PART TWO

UNITED NATIONSMODEL DOUBLE TAXATION CONVENTION
BETWEEN DEVELOPED AND DEVELOPING COUNTRIES



PREFACE

1. In order to take advantage of the accumulatgthieal expertise embodied in the reports of
the meetings of the Group of Experts and also élestof different model conventions for the
purpose of the negotiation of bilateral tax treabetween developed and developing countries, the
Ad Hoc Group of Experts on International CooperatioTax Matters has basically used the United
Nations Model Double Taxation Convention betweendd@ped and Developing Countries as its
main reference text.

2. The articles and the commentary thereon in timted Nations Model Convention
formulated by the Group of Experts contain suggestconcerning specific provisions that could be
embodied in a bilateral tax treaty. Each artittierefore, takes the form of a possible text oéaty
article. Furthermore, each article is followed ddyservations which summarize the relevant
discussion in the Group of Experts, mention thesit@ts taken and indicate the manner in which the
provisions of the article may be interpreted.

3. In some cases, it is stated that the artidlearunited Nations Model Convention reproduces
a provision in the OECD Model Convention. This majicate that the text of the article remains
unchanged except for minor drafting changes. Whertext of an article in the United Nations
Model Convention reproduces the provisions of &inlanf the OECD Model Convention, it should
be construed as having the same meaning and héigrsto the same reservations as that article,
and should be interpreted in the light of the OE&@Mmentary in effect when the United Nations
Model Convention was prepared, unless a contrégypretation is indicated in the United Nations
Model Convention commentary. Because the OECD Modalention has continued to evolve over
time, it may be advisable for the reader to rede¢he articles and commentaries in the OECD Model
Convention to ascertain the position at the reletiare.

4, Problems may arise in the case of terms usedeirOECD Model Convention and the
guidelines which are not defined either in the BadiNations Model Convention or in the OECD
Commentary and have not been classified by the isobExperts. Participants from developing
countries in the Meeting of the Drafting Commitieethe 1980 edition of the United Nations Model
Convention cited as examples of such terms “lapdegerty”, “partnership”, “general commission
agent”, “jouissance shares”, “jouissance rightsfiining shares” and “industrial, commercial or
scientific equipment”. It was mentioned, for imste, that in the Republic of Korea there was no
legal concept of “landed property” distinct fronetbhoncept of immovable property and that the
expression in the Korean language which was muoslesito the English term “partnership” did not
correspond to the concept of partnership as usthe idnited Nations Model Convention. It may be
relevant to note that the OECD Committee on Fidgialirs adopted on 20 January 1999 the report
of the Working Group entitled “The Application ohe OECD Model Tax Convention to
Partnerships”. The report deals with the applarato partnerships of the provisions of the OECD
Model Tax Convention and, indirectly, of bilatetak conventions based on that model. The
Committee recognizes, however, that many of thecppies discussed in that report may also apply,
mutatis mutandis, to other non-corporate entities. Pending dedéiniof such terms by the Group of
Experts, the negotiating parties should endeawwtgdach mutually acceptable definitions.
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5. The articles in the United Nations Model Conwamtare not intended as a substitute for
negotiations. They are not to be construed asrmnatovisions or as formal recommendations of
the United Nations or as representing either th&mam or minimum concession that either
potential contracting party should grant or demartde give-and-take of the negotiating process. |
preparing its own negotiating strategy, a partitigacountry may wish to review the provisions of
bilateral double taxation treaties entered intdH®syother country in order to survey concessions
granted in the past, departures from the speditigipions herein propounded, and sa'on.

6. Like all model conventions, the United Nationedél Convention is not enforceable. Its
provisions are not binding and should not be tekai® formal recommendations of the United
Nations. They aim at facilitating the negotiatairiax treaties by eliminating the need for elab®ra
analysis and protracted discussion of every isguarigine in the case of each treaty. They are
designed to constitute a framework for the negatsatwho can proceed with their work, secure in
the knowledge that the articles of the United Naidvodel Convention are the outcome of
dispassionate in-depth examination of the issuasved by top-level experts from both developed
and developing countries who, by agreeing to becorambers of the Group of Experts in their
personal capacity, have committed themselves teeegmg entirely objective opinions based solely
on technical considerations.

7. The United Nations Model Convention represetsapromise between the source principle
and the residence principle. However, it giveseneeight to the source principle than does the
OECD Model Convention, which contains a more reste definition of a permanent establishment
and, in the areas of shipping profits, dividendigrest and royalties, relies more strongly onttara

at source at relatively lower rates or sometimetuskve taxation by the country of residence. (The
allocation of greater taxing power to the sourcentty in the United Nations Model Convention
does not mean that the withholding tax rates irGB€D Model Convention on dividends, interest
or royalties are too low as a matter of principid ¢hat the Contracting States should always strive
for higher rates). As a correlative to the prineipf taxation at source, the articles of the United
Nations Model Convention are predicated on a reitiognby the source country that taxation of
income from foreign capital: (1) should take intmaunt expenses allocable to the earnings of that
income so that such income is taxed on a net b@3ishould not be imposed at so high a rate as to
unduly discourage investment; and (3) should tat@account the appropriateness of a sharing of
revenue with the country providing the capital.atidition, the United Nations Model Convention
embodies the idea that it would be appropriat¢iferesidence country to extend a measure of relief
from double taxation through either foreign taxditeor exemption, as in the OECD Model
Convention.

8. In applying the provisions of the United Natidhgsdel Convention, a country should bear in
mind the fact that the relationship between treatied domestic law may vary from country to
country and that it is important to take into aatothe relationship between tax treaties and
domestic law. The status of a double taxation eatign in the national laws of States varies widely
because of the differing national methods of adgptinternational treaty obligations. The

! Bilateral double taxation treaties are publishgdHe United Nations on a regular basis in theeseeititled
International Tax Agreements
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fundamental issue is whether a State takes thethi@national law and international law are part o
the same system of law or are separate systenmse States consider international law and treaties
to take primacy over national laws. Many Statewjole in their domestic law for the primacy of
their parliament or legislature, although most béde States, in practice, give primacy to
international agreements in almost all circumstandéany treaty provisions rely for their operation
on terms defined by the domestic legislation ofG@oatracting States. In applying those provisions,
many States look to the current meaning of thased€the ambulatory approach), whereas some
States look to the meaning of those terms at the tihe treaty went into force (the static approach)
It is relevant to mention that paragraph 2 of &t&of the United Nations Model Convention clearly
favours the ambulatory approach.

9. Tax treaties affect the tax rules prevailingemitie domestic tax laws of the Contracting
States by providing which Contracting State shalehjurisdiction to subject a given income item to
its national tax laws and under what conditions awith what limitations it may do so.
Consequently, a country wishing to enter into bilak tax treaty negotiations should analyse
carefully the applicable provisions of its domeg#tg laws in order to assess the impact of the
proposed treaty on their operation. Exercise @talxing power is one of the fundamental attributes
of sovereignty, often requiring sensitive politieald economic choices. To the extent that treaty
negotiations require a re-examination of those ad®ithey are likely to be complex and time
consuming. To conclude a successful treaty netgmtiethe treaty partners need to find ways of
meshing two tax systems that may embody differeaisggand may employ different technical
features. In some cases, the Contracting Statesavayquite different rules for taxing internatibna
income. One State may use the credit method liewneg double taxation, whereas the other State
may use the exemption method or may not providdamny of unilateral relief. One State may have
bank secrecy legislation that it wishes to maintaimereas the other State may insist on an exchange
of information provision in the proposed treatyttisanconsistent with bank secrecy. One State may
tax contributions to pension funds and allow a vecy of those contributions free of tax, whereas
the other State may allow a deduction for pensian pontributions and tax distributions from those
funds fully. One State may tax partnerships asrsae juridical persons, whereas the other State
may treat them as conduits for the participatingr@as. In negotiating a tax treaty, the Contragti
States should take into account all of these anayrother aspects of the tax systems of the two
States, the differences in the economies of theStates and the relative importance of particular
industries in the Contracting States. (The all@ratif greater taxing power to the source country in
the United Nations Model Convention does not nerdgsmply the difference in the economies of
the two States and the relative importance of @aler industries in the Contracting States). Hence
a simple side-by-side comparison of two actualtiesaor of a proposed treaty against a model
treaty, will not enable meaningful conclusions éadoawn as to whether a proposed treaty reflects an
appropriate balancing of interests. In many ctsedifferences in language are of little substanti
importance, whereas in other cases, they reflextdmental differences.

10. A bilateral tax treaty is the result of a negetd settlement between two Contracting States
that may have conflicting objectives. In the caseonflict, some compromise is necessary for the
treaty negotiations to continue. To achieve i@l goth respect to one provision of a treaty, a&ta
may be compelled to offer some concessions witheago another provision. A State may have
concluded that it must obtain its desired outcomeertain issues or it will not proceed with the
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negotiations. For example, a State may conclude d@htreaty without an effective anti-abuse
provision and an exchange of information provisiersimply not worth having. Many States
welcome such provisions in a treaty. If a Stateisilling to accept those provisions, however, the
treaty negotiations may fail. If the process efgand take continues, it may result in a treayith
less than ideal from the perspective of either tguvut is the best treaty that the two Statesaoul
devise, given their difference on certain issugtimately, a negotiated treaty is not likely to be
ratified by the two sides unless both sides belihat the treaty represents the best outcome
available to them and serves their national interes

11. Domestic tax laws may exert an important inflzeson the content of bilateral tax treaties.
Thus, although there was general agreement in E@DBDabout the principles embodied in the
OECD Model Convention and although most bilateaaltreaties conform by and large with the
latter, there are often substantial variations frmme treaty to another, due to differences in the
domestic laws and treaty policies of the variousit@ting States. The OECD Model Tax
Convention is drafted on the principle that theligagion of the provisions of a convention is a
matter for the internal law of the Contracting 8satThe Convention is therefore largely silentdbo
issues of application, as is the OECD CommentatiyggdConvention.

12. States differ widely in their approaches tovpimg rules and procedures for operating
double taxation conventions. One issue that ersasgehether a State should use a consistent set of
rules and procedures applicable to all double tematonventions, or whether different rules and
procedures should apply to each double taxatiomerdtion. Another issue is whether the rules and
procedures should be the same for all forms ofrmeoThere is a trend among States towards the
adoption of general regulations applicable to aillale taxation conventions. These regulations are
sometimes promulgated at the administrative levigother approach is to adopt implementing
provisions through domestic legislation. One depell country, for instance, has adopted
provisions in its tax legislation that treat alhichs for foreign tax relief alike, whether the e¢li
claimed is under a double taxation convention alenrdomestic legislation.

13. Behind these differing practices and approaisheeiindamental question: Is the application
of a double taxation convention a matter of taxdawf the general administrative law of the State?
In a sense, of course, it is both. However, imsdtates the application of a double taxation
convention is regarded as part of the general adtration, whereas in other States, the procedures
for application may be specific to taxes, or spec¢d the double taxation convention alone. These
different approaches may also be relevant in detengnwhether disputes about the application of a
double taxation convention should go to a tax cougan administrative court. If the application of
tax treaties is governed by administrative lamway be subject to the general administrative law

principles of the country.

14. The United Nations Model Convention is divided chapters. Chapter | contains suggested
texts concerning the scope of the treaty, and @ndjpdefines terms used in bilateral tax treaties.
Chapter Il (taxation of income), Chapter IV (tawat of capital) and Chapter V (methods for
elimination of double taxation) constitute what nb@regarded as the main operative segments of
the Model Convention. Chapter VI contains spepialvisions and Chapter VII contains final
provisions. A detailed summary of the Model Corti@nfollows.
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The reading to follow are based on the United Nations Model Double Taxation Convention
between Devel oped and Devel oping Countries, itsarticlesand commentariesthereon. Suggested
topicsinclude:

Article 2- an article discussing the taxes coverad effects regarding the application of ruleseela
to elimination of double taxation.

Article 4: an article explaining the effects of lmding the different tie breaking rules for solving
double residence issues.

Article 11: an article explaining the definition thfe term “interests” and the effects of including
long or short definitions, as well as stating tbevenience and examples for including in tax tesati
the allowance to apply domestic rules regarding taipitalization and back to back loans.

Ariclel2: an article explaining the term “royaltiemcluding the different variations of such
definition.

Article 13: an article explaining the concepts gémmpt income. Additionally, an article could
discuss issues related to reorganization of cotjpms winding-up, split-ups etc.

Article 17: an article could discuss taxation dfisis, sportspersons, etc., which are subject to
seasonal payments, as well as performances sugmrigublic funds.

Article 21: an article discussing income relatedinancial operations, related parties, gratuitous
income etc.

Article 24: an article discussing the effects of ganting full non-discrimination clauses and the
reasons why some countries exclude taxes différemt income taxes. CFC Rules: the different
type of clauses that may be included and its pdaiceffects.

Limitation of benefits: an article explain the @ifént consequences of including certain clause or
another for setting a limit for the applicationb®nefits granted by de Convention.
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Convention-between{State-A)and-{(State B)
il . I E

! States wishing to do so may follow the widespreaattice of including in the title a referenceeither the
avoidance of double taxation or to both the avaigasf double taxation and the prevention of fisalsion.
2 The Preamble of the Convention shall be drafteddcordance with the constitutional procedurethef

Contracting States.
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3 In 2000, the OECD has omitted article 14 fromMisdel Convention
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* Organisation for Economic Cooperation and DevelepirFiscal Incentives for Private Investment in
Developing Countries: Report of the Fiscal Committee (Paris, 1965), paragraphs 172-174.
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® For an illustration of the tax avoidance potdriathe “independent agent” exception for insumnsee
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Teisei Fire and Marine Insurance Co., 104 T.C.53395). That case also illustrates problem ofgptéon re-
insurance
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® For further details, se®ax Treaties between Developed and Developing Countries (United Nations

publication, Sales No. E.69.XV1.2), part one, paaphs 67-68 and ibidThird Report (United Nations publication,
Sales No. E.72.XVI.4) part one, paragraphs 18-31.
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" Organisation for Economic Cooperation and Develeptyop. cit., paragraphs 176-178.
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8 This matter was not considered by the Group qfeffis.
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° Organisation for Economic Cooperation and Develept, op. cit., paragraph 179.
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19 Report of the OECD: “The Revision of the Modeln@ention” adopted by the Council of the OECD on
23 July 1992.
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4 In 2000, OECD has omitted article 14 fromNtsdel Convention.
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® Organisation for Economic Cooperation and Develept, op. cit., paragraph 175
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® Organisation for Economic Cooperation and Develept,Model Tax Convention on Income and on
Capital (Paris, 1992), commentary on article 18, paragéaph
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” Ibid., commentary on article 19, paragraph 1.

108



109



110



111



112



113



114



115



116



117



118



119



120



121



122



123



124



125



126



