to residents.” [para. 16]

“In the case where individual stemporarily ceaseto beres-
ident in the host country in order to join a pension schemein a
country with more relaxed rules, individual States may want a
provision which would prevent the possibility of abuse. One
form such a provision could take would be a nationality test
which could exclude from the suggested provision individuals
who are nationals of the host State.” [para. 17]

“As it is not unusual for employees to be seconded to a
number of different countries in succession, the suggested
provision is not limited to employees who are residents of the
home Stateimmediately prior to exercising employment in the
host State. The provision covers an employee coming to the
host State from athird country asit isonly limited to employ-
ees who were not resident in the host country before taking up
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employment there. However, Article 1 restricts the scope of
the Convention to residents of one or both Contracting States.
An employee who is neither aresident of the host State nor of
the home State where the pension scheme is established is
therefore outside the scope of the Convention between thetwo
States.” [para. 18]

“The suggested provision places no limits on the length of
time for which an employee can work in a host State. It could
be argued that, if an employee worksin the host State for long
enough, it in effect becomes his home country and the provi-
sion should no longer apply. Indeed, some host countries al-
ready restrict relief for contributions to foreign employee/
employer pension schemes to cases where the seconded em-
ployees are present on atemporary basis.” [para. 19]

“Inaddition, theinclusion of atimelimit may be helpful in
preventing the possibility of abuse outlined in paragraph 17
above. In bilateral negotiations, individual countries may find
it appropriateto include alimit on the length of time for which
an employee may exercise an employment in the host State af -
ter which reliefs granted by the suggested provision would no
longer apply.” [para. 20]

“Inlooking at the characteristics of the contributions, sub-
paragraph (a) provides a number of tests. It makes clear that
the provision applies only to contributions borne by an indi-
vidual to a pension scheme established in and recognized for
tax purposesin the home State. The phrase ‘ recognized for tax
purposes’ is further defined in subdivision (b)(ii) of the sug-
gested provision.” [para. 21]

“The second test applied to the characteristics of the con-
tributions is that the contributions should be made to a home
State scheme recognized by the competent authority of the
host State as generally corresponding to a scheme recognized
assuch for tax purposes by the host State. This operates on the
premisethat only contributionsto recognized schemes qualify
for relief in Member countries. This limitation does not, of
course necessarily secure equivalent tax treatment of contribu-
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tions paid where an employee wasworking abroad and of con-
tributions while working in the home country. If the host
State’ s rules for recognizing pension schemes were narrower
than those of the home State, the empl oyee could find that con-
tributions to his home country pension scheme were less fa-
vourably treated when he wasworking in the host country than
when working in the home country.” [para. 22]

“However, it would not be in accordance with the stated
aim of securing, asfar as possible, equivalent tax treatment of
employee contributions to give relief for contributions which
do not—at least broadly—correspond to domestically recog-
nized schemes. To do so would mean that the amount of relief
in the host State would become dependent on legidation in the
home State. In addition, it could be hard to defend treating em-
ployees working side by side differently depending on whether
their pension scheme was at home or abroad (and if abroad,
whether it was one country rather than another). By limiting the
suggested provision to schemes which generaly correspond to
thoseinthe host country such difficultiesareavoided.” [para. 23]

“The suggested provision makes it clear that it is for the
competent authority of the host State to determine whether the
schemein the home State generally correspondsto recognized
schemesin the host State. Individual States may wish, in bilat-
eral negotiations, to establish what interpretation the compe-
tent authority places on the term ‘generally corresponding’;
for example how widely it isinterpreted and what testsareim-
posed.” [para. 24]

“The contributions covered by the provision are limited to
payments to schemes to which the employee was contributing
before he began to exercise his employment in the host State.
This means that contributions to new pension schemes which
an employee joins while in the host State are excluded from
the suggested provision.” [para. 25]

“It is, however, recognized that special rules may be
needed to cover cases where new pension schemes are substi-
tuted for previous ones. For instance, in some Member coun-
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tries the common practice may bethat, if acompany employer
istaken over by another company, the existing company pen-
sion scheme for its employees may be ended and a new
scheme opened by the new employer. In bilateral negotiations,
therefore, individual States may wish to supplement the provi-
sion to cover such substitution schemes.” [para. 26]

“Subparagraph (a) also sets out the relief to be given by
the host State if the characteristics of the employee and the
contributions fall within the terms of the provision. In brief,
therelief isto be giveninaway which correspondsto the man-
ner in which relief would be given if the contributions were to
a scheme established in the host State.” [para. 27]

“Thismeasure of relief doesnot, of course, necessarily se-
cure equivalent tax treatment given to contributions paid when
an employee is working abroad and contributions paid when
heisworking in the home country. Similar considerations ap-
ply hereto those discussed in paragraphs 22 and 23 above. The
measure does, however, ensure equivalent treatment of the
contributions of colleagues. The following exampleis consid-
ered. The home country allowsrelief for pension contributions
subject to alimit of 18 per cent of income. The host country al-
lowsrelief subject to alimit of 20 per cent. The suggested pro-
vision in paragraph 11 would require the host country to allow
relief up toitsdomestic limit of 20 per cent. Countrieswishing
to adopt the limit in the home country would need to amend
the wording of the provision appropriately.” [para. 28]

“The amount and method of giving the relief would de-
pend upon the domestic tax treatment of pension contributions
by the host State. Thiswould settle such questions as whether
such contributions qualify for relief infull, or only in part, and
whether relief should be given as a deduction in computing
taxable income (and if so, which income, e.g., only employ-
ment income or al income) or asatax credit.” [para. 29]

“Being assigned to work abroad may not only mean that
an employee's contributions to a pension schemein his home
country cease to qualify for tax relief. It may also mean that
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contributions to the pension scheme by the employer are re-
garded as employee’'s income for tax purposes. In some
Member countries employees are taxed on employer’ s contri-
butions to domestic scheme whilst working in the home coun-
try whereas in others these contributions remain exempt. The
provision, therefore, is silent on the treatment of such contri-
butions, athough Member countries may wish to extend the
suggested provision in bilateral treaties, to ensure that the em-
ployer’ s contributions in the context of employees’ tax liability
are accorded the same treatment that such contributions to do-
mestic schemes would receive.” [para. 30]

“Subdivision (b)(i) defines a pension scheme for the pur-
poses of subparagraph (). It makesit clear that, for these pur-
poses, a pension scheme is an arrangement in which the
individual who makesthe payments participatesin order to se-
cure retirement benefits. These benefits must be payable in
respect of the exercise of the employment in the host State.
All the above conditions must apply to the pension scheme
before it can qualify for relief under the suggested provi-
sion.” [para. 31]

“Subdivision (b)(i) refers to the participation of the indi-
vidual inthe pension schemein order to secureretirement ben-
efits. This definition is intended to ensure that the proportion
of contributions made to secure benefits other than periodic
pension payments on retirement, e.g., a lump sum on retire-
ment, will a'so qualify for relief under the provision.” [para. 32]

“Theinitia definition of apension schemeis*an arrange-
ment’. Thisis awidely drawn term, the use of which isin-
tended to encompass the various forms that pension schemes
may take in individual member countries.” [para. 33]

“Although subdivision (b)(i) sets out that participation in
this scheme has to be by the individual who exercises the em-
ployment referred to in subparagraph (a) thereis no reference
to the identity of the recipient of the retirement benefits se-
cured by participation in the scheme. Thisisto ensure that any
proportion of contributions intended to generate a widow or
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dependant’ s pension may be eligible for relief under the sug-
gested provision.” [para. 34]

“The definition of a pension scheme makes no distinction
between pensions paid from State-run occupational pension
schemes and similar privately run schemes. Both are covered
by the scope of the provision. Any pensions, such as pensions
from general State pension schemes dependent on contribu-
tion recordswhether or not contributors are employees, are ex-
cluded from the provision asthe individual will not contribute
to such schemesin order to receive benefits payable in respect
of dependant personal services rendered.” [para. 35]

“Subdivision (b)(ii) further definesthe phrase ‘ recognized
for tax purposes . Asthe aim of the provisioniis, so far as pos-
sible, to ensure that the contributions are neither more nor less
favourably treated for tax purposes than they would be if the
employeewasresident in hishome State, it isright to limit the
provision to contributions which would have qualified for re-
lief if the employee had remained in the home State. The pro-
vision seeks to achieve this aim by limiting its scope to
contributions made to a scheme only if contributions to this
scheme would qualify for tax relief in that State.” [para. 36]

“This method of attempting to achieve parity of treatment
assumes that in al Member countries only contributions to
recognized pension schemes qualify for relief. The tax treat-
ment of contributions to pension schemes under Member
countries’ tax systems may differ from this assumption. It is
recognized that, in bilateral negotiations, individual countries
may wish to further define the qualifying pension schemesin
terms that match the respective domestic laws of the treaty
partners.” [para. 37]
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Article 19
GOVERNMENT SERVICE

1. In 1999, three changesweremadein article 19. Firstly, thetitle
of article 19 was changed from “Remuneration and pensions in re-
spect of government service” to “ Government service”. Secondly, in
paragraphs 1 and 3, theword “ remuneration” was replaced by the ex-
pression “salaries, wages and other similar remuneration”. Thirdly,
paragraph 3 was amended to refer to article 17. Asaresult, article 19
of the United Nations Model Convention reproduces Article 19 of
the OECD Model Convention. The Group observed that, while the
provisions of the article were generally acceptable to its members,
some developing countries might in bilateral negotiations desire to
place amonetary ceiling on the amount subject to subparagraph 2(5),
which precludes a Contracting State from taxing pension payments
that it makesto aresident or anational of the other State. The Group
also felt that some developing countries might prefer that payments
dealt with in article 19 should be taxed only by the beneficiary’s
country of residence.

2. Since article 19 of the United Nations Model Convention in-
corporates all the provisions of Article 19 of the OECD Model Con-
vention, thefollowing Commentary onthe OECD Articleisrelevant:

“This Article applies to salaries, wages and other similar
remuneration in respect of government service. Similar provi-
sionsin old bilateral conventionswere framed in order to con-
form with the rules of international courtesy and mutual
respect between sovereign States. They were therefore rather
limited in scope. However, the importance and scope of Arti-
cle 19 hasincreased on account of the fact that, consequent on
the growth of the public sector in many countries, governmen-
tal activities abroad have been considerably extended. Ac-
cording to the original version of paragraph 1 of Article19in
the 1963 Draft Convention, the paying State had aright to tax
payments made for services rendered to that State or political
subdivision or local authority thereof. The expression ‘ may be
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taxed’ was used and this did not connote an exclusive right of
taxation.” [para. 1]

“...subparagraphs(a) of paragraphs! and 2 are both based
on the principle that the paying State shall have an exclusive
right to tax the payments. Countries using the credit method as
the general method for relieving double taxation in their con-
ventions are thus, as an exception to that method, obliged to
exempt from tax such payments to their residents as are dealt
with under paragraphs 1 and 2. If both the Contracting States
apply the exemption method for relieving double taxation,
they can continue to use the expression ‘ may betaxed’ instead
of ‘shall be taxable only’. In relation to such countries the
effect will of course will be the same irrespective of which of
these expressionsthey use. It isunderstood that the expression
‘shall be taxable only’ shall not prevent a Contracting State
from taking into account the income exempted under subpara-
graph () of paragraphs| and 2 in determining therate of tax to
be imposed on income derived by its residents from other
sources. The principle of giving the exclusive taxing right to
the paying State is contained in so many of the existing con-
ventions between OECD Member countries that it can be said
to be already internationally accepted. It isalso in conformity
with the conception of international courtesy which is at the
basis of the Article and with the provisions of the Vienna Con-
ventions on Diplomatic and Consular Relations. It should,
however, be observed that the Articleisnot intended to restrict
the operation of any rules originating frominternational law in
the case of diplomatic missions and consular posts (cf. Article
27) but deals with cases not covered by such rules.” [para. 2]

“In 1994, a further amendment was made to paragraph 1
by replacing the term ‘remuneration’ by the words ‘saaries,
wages, and other similar remuneration’. This amendment was
intended to clarify the scope of the Article, which only applies
to State empl oyees and to persons deriving pensions from past
employment by a State, and not to persons rendering inde-
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pendent servicesto a State or deriving pensionsrelated to such
services.” [para. 2.1]

“Member countries have generaly understood the term
‘salaries, wages and other similar remuneration.. . . paid’ toin-
clude benefitsin kind received in respect of services rendered
to a State or political subdivision or local authority thereof
(e.g., the use of aresidence or automobile, health or lifeinsur-
ance coverage and club memberships).” [para. 2.2]

“The provisionsof the Article apply to payments made not
only by a State but also by its political subdivisions and local
authorities (constituent states, regions, provinces, ‘départe-
ments', cantons, districts, ‘ arrondissements’, ‘ Kreise', munici-
palities, or groups of municipalities etc.).” [para 3]

“An exception from the principle of giving exclusive tax-
ing power to the paying Stateis contained in subparagraph (b)
of paragraph 1. It isto be seen against the background that, ac-
cording to the Vienna Conventions mentioned above, the re-
ceiving State is allowed to tax remuneration paid to certain
categories of personnel of foreign diplomatic missions and
consular posts, who are permanent residents or nationals of
that State. Given that pensions paid to retired government offi-
cials ought to be treated for tax purposes in the same way as
salaries or wages paid to such employees during their active
time, an exception like the one in subparagraph (b) of para-
graph lisincorporated also in subparagraph (b) of paragraph 2
regarding pensions. Since the condition laid down in subdivi-
sion (b)(ii) of paragraph 1 cannot bevalid in relation to a pen-
sioner, the only prerequisite for the receiving State’ s power to
tax the pensionisthat the pensioner must be one of itsown res-
identsand nationals. It should be noted that the expression * out
of funds created by’ in subparagraph («) of paragraph 2 covers
the situation where the pension is not paid directly by the
State, apolitical subdivision or alocal authority but out of sep-
arate funds created by them.” [para. 4]

“According to Article 19 of the 1963 Draft Convention,
the servicesrendered to the State, political subdivisionor local
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authority had to be rendered ‘ in the discharge of functionsof a
governmental nature’. That expression was deleted in the
1977 Model Convention. Some OECD Member countries,
however, thought that the exclusion would lead to awidening
of the scope of the Article. Contracting States who are of that
view and who feel that such awidening is not desirable may
continue to use, and preferably specify, the expression ‘in the
discharge of functions of agovernmental nature’ intheir bilat-
eral conventions.” [para. 5]

“Paragraphs 1 and 2 do not apply if the services are per-
formed in connection with business carried on by the State, or
oneof itspolitical subdivisionsor local authorities, paying the
salaries, wages or other similar remuneration, or the pensions.
In such cases the ordinary rules apply: Article 15 for wages
and salaries, Article 16 for directors’ fees and other similar
payments, Article 17 for artistes and sportsmen and Article 18
for pensions. Contracting States, wishing for specific reasons
to dispense with paragraph 3intheir bilateral conventions, are
free to do so, thus bringing in under paragraphs 1 and 2 also
services rendered in connection with business. In view of the
specific functions carried out by certain public bodies, e.g.,
State Railways, the Post Office, State-owned theatres etc.,
Contracting States wanting to keep paragraph 3 may agreein
bilateral negotiations to include under the provisions of para-
graphs 1 and 2 remuneration paid by such bodies, even if they
could be said to be performing business activities.” [para. 6]

It was the intention of the Group that all pensions paid in re-

spect of services rendered to a Contracting State, political subdivi-

sion or local authority thereof should be subject to article 19, even if
they were paid under the social security system of one of the States.
In most cases the treatment would be the same whether such pay-
ments were subject to article 18 or article 19. The treatment differs,
however, in those cases described in subparagraph 2(b) of article
19—wheretherecipient is both aresident and a national of the other
State. Under article 19, government service pensions received by
such individuals are taxable only in the country of residence. If they
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were to be subject to tax under article 18, they would be taxable only
in the country of source. The purpose of this paragraph isto indicate
that apublic service pension paid by one country, evenif itispaid un-
der itssocia security system, to aresident of the other country whois
anational of that other country istaxable only in the latter country.

4. It was proposed that the question of tax treatment of a Govern-
ment meeting the expenses of artistes resident of one Contracting
State performing their activities in another Contracting State might
be dealt with in the Commentaries. However, it was considered that
the Contracting States, if they so desire, may discuss the matter dur-
ing bilateral negotiations. A reference is made to the Commentaries
on article 17 in this connection.

Article 20
STUDENTS

1. Article 20 of the United Nations Model Convention, as pres-
ently worded, reproduces substantially Article 20 of the OECD
Model Convention. In 1999, paragraph 2, containing new provisions
dealing with grants and scholarships and remuneration from employ-
ment not covered by paragraph 1, was omitted.

2. Since article 20 of the United Nations Model Convention re-
produces Article 20 of the OECD Model Convention, the following
Commentary on the latter Articleisrelevant:

“The rule established in this Article concerns certain pay-
mentsreceived by students or business apprenticesfor the pur-
pose of their maintenance, education or training. All such
payments received from sources outside the Statein which the
student or business apprentice concerned is staying shall be
exempted from tax in that State.” [para. 1]

“The word ‘immediately’ [makes| clear that the Article
doesnot cover aperson who has once been aresident of aCon-
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tracting State but has subsequently moved his residence to a
third State before visiting the other Contracting State.” [para. 2]

3. The question whether paragraph 2 of article 20 should be de-
leted from the United Nations M odel Convention had engaged the at-
tention of the Group of Expertsfor sometime. Inthisconnection, itis
relevant to reproduce paragraphs 25 to 29 of the Report of the Ad
Hoc Group of Experts on International Cooperation in Tax Matters
on the Work of its Seventh Meeting held in December 1995
(ST/ESA/250):

“Atits July 1995 meeting, the Steering Committee recom-
mended that the group consider deleting from the Model Con-
vention article 20, paragraph 2, which provided that if a
visiting student had income not exempted by paragraph 1 from
taxation in the visited country, the student should, in the taxa-
tion of non-exempted income, be entitled to the same exemp-
tions, reliefs, and reductions as were alowed to residents of
that country.” [para. 25]

“A participant argued that the provision should be retained
because it alowed visiting students to be taxed in the same
way as resident students. Another participant responded that
such parity was sometimes elusive because the resident stu-
dent wastaxable on all income, whereas avisiting student was
taxable only on income from sources in the visited country.”
[para. 26]

“A proponent of deleting the provision noted that article
24, paragraph 4 (second sentence), stated that a country is not
required to allow non-residents any personal allowances or
other reliefs ‘on account of civil status or family responsibili-
ties which might be allowed to residents; article 20, para
graph 2, it was argued, contradicted the provision of article
24 [para. 27]

“A participant noted that, as an alternative to article 14,
paragraph 1(c), a treaty might provide for exemption in the
host State, for the normal duration of studies, of remuneration
not exceeding a certain annual amount, but only to the extent
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that the remuneration was also not exempted in the other
State.” [para. 28] [Paragraph 1(c) of article 14 was deleted in
1999.]

“After discussion, it was concluded that a mgority of the
Group, but not a consensus, favoured deletion of article 20,
paragraph 2.” [para. 29]

4, The matter was considered again at the ninth meeting of the
Group of Experts, in May 1999, and the Group agreed to delete para-
graph 2 of article 20. Article 20 thus conforms to Article 20 of the
OECD Model Convention, with the addition of the word “trainee”.

5. Paragraph 2 in the 1980 version of the United Nations Model
Convention read as follows:

“(2) inrespect of grants, scholarships and remuneration
from employment not covered by paragraph 1, a student or
busi ness apprentice described in paragraph 1 shall, in addition,
be entitled during such education or training to the same ex-
emptions, reliefs or reductions in respect of taxes available to
residents of the State which heisvisiting.”

6. Although, as worded, paragraph 2 covers grants and scholar-
ships that have their source in the country visited as well asincome
from an employment in the country visited, the Commentariesto the
1980 Model made it clear that the paragraph was mainly concerned
with income from employment. Thewording wasintended to put vis-
iting students etc. on exactly the same basis as studentswho wereresi-
dentsfor tax purposes of the State where they were studying, but not
to treat visiting students more favourably than tax-resident students.

7. Experience with the application of paragraph 2 in practice has
shown that, as presently worded, it can giveriseto difficult problems
of administration. For example, if the visiting student is subject to tax
in the State visited only on income from sources in that country, and
not on hisworldwide income, should the visitor be entitled to the full
allowanceswhich aresident who istaxed on hisworldwideincomeis
allowed? Similarly, should a married student, whose spouse does
not come to the country with the student, be entitled to the married
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person’ sallowance? Theseissues cannot be settled from astrict read-
ing of the text of paragraph 2 asit stands.

8. A particular question that is begged by the inclusion of para-
graph 2 isthetax residence status of avisiting student or business ap-
prentice under the normal rules of residence in article 4. A student
who is following a full-time course of studies may become a tax
resident of the host State: in which case, he will become liable to
tax there in respect of his worldwide income, and be entitled to
all the personal reliefs, without the need of any special provisionin
article 20.

9. Moreover, asthe commentariesto the 1980 version went on to
show, there are a number of further waysin which the countries may
wish to consider expanding article 20 in the course of negotiationsin
order to cover particular problems which may arise in specia bilat-
era situations. Examples are given, without suggesting any particu-
lar form of words to give effect to their intentions. The 1980
Commentaries said:

“...somecountriesin bilateral negotiations might wish to ex-
pand the article by adding a paragraph permitting afurther ex-
emption (beyond that generally applicable as a personal
exemption or similar allowance under the internal law of the
Contracting State) of employment income under certain con-
ditions. Some countries may, for example, wish to extend the
exemption to remuneration received for services performedin
the country where the student or business apprentice is pres-
ent, but to limit the exemption to a specified amount of remu-
neration. Infixing the amount, countries may takeinto account
the fact that students or business apprentices may incur addi-
tional costs because they are away from their home country. It
may also be appropriate, in cases where the exemption is ex-
tended, to place atime limit on such exemption in the cases of
busi ness apprentices, and al so perhapsin the cases of students,
alonger period presumably being allowed in the latter situa-
tion.”
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10. Inthelight of the practical difficulties of applying paragraph
2, and the fact that there are a number of other issues affecting stu-
dentsand busi ness apprenticesthat may need to be addressed in bil at-
eral negotiations, the Group of Experts decided that, rather than
attempt a comprehensive rewording, it was preferable to omit para-
graph 2 from the Model Convention. Countries wishing to broaden
the scope of article 20 to cover sources of income arising in the coun-
try visited should aim to draft asuitable provision astightly as possi-
ble to meet their specific circumstances.

Article for teachers

11.  During the course of discussionsin the Seventh Meeting of the
Ad Hoc Group of Experts, several participants argued for the addi-
tion to the Model Convention of an article dealing with visiting
teachers. Currently, under the Model Convention visiting teachers
were subject to article 14, if the teaching services were performed in
an independent capacity; article 15, if the services were dependent;
or article 19, if the remuneration was paid by a Contracting State.
Many treaties have an additional article or paragraph dealing specifi-
cally with teachers and, sometimes, researchers, which typically ex-
empted them from taxation in the source country if their stay did not
exceed aprescribed length. It was noted that articles 14 and 15 com-
monly did not exempt a visiting teacher’ s compensation from taxa-
tion at source because they generally allowed source taxation of
service performers who were present in the host country for more
than 183 days, and many teaching assignments exceeded that period
of time.

12. Therewas considerable controversy among participants about
the need to provide an independent article in the United Nations
Model Convention dealing exclusively with visiting teachers. But
substantially, all participants agreed that an article on teachers, if in-
cluded in the Model Convention, should not have the effect of ex-
empting ateacher from tax both in the home country and the country
visited. One member suggested a compromise on the issue: that the
Model Convention should not be amended to include a provision on
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visiting teachers but that an addition should be made in the Commen-
tary, noting that many treaties contained such articles and providing
advice for bilateral negotiations on the subject. There was general
consensus for this suggestion.

13.  Accordingly, the Group appointed adrafting committeeto for-
mulate language for inclusion in the Commentary on the Model Con-
vention. After being discussed and amended, the following inclusion
was adopted by the Group in 1999:

“No specia Model Convention provision has been made
regarding remuneration derived by visiting professors and
other teachers. In the absence of a specia provision, articles
14, 15, 19 or 23 of the Model Convention, depending on the
circumstances, would apply. Many bilatera conventions,
however, contain rules of some kind or other concerning such
persons, the main purpose of which isto facilitate cultural re-
lations and the exchange of knowledge by providing for alim-
ited tax exemption in the host country for visiting teachers.
Sometimes, tax exemptionisalready provided under domestic
taxation laws, which many consider to be the preferred way of
solving double taxation problems of visiting teachers.

Notwithstanding the applicability of articles 14, 15, 19 and
23 to prevent double taxation, some countries may wish to in-
clude an article on teachers. The variety of domestic tax rules
in different countries, on the one hand, or the absence of such
rules, on the other, constitute an impediment to a specific pro-
vision onteachersinthe Model Convention. If, however, in bi-
lateral negotiations, the Contracting States chooseto include a
provision relating to visiting teachers, the following issues
should be considered in preparing such a provision:

(@) Thepurposeof atax treaty generally isto avoid dou-
ble taxation, and double exemption of teachersis not de-
sirable;

(b) Itisadvisableto limit benefits for visits of a maxi-
mum duration (normally two years), and the time limit
should be subject to expansion in individual cases by mu-
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tual agreement between competent authorities of the Con-
tracting States. It should be determined whether income
from the visits exceeding the time limit should be taxable
as of the beginning of thevisit or merely from the date be-
yond the expiration of the time limit;

(¢) Whether the benefits should be limited to teaching
services performed at certain institutions ‘recognized’ by
the Contracting States in which the services are per-
formed;

(d) Whether, in the case of visiting professors and other
teachers who also do research, to limit benefits remunera-
tion for research performed in the public (vs. private) in-
terest;

(¢) Whether anindividual may be entitled to the benefits
of the article more than once.”

Article 21
OTHER INCOME

1. Article 21 of the United Nations Model Convention repro-
duces Article 21 of the OECD Model Convention in its entirety and
also has an additional paragraph (paragraph 3) containing a general
provision relating to items of income of aresident of a Contracting
State not dealt with in the preceding articles and arising in the other
Contracting State.

2. The article covers not only income of a class not expressly
dealt with in the preceding articles, but al so income from sources not
expressly referred to therein. The article covers income arising in
third States as well asincome from a Contracting State.
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Paragraph 1

3. This paragraph reproduces Article 21, paragraph 1, of the
OECD Model Convention. Part of the Commentary on the latter
paragraph, quoted below, isrelevant:

“Under this paragraph the exclusive right to tax isgiven to the
State of residence. In cases of conflict between two residences,
Article 4 will aso alocate the taxation right in respect of
third-State income.” [para. 2]

“[W]henincome arisesin athird State and the recipient of this
income is considered as aresident by both Contracting States
under their domestic law, the application of Article 4 will re-
sult in the recipient being treated as a resident of one Con-
tracting State only and being liable to comprehensive taxation
(‘full tax liability’) in that State only. In this case, the other
Contracting State may not impose tax on the income arising
from the third State, even if the recipient is not taxed by the
State of which heis considered aresident under Article4. In
order to avoid non-taxation, Contracting States may agree to
[imit the scope of the Article to income whichistaxed in the
Contracting State of which the recipient isaresident and may
modify the provisions of the paragraph accordingly . . .”
[para. 3]

A referenceisalsoinvited to paragraph 5 of the Commentary below.

Paragraph 2

4, This paragraph reproduces Article 21, paragraph 2, of the
OECD Model Convention. The Commentary on the latter paragraph,
quoted below, istherefore relevant:

“This paragraph provides for an exception from the provi-
sions of paragraph 1 where the income is associated with the
activity of a permanent establishment or fixed base which a
resident of a Contracting State has in the other Contracting
State. The paragraph includes income from third States. In
such a case, aright to tax is given to the Contracting State in
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which the permanent establishment or the fixed base is situ-
ated. Paragraph 2 does not apply to immovable property for
which, according to paragraph 4 of Article 6, the State of situs
has a primary right to tax . . . Therefore, immovable property
situated in aContracting State and forming part of the business
property of apermanent establishment of an enterprise of that
State situated in the other Contracting State shall be taxable
only in the first-mentioned State in which the property is situ-
ated and of whichtherecipient of theincomeisaresident. This
isin consistency with theruleslaid downin Articles 13 and 22
in respect of immovable property since paragraph 2 of those
Articles applies only to movable property of a permanent es-
tablishment.” [para. 4]

“The paragraph also coversthe case where the beneficiary
and the payer of the income are both residents of the same
Contracting State, and the income is attributed to a permanent
establishment or afixed base, which the beneficiary of thein-
come hasin the other Contracting State. In such acase aright
to tax isgiven to the Contracting State in which the permanent
establishment or the fixed baseis situated. Where doubl e taxa-
tion occurs, the State of residence should giverelief under the
provisions of Article 23 A or 23 B. However, a problem may
arise as regards the taxation of dividends and interest in the
State of residence as the State of source: the combination of
Articles7 and 23 A preventsthat State from l