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THE 2008 UPDATE TO THE MODEL TAX CONVENT ION

[The changes to the existing text of the Model Tax Conventipeapinstrikethroughfor deletions and
bold italicsfor additions]

A. ARTICLES

Change to Article 25

1 Add the following paragraph 5 and related footnote to Article 25:

5.

a)

b)

Where,

under paragraph 1, a person hapresented a case to the competent authority of a
Contracting State on the basis that the actions of one or both of the Contracting States
have resulted for that person in taxation not in accordance with the provisions of this
Convention, and

the competnt authorities are unable to reach an agreement to resolve that case pursuant
to paragraph 2 within two years from the presentation of the case to the competent
authority of the other Contracting State,

any unresolved issues arising from the case shadl submitted to arbitration if the person so
requests. These unresolved issues shall not, however, be submitted to arbitration if a decision on
these issues has already been rendered by a court or administrative tribunal of either State. Unless a
person diectly affected by the case does not accept the mutual agreement that implements the
arbitration decision, that decision shall be binding on both Contracting States and shall be
implemented notwithstanding any time limits in the domestic laws of these Stadtee competent
authoritieslof the Contracting States shall by mutual agreement settle the mode of application of this
paragraph:

1.

In some States, national law, policy or administrative considerations may not allow or justify the type of dispute
resolition envisaged under this paragraph. In addition, some States may only wish to include this paragraph in
treaties with certain States. For these reasons, the paragraph should only be included in the Convention where
each State concludes that it would bppopriate to do so based on the factors described in parag&fpbf the
Commentary on the paraggh. As mentioned in paragraph47of that Commentary, however, other States may

be able to agree to remove from the paragraph the condition that issues widyensubmitted to arbitration if a
decision on these issues has already been rendered by one of their courts or administrative tribunals.



B. COMMENTARY

Changes to the Commentary on Article 1

2. In paragraph 5 ofie Commentary on Article 1, replace thecross f er ence t o fipar a
the Commentary on Mr7of cl lee 40ommemMitpparwgomphArticl e
3. In paragraph 23 of the Commentary on Article 1, reptheecross e f er ence t o fApar s

of the Commentary on ABafi cl ke 7Cammdentbyr yipam afmrtaipd
4, Replace paragraph 27.2 of the Commentary on Article 1 by the following:

272 Francehas expressed a number of reservations or
Mo d el Tax Convention to Partnershipso. I'n part
put forward in paragraphs 5 and 6 above according to which if epsintp is denied the benefits of a

tax convention, its members afwvaysentitled to the benefits of the tax conventions entered into by

their State of residence. France believes that this result is only possiblesertain—extentvhen

France is theState of source, if its internal law authorises that interpretationibprovisions to that

effect are included in the convention entered into with the Staitsidence of the partnesshere-the

parthershipis-siuated-Thisview-is-alse-shared-by-Mexic

27.10 Mexico does not agree with the interpretation put forward in paragraphs 5 and 6 above
according to which if a partnership is denied the benefits of a tax convention, its members are
entitled to the benefits of the tax conventions entered into Ihgirt State of residence. Mexico
believes that this result is only possible, to a certain extent, if provisions to that effect are included in
the convention entered into with the State where the partnership is situated.

5. In paragraph 27.4 of the Commentary on Article 1, replace the-cresé er ence t o Ap.
40.1 of the Comment ar y66mfn tAhrd i €d remerrot ebryy Agra r Argtriag

Changes to the Commentary on Article 4
6. Replace paragraphs 8 to 8.4 of the Commentary on Article 4 by the following:

8. Paragraph 1 provides a definitio®@t atfedt hfeore x
purposes of the Convention. The definition refers tatmeept of radence adopted in the domestic

laws (cf. Preliminary remarks). As criteria for the taxation as a resident the definition mentions:
domicile, residence, place of management or any other criterion of a similar nature. As far as
individuals are concerned, thefinition aims at covering the various formgefsonal attachment to a

State which, in the domestic taxation laws, form the basis of a comprehensive taxation (full liability to
tax). It also covers cases whar@erson is deemed, according to the tamdaws of a State, to be a

resident of that State and on account thereof is fully liable to tax therein (e.g. diplomats or other
persons in government servicghe remaining part of paragraph 8 becomes new paragraphs 8.1, 8.2

and 8.3]

8.1 In accordane with the provisions of the second sentence of paragraph 1, however, a person is
not to be consideredgaSfiaeeddenttbé sefsetofhct]
domiciled in that State, he is considered to be a resident aggtodie domestic laws but is subject

only to a taxation limited to the income from sources in that 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
consgllar staff serving in their territory.

8.2  According to its wording and spirit thErevisier—wewldsecond sentencalso excluds from

the definition of a resident of a Contracting State foréigid companies exempted from tax on their
foreign income by pvileges tailored to attract conduit companiksalso excludes companies and
other persons who are not subject to comprehensive liability to tax in a Contracting State because
these persons, whilst being residents of that State under that State's taxal@ considered to be
residents of another State pursuant to a treaty between these two Sthtest two sentences of
existing paragraph 8 moved to the next paragiaphe exclusion of certain companies other
persons from the definition would not afourse prevent Contracting States from exchanging
information about their activities (cf. paragraplof the Commentary on Articl6). Indeed States
may feel it appropriate to develop spontaneous exchanges of informationcabgeanies—which

persons wh seek to obtairunintended treaty benefitsreaty—benefits—unintended-by-theModel
Convention

8.3 The application of the second sentendehis, however, has inherent difficulties and
limitations. Fhus-it-has-to-be-interpreted-restrictivdtyhas to beinterpreted in the light of its
object and purpose, which is to exclude persons who are not subjected to comprehensive taxation
(full liability to tax) in a State because it might otherwise exclude from the scope of the
Convention all residents of courdsi adopting a territorial principle in their taxation, a result which

is clearly not intended.

841 It has been the general understanding of most Member countries that the government of each
State, as well as any political subdivision or local authority thereof, is a resident of that State for
purposes of the Convention. Befdr895, the Model did not explicitly state this; in 1995, Article 4

was amended to conform the text of the Model to this understanding.

852 Paragraph 1 refers to persons who are Aliab
reason of various iteria. In many States, a person is considered liable to comprehensive taxation
even if the Contracting State does not in fact impose tax. For example, pension funds, charities and
other organisations may be exempted from tax, but they are exempt ohéy ifrieet all of the
requirements for exemption specified in the tax laws. They are, thus, subject to the tax laws of a
Contracting State. Furthermore, if they do not meet the standards specified, they are also required to
pay tax. Most States would viewduentities as residents for purposes of the Convention (see, for
example, paragraph 1 of Article 10 and paragraph 5 of Article 11).

863 In some States, however, these entities are not considered liable to tax if they are exempt
from tax under domesticax laws. These States may not regard such entities as residents for
purposes of a convention unless these entities are expressly covered by the convention. Contracting
States taking this view are free to address the issue in their bilateral negotiations.

8.74 Where a State disregards a partnership for tax purposes and treats it as fiscally transparent,
taxing the partners on their share of the partnership income, the partnership itself is not liable to tax
and may not, therefore, be considered to beidaetof that State. In such a case, since the income

of the partnership Aflows througho to the part
are the persons who are liable to tax on that income and are thus the appropriate persons to claim
the benefits of the conventions concluded by the States of which they are residents. This latter result
will be achieved even if, under the domestic law of the State of source, the income is attributed to a
partnership which is treated as a separate taatiiy. For States which could not agree with this
interpretation of the Article, it would be possible to provide for this result in a special provision

6



which would avoid the resulting potential double taxation where the income of the partnership is
differently allocated by the two States

Replace paragraph 24 of the Commentary on Article 4 by the following:

24, As a resul t of these considerations, the fp
the prefeence criterion for persons other than individuals. The place of effective management is the
place where key management and commercial decisions that are necessary for the conduct of the
en t | t y 0 sas :b wkmleaneelm :substance mad@he—plaee—ef—eﬁetwe—nwmgemem—wnl
: a board of
a-whole are

be examlned to determlne the place of effectlve management An entity may have more than one
place of management, but it can have only one place of effective management at any one time.

24.1 Same countries, however, consider that cases of dual residence of persons who are not
individuals are relatively rare and should be dealt with on a céisecase basis. Some countries
also consider that such a cad®-case approach is the best way to dealhwtite difficulties in
determining the place of effective management of a legal person that may arise from the use of
new communication technologies. These countries are free to leave the question of the residence
of these persons to be settled by the cetept authorities, which can be done by replacing the
paragraph by the following provision:

3. Where by reason of the provisions of paragrapla person other than an individual is

a resident of both Contracting States, the competent authorities of thet@cting States

shall endeavour to determine by mutual agreement the Contracting State of which such
person shall be deemed to be a resident for the purposes of the Convention, having regard
to its place of effective management, the place where it isiporated or otherwise
constituted and any other relevant factors. In the absence of such agreement, such person
shall not be entitled to any relief or exemption from tax provided by this Convention except
to the extent and in such manner as may be agre@dn by the competent authorities of

the Contracting States.

Competent authorities having to apply such a provision to determine the residence of a legal
person for purposes of the Convention would be expected to take account of various factors, such

as vhere the meetings of its board of directors or equivalent body are usually held, where the
chief executive officer and other senior executives usually carry on their activities, where the
senior dayto-day management of the person is carried on, wherepher sonés headqguar
| ocated, which countryés | aws govern the | egal
are kept, whether determining that the legal person is a resident of one of the Contracting States

but not of the other for the purpse of the Convention would carry the risk of an improper use of

the provisions of the Convention etc. Countries that consider that the competent authorities
should not be given the discretion to solve such cases of dual residence without an indication of

the factors to be used for that purpose may want to supplement the provision to refer to these or
other factors that they consider relevant. Also, since the application of the provision would
normally be requested by the person concerned through the mesharprovided for under
paragraph 1 of Article 25, the request should be made within three years from the first
notification to that person that its taxation is not in accordance with the Convention since it is
considered to be a resident of both ContragfiStates. Since the facts on which a decision will be

based may change over time, the competent authorities that reach a decision under that provision
should clarify which period of time is covered by that decision.



8.

10.

11

12

Replace paragraph 25 of the Commentary on Article 4 by the following:

25. As regards paragraphs 24 and 24.taly dees—not-adhere-to-the-interpretation—given in
pat+ragraph 24 above conecerning—HAthe mosiardseni or
of—di+reetors)yo6—as the soleecriterion—to—ident.i
opinierholds the view thathe place where the main and substantial activity of the entity is carried

on is also to be taken into account when dieiteing the place of effective management of a person

other than an individual.

Replace paragraph 26.1 of the Commentary on Article 4 by the following:

26.1 Mexico does not agree with the general principle exgedsin paragrapi®-48.7 of the
Commentary according to which if tax owed by a partnership is determined on the basis of the
personal characteristics of the partners, these partners are entitled to the benefits of tax conventions
entered into by the Statesf whi ch t hey are residents as rega
partnership.

Delete paragraph 26.2 of the Commentary on Artickehich reads as follows

Add the following new paragraphs 26.3 and 26.4 to the Commentary on Article 4:

26.3 France considershat the definition of the place of effective management in paragraph 24,
according to which Athe place of effective man
commer ci al decisions that are necessargreif or th
substance madeo, wi || generally correspond to
who exercises the most senior functions (for example a board of directors or management board)
makes its decisions. It is the place where the organs oéation, management and control of the

entity are, in fact, mainly located.

26.4 As regards paragraph 24, Hungary is of the opinion that in determining the place of
effective management, one should not only consider the place where key management and
commeci al decisions that are necessary for the c
substance made, but should also take into account the place where the chief executive officer and
other senior executives usually carry on their activities as vealithe place where the senior day

to-day management of the enterprise is usually carried on.

Replace paragraph 29 of the Commentary on Article 4 by the following:

29. France does not agree with the general pihe according to which if tax owed by a
partnership is determined on the basis of the personal characteristics of the partners, these partners
are entitled to the benefits of tax conventions entered into by the States of which they are residents
asregarsl income that anowsFortths#Hedergﬂneeeh—d#emesmM&waartner
i : ; ed-from the
partner—s—ter—thateason France reserves the right to amend tttlele‘\ln |ts tax conventlons in

order to specify that French partnerships must be considered as residents of France in view of their
legal and tax characteristiasd to indicate in which situations and under which conditions where




13.

flow-through partnershps located in the other Contracting State or in a third State will be
entitled to benefit from the recognition by France of their flethrough nature

Replace paragraph 31 of the Commentary on Article 4 by thoeviag:

31. Mexieeand—The United Statesreserve the right to use a place of incorporation test
for determining the residence of a corporation, and, failing that, to deny dual resident companies
certain benefits under the Convention.

Changes to the Comentary on Article 5

14.

Add the following heading and new paragraphs 42.11 to 42.48 to the Commentary on Article 5
The taxation of services

42.11 The combined effect of this Article and Article 7 is that the prefftom services performed

in the territory of a Contracting State by an enterprise of the other Contracting State are not
taxable in the firstmentioned State if they are not attributable to a permanent establishment
situated therein (as long as they arencovered by other Articles of the Convention that would
allow such taxation). This result, under which these profits are only taxable in the other State, is
supported byvarious policy and administrative considerations. It is consistent with the principle
of Article 7 that until an enterprise of one State sets up a permanent establishment in anothe
State, it should not be regarded as participating in the economic life of that State to such an
extent that it comes within the taxing jurisdiction of that other State. Also, the provision of
services should, as a general rule subject to a few excepfionsome types of service (e.g. those
covered by Article 8 and 17), be treated the same way as other business activities and, therefore,
the same permanent establishment threshold of taxation should apply to all business activities,
including the provisia of independent services.

42.12 One of the administrative considerations referred to above is that the extension of the
cases where source taxation of profits from services performed in the territory of a Contracting
State by an enterprise of the othero@tracting State would be allowed would increase the
compliance and administrative burden of enterprises and tax administrations. This would be
especially problematic with respect to services provided tolmasiness consumers, which would

not need to be idclosed to the source country's tax administration for purposes of claiming a
business expense deduction. Since the rules that have typically been designed for that purpose are
based on the amount of time spent in a State, both tax administrations anermses would

need to take account of the time spent in a country by personnel of service enterprises and these
enterprises would face the risk of having a permanent establishment in unexpected circumstances
in cases where they would be unable to deterenin advance how long personnel would be
present in a particular country (e.g. in situations where that presence would be extended because
of unforeseen difficulties or at the request of a client). These cases create particular compliance
difficulties as tey require an enterprise to retroactively comply with a number of administrative
requirements associated with a permanent establishment. These concerns relate to the need to
maintain books and records, the taxation of the employees (e.g. the need to swmkee
deductions in another country) as well as other norcome tax requirements.

42.13 Also, the source taxation of profits from services performed in the territory of a
Contracting State by an enterprise of the other Contracting State that does na adixed place



of business in the firstmentioned State would create difficulties concerning the determination of

the profits to be taxed and the collection of the relevant tax. In most cases, the enterprise would
not have the accounting records and asséypically associated with a permanent establishment

and there would be no dependent agent which could comply with information and collection
requirements. Mor eover, whilst it is a common
services perfaned in their territory, it does not necessarily represent optimal tax treaty policy.

42.14 Some States, however, are reluctant to adopt the principle of exclusive residence taxation
of services that are not attributable to a permanent establishment stiidan their territory but

that are performed in that territory. These States propose changes to the Article in order to
preserve source taxation rights, in certain circumstances, with respect to the profits from such
services. States that believe that démiial source taxation rights should be allocated under a
treaty with respect to services performed in their territory rely on various arguments to support
their position.

42.15 These States may consider that profits from services performed in a givea sauld be
taxable in that state on the basis of the generadlycepted policy principles for determining when
business profits should be considered to have their source within a jurisdiction. They consider
that, from the exclusive angle of the pure paliguestion of where business profits originate, the
State where services are performed should have a right to tax even when these services are not
attributable to a permanent establishment as defined in Article 5. They would note that the
domestic law of rany countries provides for the taxation of services performed in these countries
even in the absence of a permanent establishment (even though services performed over very
short periods of time may not always be taxed in practice).

42.16 These States areoncerned that some service businesses do not require a fixed place of
business in their territory in order to carry on a substantial level of business activities therein and
consider that these additional rights are therefore appropriate.

42.17 Also, these States consider that even if the taxation of profits of enterprises carried on by
non-residents that are not attributable to a permanent establishment raises certain compliance
and administrative difficulties, these difficulties do not justify exemptifigm tax the profits

from all services performed on their territory by such enterprises. Those who support that view
may refer to mechanisms that are already in place in some States to ensure taxation of services
performed in these States but not attrilaiie to permanent establishments (such mechanisms are
based on requirements for resident payers to report, and possibly withhold tax on, payments to
non-residents for services performed in these States).

42.18 It should be noted, however, that all Memb&tates agree that a State should not have
source taxation rights on income derived from the provision of services performed by a non
resident outside that State. Under tax conventions, the profits from the sale of goods that are
merely imported by a resaht of a country and that are neither produced nor distributed through

a permanent establishment in that country are not taxable therein and the same principle should
apply in the case of services. The mere fact that the payer of the consideration fdcesig a
resident of a State, or that such consideration is borne by a permanent establishment situated in
that State orthat the result of the services is used within the Stdtes not constitute a sufficient
nexus to warrant allocation of income taxingghts to that State.

42.19 Another fundamental issue on which there is general agreement relates to the

determination of the amount on which tax should be levied. In the case of-employment
services (and subject to possible exceptions such as Ari¢)eonly the profits derived from the

10



services should be taxed. Thugtovisions that are sometimes included in bilateral conventions
and that allow a State to tax the gross amount of the fees paid for certain services if the payer of
the fees is a resid# of that State do not seem to provide an appropriate way of taxing services.
First, because these provisions are not restricted to services performed in the State of source, they
have the effect of allowing a State to tax business activities that datalat place in that State.
Second, these rules allow taxation of the gross payments for services as opposed to the profits
therefrom.

42.20 Also, Member States agree that it is appropriate, for compliance and other reasons, not to
allow a State to tax therpfits from services performed in their territory in certain circumstances
(e.g. when such services are provided during a very short period of time).

42.21 The Committee therefore considered that it was important to circumscribe the
circumstances in whichStates that did not agree with the conclusion in paragraph 42.11 above
could, if they wished to, provide that profits from services performed in the territory of a
Contracting State by an enterprise of the other Contracting State would be taxable by thig S
even if there was no permanent establishment, as defined in Article 5, to which the profits were
attributable.

42.22 Clearly, such taxation should not extend to services performed outside the territory of a
State and should apply only to the profitsofn these services rather than to the payments for
them. Also, there should be a minimum level of presence in a State before such taxation is
allowed.

42.23 The following is an example of a provision that would conform to these requirements;
States are fee to agree bilaterally to include such a provision in their tax treaties:

Notwithstanding the provisions of paragraphs 1, 2 and 3, where an enterprise of a
Contracting State performs services in the other Contracting State

a) through an individual who ispresent in that other State for a period or periods
exceeding in the aggregate 183 days in any twelve month period, and more than 50 per
cent of the gross revenues attributable to active business activities of the enterprise
during this period or periodsare derived from the services performed in that other
State through that individual, or

b) for a period or periods exceany in the aggregate 183 days in any twelve month
period, and these services are performed for the same project or for connectezti®oj
through one or more individuals who are present and performing such services in that
other State

the activities carried on in that other State in performing these services shall be deemed to
be carried on through a permanent establishment of the eptise situated in that other
State, unless these services are limited to those mentioned in paragraph 4 which, if
performed through a fixed place of business, would not make this fixed place of business a
permanent establishment under the provisions oéttparagraph. For the purposes of this
paragraph, services performed by an individual on behalf of one enterprise shall not be
considered to be performed by another enterprise through that individual unless that other
enterprise supervises, directs or cools the manner in which these services are performed
by the individual.

42.24 That alternative provision constitutes an extension of the permanent establishment
definition that allows taxation of income from services provided by enterprises carried aroby

11



residents but does so in conformity with the principles described in paragraph 42.22. The
following paragraphs discuss various aspects of the alternative provision; clearly these
paragraphs are not relevant in the case of treaties that do not inclugghsa provision and do

not, therefore, allow a permanent establishment to be found merely because the conditions
described in this provision have been met.

42.25 The provision has the effect of deeming a permanent establishment to exist where one
would not otherwise exist under the definition provided in paragraph 1 and the examples of
paragraph 2. It therefore applies notwithstanding these paragraphs. As is the case of paragraph 5
of the Article, the provision provides a supplementary basis under whicheaterprise may be
found to have a permanent establishment in a State; it could apply, for example, where a
consultant provides services over a long period in a country but at different locations that do not
meet the conditions of paragraph 1 to constitubne or more permanent establishments. If it can

be shown that the enterprise has a permanent establishment within the meaning of paragraphs 1
and 2 (subject to the provisions of paragraph 4), it is not necessary to apply the provision in order
to find a permanent establishment. Since the provision simply creates a permanent establishment
when none would otherwise exist, it does not provide an alternative definition of the concept of
permanent establishment and obviously cannot limit the scope of the dieimin paragraph 1

and of the examples in paragraph 2.

42.26 The provision also applies notwithstanding paragraph 3. Thus, an enterprise may be
deemed to have a permanent establishment because it performs services in a country for the
periods of time preided for in the suggested paragraph even if the various locations where these
services are performed do not constitute permanent establishments pursuant to paragraph 3. The
following example illustrates that result. A sefmployed individual resident afne Contracting

State provides services and is present in the other Contracting State for more than 183 days
during a 12month period but his services are performed for equal periods of time at a location
that is not a construction site (and are not in edlon to a construction or installation project) as

well as on two unrelated building sites which each lasts less than the period of time provided for
in paragraph 3. Whilst paragraph 3 would deem the two sites not to constitute permanent
establishments,he proposed paragraph, which applies notwithstanding paragraph 3, would deem
the enterprise carried on by that person to have a permanent establishment (since the individual
is selfemployed, it must be assumed that the 50% of gross revenues test wikteith respect

to his enterprise).

42.27 Another example is that of a large construction enterprise that carries on a single
construction project in a country. If the project is carried on at a single site, the provision should
not have a significant impet as long as the period required for the site to constitute a permanent
establishment is not substantially different from the period required for the provision to apply.
States that wish to use the alternative provision may therefore wish to considerirgfeo the
same periods of time in that provision and in paragraph 3 of Article 5: if a shorter period is used
in the alternative provision, this will reduce, in practice, the scope of application of paragraph 3.

42.28 The situation, however, may be tifent if the project, or connected projects, are carried
out in different parts of a country. If the individual sites where a single project is carried on do
not last sufficiently long for each of them to constitute a permanent establishment (see, hqwever
paragraph 20above, a permanent establishment will still be deemed to exist if the conditions of
the alternative provision are met. That result is consistent with the purpose of the provision,
which is to subject to source taxation foreign enterprisdmtt are present in a country for a
sufficiently long period of time notwithstanding the fact that their presence at any particular
location in that country is not sufficiently long to make that location a fixed place of business of
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the enterprise. Some Sts, however, may consider that paragraph 3 should prevail over the
alternative provision and may wish to amend the provision accordingly.

42.29 The suggested paragraph only applies to services. Other types of activities that do not
constitute services artherefore excluded from its scope. Thus, for instance, the paragraph would
not apply to a foreign enterprise that carries on fishing activities in the territorial waters of a
State and derives revenues from selling its catches (in some treaties, hoveetigities such as
fishing and oil extraction may be covered by specific provisions).

42.30 The provision applies to services performed by an enterprise. Thus, services must be
provided by the enterprise to third parties. Clearly, the provision could mate the effect of
deeming an enterprise to have a permanent establishment merely because services are provided to
that enterprise. For example, services might be provided by an individual to his employer without
that employer performing any services (ean employee who provides manufacturing services to

an enterprise that sells manufactured products). Another example would be where the employees
of one enterprise provide services in one country to an associated enterprise under detailed
instructions andclose supervision of the latter enterprise; in that case, assuming the services in
guestion are not for the benefit of any third party, the latter enterprise does not itself perform any
services to which the provision could apply.

42.31 Also, the provsion only applies to services that are performed in a State by a foreign
enterprise. Whether or not the relevant services are furnished to a resident of the State does not
matter; what matters is that the services are performed in the Stateugh an individual present

in that State.

4232 The alternative provision does not speci fy
empl oyees or other personnel engaged by the e
bilateral treaties. It simply provideshat the services must be performed by an enterprise. As
explained in paragraph 10, the business of an enterprise (which, in the context of the paragraph,
would include the services performed in a Col
entrepreneu or persons who are in pai@mployment relationship with the enterprise
(personnel). This personnel includes employees and other persons receiving instructions from the
enterprise (e.g. dependent agents) . éindividualst he p
through which an enterprise provides services will therefore be the individuals referred to in
paragraph 10, subject to the exception included in the last sentence of that provision (see
paragraph 42.43 below).

42.33 The alternative provisio will apply in two different sets of circumstances. Subparagraph
a) looks at the duration of the presence of the individual through whom an enterprise derives
most of its revenues in a way that is similar to that of subparagraph 2 a) of Article 15;
subpamlgraph b) looks at the duration of the activities of the individuals through whom the
services are performed.

42.34 Subparagraph a) deals primarily with the situation of an enterprise carried on by a single
individual. It also covers, however, the caseanf enterprise which, during the relevant period or
periods, derives most of its revenues from services provided by one individual. Such extension is
necessary to avoid a different treatment between, for example, a case where services are provided
by an individual and a case where similar services are provided by a company all the shares of
which are owned by the only employee of that company.
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42.35 The subparagraph may apply in different situations where an enterprise performs services
through an individual, such as when the services are performed by a sole proprietorship, by the
partner of a partnership, by the employee of a company etc. The main conditions are that

- the individual through whom the services are performed be present in a State for a period
or periods exceddg in the aggregate 183 days in any twelve month period, and

- more than 50 per cent of the gross revenues attributable to active business activities of the
enterprise during the period or periods of presence be derived from the sernecésmed
in that State through that individual.

42.36 The first condition refers to the days of presence of an individual. Since the formulation is
identical to that of subparagraph 2 a) of Article 15, the principles applicable to the computation
of the days of presence for purposes of that last subparagraph are also applicable to the
computation of the days of presence for the purpose of the suggested paragraph.

42.37 For the purposes of the second condition, according to which more than 50 per ceheof t

gross revenues attributable to active business activities of the enterprise during the relevant
period or periods must be derived from the services performed in that State through that
individual, the gross revenues attributable to active business #i@s/ of the enterprise would

represent what the enterprise has charged or should charge for its active business activities,
regardless of when the actual billing will occur or of domestic law rules concerning when such
revenues should be taken into accdufor tax purposes. Such active business activities are not
restricted to activities related to the provi s

business activitieso would clearly exclgde i nc
for example, receiving interest and dividends from investing surplus funds. States may, however,
prefer to use a different test, such as A50%

period or periods i s de erviceerdpredentthenmostlingortanepart i ¢c e s
of the business activities of the enterpriseo,
its revenues from services performed by an individual on their territory.

42.38 The following examples illustree the application of subparagraph a) (assuming that the
alternative provision has been included in a treaty between States R and S):

- Example 1: W, a resident of State R, is a consultant who carries on her business activities
in her own name (i.e. that derprise is a sole proprietorship). Betweer2bruary 00 and
1 February 01, she is present in State S for a period or periods of 190 days and during that
period all the revenues from her business activities are derived from services that she
performs in Sate S. Since subparagraph a) applies in that situation, these services shall be
deemed to be performed through a permanent establishment in State S.

- Example 2: X, a resident of State R, is one of the two shareholders and employees of
XCO, a company resiht of State R that provides engineering services. Between 20
December 00 and 19 December 01, X is present in State S for a period or periods of 190
days and during that period, 70% of all the gross revenues of XCO attributable to active
business activitis are derived from the services that X performs in State S. Since
subparagraph a) applies in that situation, these services shall be deemed to be performed
through a permanent establishment of XCO in State S.

- Example 3: X and Y, who are residents of Std®e are the two partners of X&Y, a
partnership established in State R which provides legal services. For tax purposes, State R
treats partnerships as transparent entities. Between 15 July 00 and 14 July 01, Y is present
in State S for a period or periods @40 days and during that period, 55% of all the fees of
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X&Y attributable to X&YO06s active business a
performs in State S. Subparagraph a) applies in that situation and, for the purposes of the
taxation of X ard Y, the services performed by Y are deemed to be performed through a
permanent establishment in State S.

- Example 4: Z, a resident of State R, is one of 10 employees of ACO, a company resident
of State R that provides accounting services. Between 10 Ajfriland 9 April 01, Z is
present in State S for a period or periods of 190 days and during that period, 12% of all
the gross revenues of ACO attributable to its active business activities are derived from the
services that Z performs in State S. Subparaginaa) does not apply in that situation and,
unless subparagraph b) applies to ACO, the alternative provision will not deem ACO to
have a permanent establishment in State S.

42.39 Subparagraph b) addresses the situation of an enterprise that performs cgvin a
Contracting State in relation to a particular project (or for connected projects) and which
performs these through one or more individuals over a substantial period. The period or periods
referred to in the subparagraph apply in relation to theterprise and not to the individuals. It is
therefore not necessary that it be the same individual or individuals who perform the services and
are present throughout these periods. As long as, on a given day, the enterprise is performing its
services throuy at least one individual who is doing so and is present in the State, that day would
be included in the period or periods referred to in the subparagraph. Clearly, however, that day
will count as a single day regardless of how many individuals are periagrsuch services for

the enterprise during that day.

4240The reference to an fAenterprise [ €] perfor
should be interpreted from the perspective of the enterprise that provides the services. Thus, an
enterprise mayhave two different projects to provide services to a single customer (e.g. to provide

tax advice and to provide training in an area unrelated to tax) and whilst these may be related to

a single project of the customer, one should not consider that theises are performed for the

same project.

4241 The reference to ficonnected projectso is ir
provided in the context of separate projects carried on by an enterprise but these projects have a
commercial coherencésee paragraphs 5.3 and 5.4 above). The determination of whether projects

are connected will depend on the facts and circumstances of each case but factors that would
generally be relevant for that purpose include:

- whether the projects are covered by agimmmaster contract;

- where the projects are covered by different contracts, whether these different contracts
were concluded with the same person or with related persons and whether the conclusion
of the additional contracts would reasonably have beenentpd when concluding the first
contract;

- whether the nature of the work involved under the different projects is the same;

- whether the same individuals are performing the services under the different projects.
42.42 Subparagraph b) requires thatuling the relevant periodsthe enterprise is performing
services through individuals who are performing such services in that other State. For that
purpose, a period during which individuals are performing services means a period during which

the services aredually provided, which would normally correspond to the working days of these
individuals. An enterprise that agrees to keep personnel available in case a client needs the
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services of such personnel and charges the client standby charges for making srsbrmel
available is performing services through the relevant individuals even though they are idle during
the working days when they remain available.

42.43 As indicated in paragraph 42.32, for the purposes of the alternative provision, the
individuals through whom an enterprise provides services will be the individuals referred to in
paragraph 10 abovelf, however, an individual is providing the services on behalf of one
enterprise, the exception included in the last sentence of the provision clarifiasthe services
performed by that individual will only be taken into account for another enterprise if the work of
that individual is exercised under the supervision, direction or control of the -lagntioned
enterprise. Thus, for example, where a coamny that has agreed by contract to provide services to
third parties provides these services through the employees of a separate enterprise (e.g. an
enterprise providing outsourced services), the services performed through these employees will
not be takeninto account for purposes of the application of subparagraph b) to the company that
entered into the contract to provide services to third parties. This rule applies regardless of
whether the separate enterprise is associated to, or independent frongoting@any that entered

into the contract.

42.44 The following examples illustrate the application of subparagraph b) (assuming that the
alternative provision has been included in a treaty between States R and S):

- Example 1: X, a company resident of State s agreed with company Y to carry on
geological surveys in various locations in State S where company Y owns exploration
rights. Between 15 May 00 and 14 May 01, these surveys are carried on over 185 working
days by employees of X as well as by -seffdoyed individuals to whom X has sub
contracted part of the work but who work under the direction, supervision or control of X.
Since subparagraph b) applies in that situation, these services shall be deemed to be
performed through a permanent establishmesftX in State S.

- Example 2: Y, a resident of State T, is one of the two shareholders and employees of
WYCO, a company resident of State R that provides training services. Between 10 June 00
and 9 June 01, Y performs services in State S under a conttzat WYCO has concluded
with a company which is a resident of State S to train the employees of that company.
These services are performed in State S ove
presence in State S, the revenues from these servicesuatcfor 40% of the gross
revenues of WYCO from its active business activities. Whilst subparagraph a) does not
apply in that situation, subparagraph b) applies and these services shall be deemed to be
performed through a permanent establishment of WYCCSitate S.

- Example 3: ZCO, a resident of State R, has outsourced to company OCO, which is a
resident of State S, the technical support that it provides by telephone to its clients. OCO
operates a call centre for a number of companies similar to ZCO. Durihg period of 1
January 00 to 31 December 00, the employees of OCO provide technical support to various
clients of ZCO. Since the employees of OCO are not under the supervision, direction or
control of ZCQ, it cannot be considered, for the purposes ofgaragraph b), that ZCO is
performing services in State S through these employees. Additionally, whilst the services
provided by OCO6s employees to the wvarious
under different contracts concluded by ZCO witmrelated clients: these services cannot,
therefore, be considered to be rendered for the same or connected projects.

42.45 The 183day thresholds provided for in the alternative provision may give rise to the same
type of abuse as is described in paraghal8 above. As indicated in that paragraph, legislative or
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judicial anti-avoidance rules may apply to prevent such abuses. Some States, however, may prefer
to deal with them by including a specific provision in the Article. Such a provision could be
drafted along the following lines:

For the purposes of paragraph [x], where an enterprise of a Contracting State that is
performing services in the other Contracting State is, during a period of time, associated
with another enterprise that performs substantiakimilar services in that other State for

the same project or for connected projects throughe or more individuals who, during

that period, are present and performing such services in that State, therfiesitioned
enterpriseshall be deemed, duringhait period of time, to be performing services in the
other State for that same project or for connected projects throtiygse individualsFor

the purpose of the preceding sentence, an enterprise shall be associated with another
enterprise if one is contlled directly or indirectly by the other, or both are controlled
directly or indirectly by the same persons, regardless of whether or not these persons are
residents of one of the Contracting States.

42.46 According to the provision, the activities cardeon in the other State by the individuals
referred to in subparagraph a) or b) through which the services are performed by the enterprise
during the period or periods referred to in these subparagraphs are deemed to be carried on
through a permanent estdishment that the enterprise has in that other State. The enterprise is
therefore deemed to have a permanent establishment in that other State for the purposes of all the
provisions of the Convention (including, for example, paragraph 5 of Article 11 aadagraph 2

of Article 15) and the profits derived from the activities carried on in the other State in providing
these services are attributable to that permanent establishment and are therefore taxable in that
State pursuant to Article.

42.47 By deemimy the activities carried on in performing the relevant services to be carried on
through a permanent establishment that the enterprise has in a Contracting State, the provision
allows the application of Article 7 and therefore, the taxation, by that Staif,the profits
attributable to these activities. As a general rule, it is important to ensure that only the profits
derived from the activities carried on in performing the services are taxed; whilst there may be
certain exceptions, it would be detrimemtéo the crossborder trade in services if payments
received for these services were taxed regardless of the direct or indirect expenses incurred for
the purpose of performing these services.

42.48 This alternative provision will not apply if the servicgserformed are limited to those
mentioned in paragraph 4 of the Article 5 which, if performed through a fixed place of business,
would not make this fixed place of business a permanent establishment under the provisions of
that paragraph. Since the provisiorefers to the performance of services by the enterprise and
this would not cover services provided to the enterprise itself, most of the provisions of paragraph
4 would not appear to be relevant. It may be, however, that the services that are performed a
exclusively of a preparatory or auxiliary character (e.g. the supply of information to prospective
customers when this is merely preparatory to the conduct of the ordinary business activities of the
enterprise; see paragraph 23 above) and in that ca$es logical not to consider that the
performance of these services will constitute a permanent establishment.

15. Add the following footnote to the heading preceding paragraph 43 of the Commentary on
Article 5:
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16.

17.

18.

19.

20.

21

Observations on the Commentary

1. At the time of approval of paragraphs 42.11 to 42.13 above by the Committee, France, Spain,
Sweden, Switzerland and the United States, which among others agree with the Con@nstteec onc | usi o |
set out in these paragraphs and do not share the views of some States expressed in paragraphs 42.14 to
42.17, have asked that their position on this issue be expressly stated in the OECD Model Tax
Convention.

Replace paragraph 45.6 of the Commentary on Article 5 by the following:

45.6 SpainandPortugalnasvee x pr essed a number of reservatior
the permanent establishment definition io ® mme Geec®and Spainard-Pertugal have some

doubts concerning the opportunity of introducing paragraphs 42.1 to 42.10 of the Commentary in

the Model at this time. Since the OECD continues the studycofremerce taxation, these States

will not necessarily take into consideratithe aforementioned paragraphs until the OECD has come

to a final conclusion.

Add the following new paragraph 45.11 to the Commentary on Article 5:

45.11 Portugal wishes to reserve its right not to follow thesition expressed in paragraphs 42.1
to 42.10.

Replace paragraph 46 of the Commentary on Article 5 by the following:

46. Australiareserves the right to treat an enterprise as having a permanent establishment in a
Stateif it carries on activities relating to natural resources or operates substantial equipment in
that State with a certain degree of continuity, arpersomd actingin that Stateon behalf of the
enterprised manufactures or processes in that Statedg or merchandise belonging to the
enterprise.

Replace paragraph 53 of the Commentary on Article 5 by the following:

53. AwustraliaandNorwayalsereservathe right to include connected supervisory or coasizly

actlvmes in paragraph 3 of the Artlcléqustralm—aLse—Fesewes—me—th{—te—add+rse—eLsabstantlal
ar@graph

Replace paragrapy of the Commentary on Article 5 by the following:

54.  Portugal reserves the right to treat an enterprise as having a permanent establishment in
Portugal if the enterprise carries on an activity consisting of planning, supervising, consulting, any
auxiliary work or any other activity in connection with a building site or construction or installation
project Iastrng more than srx months, |f such activities or Work also Iast more than srx months.

Replace paragraph 55 of the Commentary on Articlg thé following:

18



22.

55.  Turkeyreserves the right to treat a person as having a permanent establishment in Turkey if
the person performs professional services and other activities of independent character, including
planning, supervisory or consultancy aittes, with a certain degree of continugither directly or

through the employees of a separate enterprise

Replace paragraph 56 of the Commentary on Article 5 by the following:

56. New Zealandeserves the rlg to insert provisions that deem a permanent establishment to
exist if, for more than six months, an enterprise conducts activities relating to the exploration or
exploitation of natural resourgesr uses or leases substantial equipmenturnishes—seiges

{ncluding-consultancy-and-independent-personal-services)

Changes to the Commentary on Article 6

23.

Replace paragraph 3 of the Commentary on Article 6 by the following:

3. Paragraph 3 indicates that the gaheule applies irrespective of the form of exploitation of

the immovable property. Paragraph 4 makes it clear that the provisions of paragraphs 1 and 3 apply
also to income from immovable property of industrial, commercial and other enterprésegae in

the form of distributions from Real Estate Investment Trusts (REITSs), however, raises particular
issues which are discussed in paragraphs 67.1 to 67.7 of the Commentary on Article 10.

Changes to the Commentary on Article 7

24

Replace the Commentary on Article 7 by the following:
I. Preliminary remarks

1. This Article is in many respects a continuation of, and a corollary to, Article 5 on the definition
of the concept of permanent establishment. Thengeent estdishment criterion is commonly used
in international double taxation conventions to determine whether a particular kind of income shall or
shall not baaxed in the country from which it originates but the criterion does not of jitseiide a
complete shution to the problem of the double taxation of business profits; in order to prevent such
double taxation it is necessary to supplement the definition of permanent establishment by adding to it
an agreed sem‘ rules byot reference to WhICh the profrtsttrrbutable to maele—bythe permanent
, ertegpeses,
to be calculated To put the matter ina slrghtly dlfferent way, when arpesmemf a Contractrng State
carrieson business in the other Contracting State the authorities of that second State have to ask
themselves two questions before they levy tax on the profits of the enterprise: the first question
iswhether the enterprise has a permanent establishment incthgitry; if the answer is in the
affirmative the second question is what, if any, are the profitshich that pemanent establishment
should pay tax. It is with the rules to be used in detengiithe answer to this second question that
Article 7 is cacerned. Rules for ascertaining the profits of an enterprise of a Contracting State which
is tradrng with an enterprise of the other Contractrng State when both enterprigssoaiateshern

hioef lare dealt with in Article 9.

2. Jtshould-perhaps-be-said-at-thispeint-that-reither-Article-is-strikingly-roAdiaes 7 and 9

are notparticularly detaileénd were not strikingly novel when they were adopted by the OERB.
guestionof what criteria should be used in attributing profits to a permanent establishment, and of how
to allocate profits from transactions betwessociatedenterprisesundercommeon-controhas had to
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be dealt with in a large number of double taxation coimwes andn various models developed by the
League of Nations before the OECD first dealt with it ahé-fairte-say-thathesolutions adopted
have generally conformed to a standard pattern.

3. It is generally recognised that the essential principtesvhich this standard patternbiased

are well founded, andvhen the OECD first examined that question, it washas—beerthought
sufficient to restate them with some slight amendments and modifications primarily aimed at producing
greater clarity. Tl two Articles incorporate a number of directives. They do not, nbeinature 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 enterprisenaf State makes profits another. Modern commerce
organises itself in an infinite variety of ways, and it would be quite impossible within the fairly narrow
limits of an Article in a double taxation convention to specify an exhaustive sdesffor dealing

with every kind of poblem that may arise.

r treating
the source

4. It must be acknowledged, however, that there has been considerable variation in the
interpretation of the general directives of Article 7 and of the provisions of earlier conventions
and models on which the wording of the #gle is based. This lack of a common interpretation of
Artlcle 7 can lead to problems of double taxatlon and ntaxatron For that reason, it |9=lewever

more |mportant for tax authorltles to agree on mutually consistent methods of deallng Wlth these
problems using, Where approprlate the mutual agreement procedure prowded for in2B2k)e

H fferences Of
oSt often

5. Over the years, the Committee on Fiscal Affairs has therefore spent coreidietime and
effort trying to ensure a more consistent interpretation and application of the rules of the Article.
Minor changes to the wording of the Article and a number of changes to the Commentary were
made when the 1977 Model Tax Convention was aédpf report that addressed that question in
the specific case of banks was published in 1$84.1987, noting that the determination of profits

iThe Taxation of Mul t i nat i Bransfdr PriBragnand Nugtinatemat er pr i ¢
Enterprises- Three Taxation IssuesQECD, Paris, 1984.
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attributable to a permanent establishment could give rise to some uncertainty, the Committee
undertook a reviev of the question which led to the adoption, in 1993, of the report entitled

AAt tri bution of | ncome t'oandPte subsequentndhang&sstd thé | i s h
Commentary.

6. Despite that work, thepractices of OECD and nof©OECD countries regarding th
attribution of profits to permanent establishm
continued to vary considerably. The Committee acknowledged the need to provide more certainty

to taxpayers: initsr e por t ATransf er Multihational BnterBrises e ITaxn e s f

Admi ni strati onso, adopted in 1995, it i ndicate
the armdéds |l ength principle t esulfeed infB@O8 émtrepatst abl
entitled fARtofi bestitonPef manent Establi shment sag

report was not constrained by either the original intent or by the historical practice and
interpretation of Article 7. Instead, the focus has been on formulating the most preferable
approach to attributing profits to a permanent establishment under Article 7 given modkn
multinational operations and trade.

7. The approach put forward in that Report deals with the attribution of profits both to
permanent establishments in general (fd of the Report) and, in particular, to permanent
establishments of businesses operating in the financial sector, where trading through a
permanent establishment is widespread (Part Il of the Report, which deals with permanent
establishments of banks, &t Ill, which deals with permanent establishments of enterprises
carrying on global trading and Part 1V, which deals with permanent establishments of enterprises
carrying on insurance activities). The Committee considers that the guidance included in the
Report represents a better approach to attributing profits to permanent establishments than has
previously been available. It does recognise, however, that there are differences between some of
the conclusions of the Report and the interpretation of thetiéle previously given in this
Commentary. For that reason, this Commentary has been amended to incorporate a number of
conclusions of the Report that did not conflict with the previous version of this Commentary,
which prescribed specific approaches inme areas and left considerable leeway in others. The
Report therefore represents internationally agreed principles and, to the extent that it does not
conflict with this Commentary, provides guidelines for the application of the arm's length
principle incarporated in the Article.

821 Before 2000, income from professional services and other activities of an independent character
was dealwith under a separate Article, i.e. Article 14. The provisions of that Article were similar to
those applicable tousiness profits but it used the concept of fixed base rather than that of permanent
establishment since it had originally been thought that the latter concept should be reserved to
commercial and industrial activities. However, it was not always clearhvdutvities fell within

Article 14 as opposed to Article 7. The elimination of Article 14 in 2000 reflected the fact that there
were no intended differences between the concepts of permanent establishment, as used in Article 7,
and fixed base, as usedAnticle 14, or between how profits were computed and tax was calculated
according to which of Article 7 or 14 applied. The effect of the deletion of Article 14 is that income
derived from professional services or other activities of an independent ch@ésaubev dealt with

under Article 7 as business profits. This was confirmed by the addition of a definition of the term

2.

Attribution of Income to Permanent Establishments, Issues in International Taxation No. 5, OECD,
Paris, 1994; reproduced in Volume Il of the loodeaf version of the OECD Model Tax Convention at
page R(13)1.
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Abusi nesso which expressly provides that this 1
an independent character.

Il. Commentary on the provisions of the Article
Paragraph 1

93. This paragraph is concerned with two questions. First, it restates the generally accepted
principle of double taxation conventions that an enterprise of one State shall not be taxed i the othe
State unless it carries on business in that other State through a permanent establishment situated
therein. It is hardly necessary to argue here the merits of this principle. It is perhaps sufficient to say
that it has come to be accepted in internatiiseal matters that until an enterprise of one State sets

up a permanent establishment in another State it should not properly be regarded as participating in the
economic life of that other State to such an extent that it comes within the jurisdictiat other
Stateds taxing rights.

105. The secongrinciple, which is reflectednd-mere-important-pointis-thatitislaid-dodnin
the secondentenceof the paragraph, i8- that the right to tax of the State where théenan

ente#pnseueamesen—leaessthreugh permanent establlshmetstsnuatedqanetherétatethat%tate
alda a alallfaYalda' 4 a N nam _'_'- a ala rmanent

estabhsmnent—mpther—werds%hat—theunght—tedags not extend to proflthat the enterprise may

derive from that Statdut that are not attributable tetherwise—than—througlthe permanent
establishment. This is a question on which theree historically beemay-bedifferences ofview, a

few countries having some time ago pegrued a principle of gener al
according to which incomesuch as other business profits, dividends, interest and royalties arising

from sources in their territory was fully taxable by them if the beneficiary hase-taken-the-view
that-when—aforeign—enterprise-has-—set aipermanent establistent therein even though such

income was clearly not attributable to that permanent establishment. Whilst some bilateral tax
conventions include a limited amav0|dance ruIe based on a restrlcted)rtf:e of attract|on

approach that only appllest i |on

patagtaph—l—namelytl%tethetestetbtﬁmess profltslerlved from act|V|t|e S|m|Iar to those carrled
on bysheuld-net-be-taxed-unless-thera ipermanengstablishment, the general force of attraction

approach described above has now been rejected in international tax treaty practice. The
pr|n0|ple that is now generally accepted double taxation conventlorestab#shqent—ls—ene—that

; her way,
the—pntwtp@atd—demm—m4he—seeend—sen@tee—eﬁparagtwbased on th\aew that mtaxmg the
profits that a foreign enterprise derives from a particular countrytattfseal authorities of that
country should look at the separate sources of profit that the enterprise derives from their country
and shouldpply to each the permanentasishmenttest, subjed¢est—Fhis—is—of-course-without
pFe}udteeto the p033|ble appllcatlon ocﬁther Artlcles oMew—anel—&ne&M%mpeﬁa%questten it

oM the Conventlon ThIS

the

p in a
0 make
he-enterprise
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admlnlstratlon andcompliance, an¢hatitis more closely adapted to the way in which business is
commonlycarried ontransactedThe organisation of modern business is highly compleeretn
OECB-Membercountries;-theae a considerable number of companies each of which is engaged in
a wide diversity of activities and is carrying on business extensively in many couAttiegy-be
thatsuch-ompany mayaveset up a permanent establishmentrinthersecendcountryand-may
be—transaeﬂng—a—eensrde#able—&meem{—ef—busmﬂmgh WhICh it carries on manufacturing
activities whilsth i i e;-thatlifferent

part of the same comparsellsmay—be—semng—qanejlfferent goods or manufactures in that
othersecendcountry through independemigents. Thatagentsi—and-that-theompany may have
perfectlyvalid commerciafjendinereasons fodoing so: these may biking-this-codrse,reasons
based, for exampl&itheron the historical pattern of its business or on commercial conveniéince.
the country in whichls-it-desirable-thathe permanent establishment is situated wishedigeal
adthorities—shouldjo so far as tdryinsist-en—tryingto determine, and taxsearchout the profit
element of each of the transactions carried on through independent agents, with a view to
aggregating that profit with the profits of the permanesstablishment, that approach
wouldestablisirent?2—Such—an—Article—mighinterfere seriously withordinary commercial
activitiegprecessesandwouldse be contrary teout-ef-keeping-witlihe aims of the Convéinn.

11. When referring to the part of the profits of an enterprise that is attributable to a
pemanent establishment, the second sentence of paragraph 1 refers directly to paragraph 2,
which provides the directive for determining what profits should be attributed to a permanent
establishment. As paragraph 2 is part of the context in which the sergemaist be read, that
sentence should not be interpreted in a way that could contradict paragraph 2, e.g. by interpreting
it as restricting the amount of profits that can be attributed to a permanent establishment to the
amount of profits of the enterpriseas a whole. Thus, whilst paragraph 1 provides that a
Contracting State may only tax the profits of an enterprise of the other Contracting to the extent
that they are attributable to a permanent establishment situated in the first State, it is paragraph 2
that determines the meaning of the phrase fAprof
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other words, the directive of paragraph 2 may result in profits being attributed to a permanent
establishment even though the enterprise as a whole has newadenprofits; conversely, that
directive may result in no profits being attributed to a permanent establishment even though the
enterprise as a whole has made profits.

12.  Clearly, however, the Contracting State of the enterprise has an interest in thezive of
paragraph 2 being correctly applied by the State where the permanent establishment is located.
Since that directive applies to both Contracting States, the State of the enterprise must, in
accordance with Article 23, eliminate double taxation dime profits properly attributable to the
permanent establishment. In other words, if the State where the permanent establishment is
located attempts to tax profits that are not attributable to the permanent establishment under
Article 7, this may result indouble taxation of profits that should properly be taxed only in the
State of the enterprise.

13261 The purpose of paragraph 1 is to provide limits to the right of one Contracting State to tax
the business profits of enterprighat-are-residentsf the other Contracting State. The paragraph does

not limit the right of a Contracting State to tax its own residents under controlled foreign companies
provisions found in its domestic law even though such tax imposed on these residents may be
computed byeference to the part of the profits of an enterprise that is resident of the other Contracting
State that is attributable to these residentso
its own residents does not reduce the profits oéttterprise of the other State and may not, therefore,

be said to have been levied on such profits (see also paragraph 23 of the Commentary on Article 1 and
paragraphs 37 to 39 of the Commentary on Arfi€le

Paragraph 2

1441,  This paragraph contaike central directive on which thtributionalteeationof profits to

a permanent establishment is intended to be based. The paragraphratesre viewwhich—is
generally—contained—in—bilateralconventioribat the profits to be attributed to arpanent
establishment are those which that permanent establishment would have made if, instead of dealing
with the rest of the enterprisiis-head-officejt had been dealing with an entirely separate enterprise

under conditions and at prices prevailingime or di nary mar ket. This <cor
principled discussed in the CosomaemniinadwpuldbatheAr t i c
same profits that one would expect to be determined by the ordlnary processes of good business

herein, there

which it
ame or
mi |l ar

15. The paragraph requires that this principle be applied in each Contracting State. Clearly, this
does not mean that the amount on igh the enterprise will be taxed in the source State will, for a
given period of time, be exactly the same as the amount of income with respect to which the other
State will have to provide relief pursuant to Articles 23 A or 23 B. Variations between dheedtic

laws of the two States concerning matters such as depreciation rates, the timing of the recognition
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of income and restrictions on the deductibility of certain expenses that are in accordance with
paragraph 3 of this Article will normally result ina different amount of taxable income in each
State.

1632-In the great majority of cases, trading accounts of the permanent esteblih which are
commonly available if only because a weih business orgésation is normally concerned to know

what is the profitability of its various branch&swill be usedby-the-taxation-autherities-conecerrted

ascertain the profit properly attributable to that establishment. Exceptionally there may be no separate
accounts (cf. paragrapBbd24 to 5528 below). But where there are such accounts they will naturally

form the starting point for any processes of adpestt in case adjustment is required to produce the
amount ofprofits that are properly attributableprefits to the permanent establishment under the
directive contained in paragraph 2t should perhaps be emphasized thithe directivecontained
in—paragraph-2is no justificationfortax—administrationso construct hypothetical profit figures

vacugq it is always necessary to start with the rizaits 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 facfwoduce.As noted in paragraph 19 below and as explained in
paragraph 39 of Pa t I of the Report AAttribution of P
however, records and documentation must satisfy certain requirements in order to be considered to
reflect the real facts of the situation.

17. In order to determine whether such andastment is required by paragraph 2, it will be
necessary to determine the profits that would have been realized if the permanent establishment had
been a separate and distinct enterprise engaged in the same or similar activities under the same or
similar conditions and dealing wholly independently with the rest of the enterprise. Sectie@s D
andD3 of Part | of the Report AAttribution of P
two-step approach through which this should be dofiédis approachwill allow the calculation of

the profits attributable to all the activities carried on through the permanent establishment,
including transactions with other independent enterprises, transactions withassociated
enterprises and dealings (e.g. the intetrteansfer of capital or property or the internal provision

of serviced see for instance paragraphs 31 and 32) with other parts of the enterprise (under the
second step referred to above), in accordance with the directive of paragraph 2.

18. The first dep of that approachrequires the identification of the activities carried on
through the permanent establishment. This should be done through a functional and factual
analysis (the guidance found in th&ransfer Pricing Guidelines for Multinational Enterpises

and Tax Administration$will be relevant for that purpose)Jnder that first step, the economically
significant activities and responsibilities undertaken through the permanent establishment will be
identified. This analysis should, to the extentiegant, consider the activities and responsibilities
undertaken through the permanent establishment in the context of the activities and
responsibilities undertaken by the enterprise as a whole, particularly those parts of the enterprise
that engage in ddangs with the permanent establishment. Under the second step of that
approach, the remuneration of any such dealings will be determined by applying by analogy the
principles devel oped for the application of
enterprises (these principles are articulated in tAeansfer Pricing Guidelines for Multinational
Enterprises and Tax Administratior)sby reference to the functions performed, assets used and

1.

The original version of that report was approved by the Council of the OECD on 27 June 1995.
Published in a loosdeaf format as Transfer Pricing Guidelines for Multinational Enterprises and Tax
Administrations, OECD, Paris, 1995.
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risk assumed by the enterprise through the permanent establistiraad through the rest of the
enterprise.

19121 Thisraises-the-question-as-to-what-extent-sueh-acgogotstion that may arise is to

what extent accounting recordshould be relied upon when they are based on agreements between
the head office andts permanent establishments (or between the permanent establishments
themselves). Clearly, such internal agreements cannot qualify as legally binding cordtraetger,

to the extent that the trading accounts of the head office and the permanenthesaldisire both
prepared symmetrically on the basis of such agreements and that those agreements reflect the functions
performed by the different parts of the enterprise, these trading accounts could be accepted by tax
authorities Accounts shouléh-thatespect-accounts-couldt be regarded as prepared symmetrically
however,unless the values of transactions or the methods of attributing profits or expenses in the
books of the permanent establishment corresponded exactly to the values or methadatifraitr

the books of the head office in terms of the national currency or functional currency in which the
enterprise recorded its transactiofilso, as explained in paragraph 16, records and documentation
must satisfy certain requirements in order @ considered to reflect the real facts of the situation.

For example;However,where trading accounts are based on internal agreements that reflect purely
artificial arrangements instead of the real economic functions of the different parts of thasenterpr
these agreements should simply be ignored and the accounts corrected acc@dimglych case
Fhiswould bewherghe-case-f—foexample a permanent establishment involved in sales were, under
such an internal agreement, given the role of prih¢gacepting all the risks 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 risked entitled to receive only a limited share of the
resuling income) or, conversely, were given the role of intermediary or agent when in reality it was
aprincipal.

20. It may therefore be concluded that accounting records and contemporaneous
documentation that meet the aboweentioned requirements constitute useful starting point for

the purposes of attributing profits to a permanent establishment. Taxpayers are encouraged to
prepare such documentation, as it may reduce substantially the potential for controversies.
Section D2 (vi) b) of Part | of the Repdr @ At t r i b u ttoiPermanenf Est&blisbniendt s
discusses the conditions under which tax administrations would give effect to such
documentation.




21315-Many States-considerthat therd Isere may bea realisation of a taxable profit whenasset,

whether or not trading stock, forming part of the business propergpefmanent establishment
situated withina S t theeir terrdiosy is transferred to a permanent establishment or the head office of
the same enterprise situated in another State. Artigllowsthe former Statedeh-Stateto tax profits

deemed to aris@ connection with such a transfer. Such profits may be determined as indicated below.
In cases where such transfer takes place, whether or not it is a permanent one, the question arises as to
when taxable profits are realised. In practice, whaoh prperty has a substantial market value and is
likely to appear on the balance sheet of the importing permanent establishment or other part of the
enterprise after the taxation year during that in which the transfer occurred, the realisation of the
taxable pofits will not, so far as the enterprise as a whole is concerned, necessarily take place in the
taxation year of the transfer under consideration. However, the mere fact that the property leaves the
purview of atax jurisdiction may trigger the taxation thie accrued gains attributable to that property

as the concept of realisation depends on each country's domestic law.

22151 Where the countries in which the permanent establishments operate levy tax on the profits
accruing from an internal transfer ason as it is made, even when these profits are not actually
realised until a subsequent commercial year, there will be inevitably a time 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 serious problem is inherent in the time lag, especially when a
permanent establishment transfers fixed assets @n the event that it is wound up its entire
operating equipment stock, to some other part of thepeige of which it forms part. In such cases, it

is up to the head office countity seek, on a case by case basis, a bilateral solution with the outward
country where there is serious risk of overtaxation.

23. Paragraph 3 of Article 5 sets forth a spetirule for a fixed place of business that is a
building site or a construction or installation project. Such a fixed place of business is a permanent
establishment only if it lasts more than twelve months. Experience has shown that these types of
permanern establishments can give rise to special problems in attributing income to them under
Article 7.
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24. These problems arise chiefly where goods are provided, or services performed, by the
other parts of the enterprise or a related party in connection wkik building site or construction

or installation project. Whilst these problems can arise with any permanent establishment, they
are particularly acute for building sites and construction or installation projects. In these
circumstances, it is necessary fmy close attention to the general principle that income is
attributable to a permanent establishment only when it results from activities carried on by the
enterprise through that permanent establishment.

25. For example, where such goods are supplibg the other parts of the enterprise, the
profits arising from that supply do not result from the activities carried on through the
permanent establishment and are not attributable to it. Similarly, profits resulting from the
provision of services (suchsaplanning, designing, drawing blueprints, or rendering technical
advice) by the parts of the enterprise operating outside the State where the permanent
establishment is located do not result from the activities carried on through the permanent
establishmat and are not attributable to it.

26.  Where, under paragraph 5 of Article 5, a permanent establishment of an enterprise of a
Contracting State is deemed to exist in the other Contracting State by reason of the activities-of a so
called dependent agent (@egparagraph 32 of the Commentary on Article 5), the same principles
used to attribute profits to other types of permanent establishment will apply to attribute profits to
that deemed permanent establishment. As a first step, the activities that the depesgient
undertakes for the enterprise will be identified through a functional and factual analysis that will
determine the functions undertaken by the dependent agent both on its own account and on behalf
of the enterprise. The dependent agent and theegmtise on behalf of which it is acting constitute

two separate potential taxpayers. On the one hand, the dependent agent will derive its own income
or profits from the activities that it performs on its own account for the enterprise; if the agent is
itsdf a resident of either Contracting State, the provisions of the Convention (including Article 9 if
that agent is an enterprise associated to the enterprise on behalf of which it is acting) will be
relevant to the taxation of such income or profits. On tlo¢her hand, the deemed permanent
establishment of the enterprise will be attributed the assets and risks of the enterprise relating to the
functions performed by the dependent agent on behalf of that enterprise (i.e. the activities that the
dependent agenundertakes for that enterprise), together with sufficient capital to support those
assets and risks. Profits will then be attributed to the deemed permanent establishment on the basis
of those assets, risks and capital; these profits will be separata,frand will not include, the
income or profits that are properly attributable to the dependent agent itself (see sectioofPart
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Paragraph 3

2736: This paragraph clarifies, in relation to the expenses of a permastaiishment, the general
directive laid down in paragraph 2. The paragrapkifipally recognises that in calculating the profits

of a permanent establishment allowance is to be made for expenses, wherever incurred, that were
incurred for the purposes the permanent establishment. Clearly in some cases it will be necessary to
estimate or to calculate by conventional means the amount of expenses to be taken into account. In the
case, for example, of general administrative expenses incurred at theffieadf the enterprise, it

may be appropriate to take into account a proportionate part based on the ratio that the permanent
establi shmentdés turnover (or perhaps gross prof
this, it is considexd that the amount of expensede taken into account as incurred for the purposes

of the permanent establishment should be the actual amount so incurred. The deduction allowable to
the pemanent establishment for any of the expenses of the entenrilsetedto it does not depend

upon the actual reimbursement of such expenses by the permanent establishment.
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2817 It has sometimes been suggested that the need to reconcile paragraphs 2 and 3 created practical
difficulties as paragraph 2 required thmtces between the permanent establishment and the head

of fice be normally charged on an armdés | ength |
which it might havébeen expected to make were it dealing with an independent enterprisethehi

wording of paragraph 3 suggested that the deduction for expenses incurred for the purposes of
permanent establishments should be the actual ctisbs# expenses, normally without adding any

profit element.

29. In fact, whilst theapplication ofparagraph 3 may raise some practical difficulties, especially in
relation to the separate enter prdgraph, there d noar moé s
difference of principle between the two paragraphs. geaph3 indicates that in deterning the

profits of a permanent establisbnt, certain expenses must be 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 thhate a separate and distinct enterprise engaged in the same or
similar activities under the same similar conditions would have made. Thus, whilst paragraph 3
provides a rule applicable for the determination of the profits of the permanent establishment,
paragraph 2 requires that the profits so determined correspond to the profitsdbatate and
independent enterprise would have made.

30. Also, paragraph 3 only determines which expenses should be attributed to the permanent
establishment for purpose of determining the profits attributable to that permanent
establishment. It does not deal with the issue of whether those expenses, once attributed, are
deductible when computing the taxable income of the permanent establishment since the
conditions forthe deductibility of expenses are a matter to be determined by domestic law, subject
to the rules of Article 24 on Noliscrimination (in particular, paragraphs 3 and 4 of that
Article).

313721 In applying these principles to the practical determinatibthe profits ofa permanent
establishment, the question may arise as to whether a particular cost incurred by an enterprise can truly
be considered as an expense incurred for the purposes of the permanent establishment, keeping in mind
the separate andhdependent enterprise principles of paragraph 2. Whilst in general independent
enterprises in their dealings with each other will seek to realise a profit andiram&farring property

or providing services to each other, will charge such prices as pbe market would bear,
nevertheless, there are also circumstances where it cannot be considered that a particular property or
service would have been obtainable from an independent enterprise or when independent enterprises
may agree to share between théa costs of some activity which is pursued in common for their
mutual benefit. In these particular circumstances, it may be appropriate to treat any relevant costs
incurred by the enterprise as an expense incurred for the permanent establishmentcilheatiBes

in making a distinction between these circumstances and the cases where a cost incurred by
anenterprise should not be considered as an expense of the permanent establishment and the relevant
property or service should be considered, on #&sbof 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 question must be whether the internal transfer of property and
services, be it temporary or final, is of the same kind as those which the enterprise, in the normal
course of its business, would have chargedl tot hi rd party at an ar mdés |
including in the sale price an appropriate profit.

324272 On the one hand, the answer to that question will be in the affirmative if the expense is

initially incurred in performing a function the direct purpose of which is to make sales of a specific
good or service and to realise a profit through a permasstablishment. On the other hand, the
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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 initially incurred in performing a function the egsemt@de of which is
to ratonalise the overall costs of the enterprise dndcease in a general way its sdles.

331743 Where goods are supplied for resale whether in a finished state or as raw materials or
semifinished goods, it will normally be appropriate for the provisiohparagraph 2 to apply and for

the supplying part of the enterprisebtee al | ocated a profit, measur e
principles. But there may be exceptions even here. One example might be where goods are not
supplied for resale but forrgorary use in the trade so that it may be appropriate for the parts of the
enterprise which share the use of the material to bear only their share of the cost of such material e.g. in
the case of machinery, tdepreciation costs that relate to its usesbgh of these parts. It should of

course be remepered that the mere purchase of goods does not constitute a permanent establishment
(subparagraph d) of Article 5) so that no question aftribution of profit arises in such circumstances.

34174 Inthe case of intangible rights, the rules concerning the relations between enterprises of the
same group (e.g. payment of royalties or cost sharing arrangements) cannot be applied in respect of the
relations between parts of the same enterprise. Indeadqyitbe extremely difficult to allocate

i o wn e r ghe intandibleorifjht 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 wéndependent enterprise. Since
thereis only one legal entity it is not possibleaitocate legal ownership to any particular part of the
enterprise and in practical terms it will often be difficult to allocate the costs of creation exclusively to
one part of the enterprise. It may therefbe 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 accordinglych
circumstances it would be appropriate to allodaéveen the various parts of the enterpriges

actual costs of the creatiam acquisitionof such intangible rightsas well as the costs subsequently
incurred with respect to these intangibléghts-between-the-variousparts-of the-enterpnitbout

any markup for profit or royalty. In so doing, tax authorities must be aware of the fact that the possible
adverse consequences deriving from any research and development activity (e.g. thstbilégpon
related to the products and damages to the environment) shall also be allocated to the various parts of
the enterprise, therefore giving rise, whappropriate, to a compensatory charge.

351745 The area of services is the one in which diffiesl may arise in determining whether in a
particular case a service should be charged between the various parts of a single enterprise at its actual
cost or at that cost plus a mang to represent a profit to the part of the enterprise providing the
senice. The trade of the enterprise, or part of it, may consist of the provision of such services and there
may be a standard charge for their provision. In such a case it will usually be aprtapdharge a

service at the same rate as is charged toutsde customer.

363746 Where the main activity of a permanent establishment is to provide specific services to the
enterprise to which it belongs and where these services provide a real advantage to the enterprise and
their costs represent a signifittgpart of the expenses of the enterprise, the host country may require
that a profit margin be included in the amount of the costs. As far as possible, the hoststowrhdry

Internal transfers of financial assets, which are primarily relevant for banks and other financiaiomstitut
ralsespeC|f|C|ssueswh|chhabeeen deal t WI th in Parts |1 and |11 o]
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then try to avoid schematic solutions and rely on the value of skegeesm the given circumstances
of each case.

372747 However, more commonly the provision of services is merely part of the general
management activity of the company taken as a whole as where, for example, the enterprise conducts a
common system of trainingnd employees of each part of the enterprise benefit from it. In such a case

it would usually be appropriate to treat the cost of providing the service as being part of the general
administrative expenses of the enterprise as a whole which should beedllmean actual cost basis

to the various parts of the enterprise to the extent that the costs are incurred for the purposes of that
part of the enterprise, without any mank to represent profit to another part of the enterprise.

allocations,
interest
ause the
be made to




3821-Aneothercase-is+related Whe treatment of services performed in the course of the general
management of an enterprise raisté®e question whetheng part of the total profits of an enterprise

should be deemed to arise from the exercise of good nmapageConsider the case of a company that

has its head office in one country but carries on all its business through a permanent establishment
situated n anot her country. In the extreme case it
held at the head office and that all other activities of the company aparpdreiy formal legal
activities, were carried on in the permanent distatnent 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, thdyefore, to
attributed to the country in which the head office was situated. If the company had been managed by a
managing agency, then that agency would doubtless have charged a fee for its services and the fee
might wellhave been a simple percentage partiaipaith the profits of the enterprise. Bahee-again,
whatever the theoretical merits of such a course, practical catddsrweigh heavily against it. In

the kind of case quoted the expensesafagement would, of course, be set against the prbfhe o
permanent estéibhment in accordance with the provisions of paragraph 3, but when the matter is
looked at as a whole, it is thought that it would not be right to go further by deducting and taking into
account some notionabgémgunre. fom dasoeditdewmtic
mentioned above, no accowiould therefore be taken in determining taxable profits of the permanent
estallishment of any notional figure such as profits of management.

3922. It may be, of course, #t countries where it has been customary to allocate some proportion of
the total profits of an enterprise to the head officthefenterprise to represent the profits of good
management will wish to continue to make such an allocation. Nothing in ticke Astdesigned to
preventthis. Nevertheless it follows from what is said in parag@§#t above that country in which

a permanent establishment is situated is in no way required to deduct when calculating the profits
attributable to that permanentadishment an amount intended to represent a proportionate part of the
profits of management attributable to the head office.

4023. It might well be that if the country in which the head office of an pritais situated allocates

to the head officeome percentage of the profits of the enterprise only in respect of good management,
whilst the country in which the permanent establishment is situated does not, the resulting total of the
amounts charged to tax in the two countries would be greateit thlaould be. In any such case the
country in which the head office of the enterprise is situated should take the initiative in arranging for
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such adjustments to be made in computing the taxation liability in that country as may be necessary to
ensure thigany double taxation is eliminated.

41.  The treatment of interest charges raises particular issues. First, there might be amounts
which, under the name of interest, are charged by a head office to its permanent establishment with
respectta nt er masldo flyoat he former to the [ atter. E X c
banks, it is generally agreed that such interna

o} From the legal stangoint, the transfer of capital against payent 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 permaent establisment.

0 From the economic standpoint, internal debts and reediles may prove to be neexistent,
since if anenterprise is solely or predominantly equitynded it ought not to be allowed to
deduct interest charges that lias manfestly not had to pay. Whilst, admittedly,
symmetrical chargea n d returns wi || not di stort t h
partial results may well be arbitrarily changed.

42, For these reasons, the ban on deductions for internal debts and receivables should continue
to apply generally, subject to the special situation of banks, as mentioned below.

43. A different issue, howeveis that of the deduction of interest on debts actually incurred by
the enterprise. Such debts may relate in whole or in part to the activities of the permanent
establishment; indeed, loans contracted by an enterprise will serve either the head office, the
permanent establishment or both. The question that arises in relation to these debts is how to
determine the part of the interest that should be deducted in computing the profits attributable to the
permanent establishment.

44.  The approach suggested ithis Commentary before 1994, namely the direct and indirect
apportionment of actual debt charges, did not prove to be a practical solution, notably since it was
unlikely to be applied in a uniform manner. Also, ig well known that the indirect apportianent of

total interest payment charges, or of the part of interest that remains after certain direct allocations,
comes up against practical difficulties. It is also well known that direct apportionment of total
interest expense may not accurately reflabe 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, in particular the fact that an independent enterprise would
normallybeepect ed to have a certain |level of #Afreeo

45.  Consequently, the majority of Member countries consider that it would be preferable to

look for a practicable solution that would take into account a capital structure appropriate to both

the organizdion and the functiongperformed. This appropriate capital structure will take

account of the fact that in order to carry out its activities, the permanent establishment requires a
certain amount of funding mabdaingudt. Thefobjdttiveie e 0 ¢ ¢

therefore to attribute an armbés | ength amount
attributing an appropriate amount of Afreed ca
risks of the permanent establishment. Unde t h e ar mos |l engt h princ

establishment should have sufficient capital to support the functions it undertakes, the assets it
economically owns and the risks it assumes. In the financial sector regulations stipulate
minimum levels of regulatoy capital to provide a cushion in the event that some of the risks
inherent in the business crystallise into financial loss. Capital provides a similar cushion against
crystallisation of risk in nonfinancial sectors.
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46. As explained in section 2 (v) b)) of Part I of the Report

Per manent Establi shment so, t here ar e di fferen

capital that are capable of giving an ar més
and weaknessesvhich become more or less material depending on the facts and circumstances

of particular cases. Different methods adopt different starting points for determining the amount

of Aifreedo capital attributabl e to raemphagsismanent
the actual structure of the enterprise of which the permanent establishment is a part or
alternatively, on the capital structures of comparable independent enterprises. The key to

attributing Afreeodo capital is to recognise:
the existencef strengths and weaknesses in any approach and when these are likely to be
present;
t hat there is no si ngl ecapmitalrhd a raige of gdtehtiala mo u n
capital attributions within whicihalthatcan s pos

meet the basic principle set out above.

47. It is recognised, however, that the existence of different acceptable approaches for

attributing Afreed capital to a permanent est

length result cangive rise to problems of double taxation. The main concern, which is especially
acute for financial institutions, is that if the domestic law rules of the State where the permanent
establishment is located and of the State of the enterprise require diftesieceptable approaches
for attributing an armdés | ength amount of f
amount of profits calculated by the State of the permanent establishment may be higher than the
amount of profits calculated by the State dfie enterprise for purposes of relief of double
taxation.

48. Given the importance of that issue, the Committee has loof@da practical solution.
OECD member countries have therefore agreed to accept, for the purposes of determining the
amount of inteest deduction that will be used in computing double taxation relief, the attribution
of capital derived from the application of the approach used by the State in which the permanent
establishment is located if the following two conditions are met: fiikthe difference in capital
attribution between that State and the State of the enterprise results from conflicting domestic
law choices of capital attribution methods, and second, if there is agreement that the State in
which the permanent establishmeid located has used an authorised approach to the attribution
of capital and there is also agreement that that approach produces a result consistent with the
ar moéos | enginkhe garidularacase. IOECD ember countries consider that they are
able b achieve that result either under their domestic law, through the interpretation of Articles 7
and 23 or under the mutual agreement procedure of Article 25 and, in particular, the possibility
offered by that Article to resolve any issues concerning thelemation or interpretation of their

tax treaties.

49. As already mentioned, special considéons apply to internal interest charges on
advances between different parts of a financial enterprise (e.g. a bank), in view of the fact tha
making and receiving advances is closely related to the ordinary busiokssich enterprises.

This problem, as well as other problems relating to the application of Article 7 to the permanent
establishments of banks and enterprises carrying on globating, is discussed in Parts Il and
11l of the Report AAttribution of Profits to

50. The determination of the investment assets attributable to a permanent establishment

through which insurance activities are carried on also isges particular issues, which are
discussed in Part IV of the Report.
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51.24. It is usually found that there are, or there can be constructed, adequate accounts for each part or
section of an enterprise so that profits and expenses, adjusted as magsbargecan be allocated to

a particular part of the entaise with a considerable degree of precision. This method of allocation is,

it is thought, to be preferred in general wherever it is reasonably practicable to adopt it. There are,
however, circuntsinces in which this may not be the case and paragraphs 2 and 3 are in no way
intended to imply that other methods cannot properly be adopted where appropriate in order to arrive at
the profits of a pena n e nt establishment o mg. lamayi wed pea forat e e
example, that profits of insurance enterprises can most conveniently be ascertained by special methods
of computation, e.g. by applying appropriateefficients to gross premiums received from policy
holders in the country concedheAgain, in the case of a relatively small enterprise operating on both
sides of the border between two countries, there may be no proper accounts for the permanent estab
lishment nor means of constructing them. There may, toothee cases where thefaifs of the
permanent establishment are so closely bound up with those of the head office that it would be
impossible to disentangle them on any strict basis of branch accounts. Where it has been customary in
suchcases to esti mat eofa peremanent estédbfishnerd hygdfehence 1o suitable
criteria, it may well be reasonable that that method should continue to be followed, notwithstanding
that the estimate thus made may not achieve as high a degree of accurate measurement ofghe profit a
adequate accounts. Even where such a course has not been customary, it may, adycepdion
necessary for practical reasons to estimate the arm's length lpased on other methods.

Paragraph 4

52.25. It has in some cases been the practice terahite the profits to be attributed to a permanent
establishment not on the basis of separate accc
simply by apportioning the totalofits of the enterprise by reference to various formulae. Such a
method differs from those envisaged in paragraph 2, since it contemplates not an attribution of profits
on a separate enterprise footing, but an apportionment of total profits; and indeed it might produce a
result in figures which would differ from that weh 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 arrived 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 be in atmmure with the principles contained in the

Article. Itis emphasized, however, that in general the profitsb¢ attributed to a permanent
establishment shoul d be det er adcaurdsdf thbsg reftee the r e n ¢
real facts. It is considered that a method of allocation which is based on apportioning total profits is
generally not as gpopriate as a method which has regard only to the activities of the permanent
establishment and should be used only where, exceptionally, it hasnaitea of history been
customary in the past and is accepted in the country concerned both by the @axttaities and
taxpayers generally there as being satisfactory. It is understood that padagraptve deleted where

neither State uses such a method. Where, however, Contracting States wish to be ableéthosk a

which has not been customary imetpast the paragraph should be amended during the bilateral
negotiations to make this clear.

5326. It would not, it is thought, be appropriate within the framework of this Commentary to attempt
to discuss at length the many various methods involyapgrionment of total profits that have been
adopted in particular fields for allocating profits. These methods have been well documented in
treatises on international taxation. It may, however, not be out of place to summarise briefly some of
the main typs and to lay down some very general directives for their use.
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5427. The essential character of a method involving apportionment of total profits is that a
proportionate part of the profits of the whole enterprise is allocated to a part thereoftsatif fae
enterprise being assumed to have contributed on the basis of the criterion or criteria adopted to the
profitability of the wholeThe difference between one such method and another arises for the most part
from the varying criteria used to deten@what is the correct proportion of the total profits. It is fair to

say that the criteria commonly used can be grouped into three main categories, namely those which are
based on the receipts of the eptise, its expenses or its capital structuree Titst 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 enterpafiecated to each branch or part. It is not, of
course, possible to sayvaalothat any of these methods is intrinsically more accurate than the others;
the appropriateness of any particular method will depend on the circumstawbéshtd is applied. In

some enterprises, such as those providing services or producing profgtées with a high profit

margin, net profits will depend very much on turnover. For insurance enterprises it may be appropriate
to make an apportionment of total profits by reference to premiums received from policy holders in
each of the countries roerned. In the case of an enterprise manufacturing goods with a high cost raw
material or labour content, profits may be found to be related more closely to expenses. In the case of
banking and financial concerns the proportion of total working capitgl lmathe most relevant
criterion. It is considered that the general aim of any method involving apportionment of total profits
ought to be to produce figures of taxable profit that approximate as closely as possible to the figures
that would have been proded on a separate accounts basis, and that it would not be desirable to
attempt 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 atbentries
concerned, to use the method which in the light of all the known facts seems most likely to produce
that result.

5528. The use of any method which allocates to a part of an enterpriseoatioroof the total profits of

the whole does, of aose, raise the question of the method to be used in computing the total profits of the
enterprise. This may well be a matter which will be treated differently under the laws of different
countries. This is not a problem which it would seem practicalliéeimpt to resolve by laying down any

rigid rule. It is scarcely to be expected that it would be acctpaethe profits to be apportioned should

be the profits as they are computed under the laws of one particular country; each country concerned
would have to be given the right to compute the profits according to the provisions of its own laws.

Paragraph 5

5629. In paragraph 4 of Article 5 there are listed a number of examplediaties which, even

though carried on at a fixed place of business,dgemedndt o be i ncluded in the
establi shment 6. theallocatiam sfiprdfits toia pegmanent lestablishment the most
important of these examples is the activity mentioned in paragraph 5 of this Article, i.e. tresingrc

office.

5730. Paragraph 5 is not, of course, concerned with the organisation established solely for purchasing;
such an organisation is not a permanent establishment and the profits allocation provisions of this
Article would not therefore comento play. The paragraph is concerned with a permanent
establishment which, although carrying on other business, also carries on purchasing for its head
office. In such a case the paragraph provides that the profits of the permanent establishment shall not
be increased by adding to them a notional figure for profits from purchasing. It follows, of course, that
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any expenses that arise from the purchasing activities will also be excluded in calculating the taxable
profits ofthe permanent estidhment.

Paragaph 6

5831. This paragraph is intended to lay down clearly that a method of allocation once used should not
be changed merely because in a particular year some other method produces more favourable results.
One of the purposes of a double taxation cotiga is to give an enterprise of a Contracting State

some degree adertainty about the tax treatment that will be accorded to its permanetisbsiaht in

the other Contracting State as well as to the part of it in its homewbiate is dealing withthe
permanent establishment; for this reason, paragraph 6 gives an assurance of continuous and consistent
tax treatment.

Paragraph 7

5032 Al t hough it has not been found necessary in
should nevertheless henderstood 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 corresponds to the use of the term made in the tax laws of mostMDEEGDer

countries.

6033 This interpretation of the term Aprofitso,
application of the Convention. If the profits of an eptise include categories of income which are
treated separately in other Afts of the Convention, e.g. dividends, it may be asked whether the
taxation of those profits is governed by the special Article on dividencls or by the provisions of

this Article.

61.34. To the extent that an application of this Article and treci Article concerned would result

in the same tax treatment, there is little practical sicaniite to this question. Further, it should be
noted that some of the special Articles contain specific provisions giving priority to a specific Article
(cf. paragraph 4 of Article 6, paragraph 4 of Articles 10 and 11, paragraph 3 of Afjchnd
paragraph 2 of Article 21).

62.35. It has seemed desirable, however, to lay down a rule of interpretation in order to clarify the
field of application of this Artile in relation to the other Articles dealing with a specific category of
income. In conformity with the practice generally adhered to in existing bilateral dimmgen
paragraph 7 gives first preference to the special Articles on dividends, interestioibws from the

rule that this Article will be applicable to business profits which do not belong to categories of income
covered by the special Articles, and, in addition, to dividends, intetestvhich under paragraph 4 of
Articles 10 and 11paragraph 3 of Article 12 and paragraph 2 of Article 21, fall within this Article (cf.
paragraph42 to 18 of the Commentary on Artid2 which discusss the principles governing
whether, in the particular case of computer software, payments shoulddietlaas business profits
ireome-within Articles7 or as a capital gashmatterwithin Article 13 on the one hand or as
royaltieswithin Article 12 on the other). It is understood that the items of incmwered by the
special Articles may, subject tbe provisions of the Convention, be taxed either separately, or as
business profits, inonformity with the tax laws of the Contracting States.

63.36. It is open to Contracting States to agree bilaterally upon special atipfemor definitions
concerm ng the term Aprofitsdo with a view to clari
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concept of dividends. It may in particular be found appropriate to do so where in a convention under
negotiation a deviation has been made from the definitiotie special Articles on dividends, interest

and royalties. It may also be deemed desirable if the Contracting States wish to place on notice, that, in
agreement with the domestic tax | aws of one or
classes ofeceipts such as income from the alienation or the letting of a business or of movable
property used in a business. In this connection it may have to be considered whether it would be useful
to include also additional rules for the allocatidisach special profits.

643%#1t should also be noted that h graphBof Arscle 12 he de
of the 1963 Draft Convention and 1977 Model Co
right to use, industrial, come r ci al |, or scientific equipment o,
subsequently deleted from that definition in order to ensure that income from the leasing of
industrial, commercial or scientific equipment, including the income from the leasingtafreans,

falls under the provisions of Article 7 rather than those of Article 12, a result that the Committee on
Fiscal Affairs considers to be appropriate given the nature of such income.

Observations on the Commentary

6539. Italy andPortugal deem as essential to take into consideration‘hatrespective of the
meaning giveno the fourth sentence of paragraghl %2 as far as the method for computing taxes

is concerned, national systems are not affected by the new wording of the model, i.e. by the
elimination of Article 14.

40— [Deleted]

66401 Belgium cannot share theiews expressed in paragradf3to-1 of the Commentary.
Belgium considers that the application of controlled foreign companies legislation is contrary to the
provisions of paragraph 1 of Article 7. This is especially the case where a contracting State taxes
one of its residents on income derived by a foreign entity by using a fiction attributing to that
resident, in proportion to his participation in the capital of the foreign entity, the income derived by
that entity. By doing so, that State increases tkReb&se of its resident by including in it income
which has not been derived by that resident but by a foreign entity which is not taxable in that State
in accordance with paragraph 1 of Article 7. That contracting State thus disregards the legal
personaliy of the foreign entity and acts contrary to paragraph 1 of Article 7.

67402 Luxembourgdoes not share the interpretation in paragra8i®-L-which provides that
paragraph 1 of Article 7 does not r eentsundect a (
controlled foreign companies provisions found in its domestic law as this interpretation challenges

the fundamental principle contained in paragrai Article 7.

68463 With reference  to paragraph 13161, Ireland  notes its  general
observéion in paragraph 27.5 of the Commentary on Article 1.

69. With regard to paragraph 45, Greece notes that the Greek internal law does not foresee
any rules or met hods for attributing Afreeodo c
loans contractedy an enterprise that relate in whole or in part to the activities of the permanent
establishment, Greece allows as deduction the part of the interest which corresponds to the
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amount of a loan contracted by the head office and actually remitted to the npment
establishment.

70. Portugal wishes to reserve its right not to follow the position expressed in paragraph 45 of
the Commentary on Article 7 except whenever there are specific domestic provisions foreseeing
certain | evel s of nefitéstaglishmentsapi t al f or per ma

71. With regard to paragraph 46, Sweden wishes to clarify that it does not consider that the

di fferent approaches for attributing Afreedo
Afacceptabl eo wild.l necessoardialnycel evdd ht ¢ ha mre sndls
Consequently, when looking at the facts and circumstances of each case in order to determine
whether the amount of interest deduction resulting from the application of these approaches
conf orms t o tphineiplea3wedersin rhaeayncgseshwould not consider that the other
Statesd approach conforms to the armbés |l ength
taxation will therefore often occur, requiring the use of the mutual agreement procedure.

72. Portugal wi shes to reserve its right not t ¢
paragraph 48 of the Commentary on Article 7, insofar as the Portuguese internal law does not
foresee any rules or met hods f or taldighmments.bdrut i ng
eliminating double taxation according to Article 23, Portugal, as the home country, determines

the amount of profits attributable to a permanent establishment according to the domestic law.

73.  Germany, Japan and the United States, vgtihgreeing to the practical solution described

in paragraph 48, wish to clarify how this agreement will be implemented. Neither Germany, nor
Japan, nor the United States can automatically accept for all purposes all calculations by the
State in which thepermanent establishment is located. In cases involving Germany or Japan, the
second condition described in paragraph 48 has to be satisfied through a mutual agreement
procedure under Article 25. In the case of Japan and the United States, a taxpayer wihe s&
obtain additional foreign tax credit limitation must do so through a mutual agreement procedure
in which the taxpayer would have to prove to the Japanese or the United States competent
authority, as the case may be, that double taxation of the peremh establishment profits which
resulted from the conflicting domestic law choices of capital attribution methods has been left
unrelieved after applying mechanisms under their respective domestic tax law such as utilisation
of foreign tax credit limitaton created by other transactions.

74.  With reference to paragraphs 6 and 7, New Zealand notes that it does not agree with the
approach put forward on the attribution of profits to permanent establishments in general, as
reflected in PAtrttr ilbwtfi drheofReProofti ths t o Per mane

Reservations on the Article

754%. Australia and New Zealandreserve the right to include a provision that will permit their
domestic law to apply in relation to the taxation of profits from any fdrmsurance.

7642. Australia and New Zealanckserve the right to include a provision clarifying their right to

tax a share of business profits to which a resident of the other Contracting State is beneficially
entitled where those profits are deriveddyrustee of a trust estate (other than certain unit trusts
that are treated as companies for Australian and New Zealand tax purposes) from the carrying on of
a business in Australia or New Zealand, as the case may be, through a permanent establishment.
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7743. Korea and Portugal and-Spainreserve the right to tax persons performing professional
services or other activities of an independent character if they are present on their territory for a
period or periods exceeding in the aggregate 183 days itwahye month period, even if they do

not have a permanent establishment (or a fixed base) available to them for the purpose of
performing such services or activities.

7844 Italy andPortugal reserve the right to tax persons performing independentmadrservices
under a separate article which corresponds to Article 14 as it stood before its elimination in 2000.

7945. The United Statesreserves the right to amend Article 7 to provide that, in applying
paragraphs 1 and 2 of the Article, any incomegain attributable to a permanent establishment
during its existence may be taxable by the Contracting State in which the permanent establishment
exists even if the payments are deferred until after the permanent establishment has ceased to exist.
The Unital States also wishes to note that it reserves the right to apply such a rule, as well, under
Articles 11, 12, 13 and 21.

4649 {Deletedirenumbered]

8050. Turkeyreserves the right to subject income from the leasing of containers to a withholding
tax atsource in all cases. In case of the application of Artiglesd7 to such income, Turkey
would like to apply the permanent establishment rule to the simple depot-adgpaty and
operational branches cases.

815% Norwayandthe United Stateseservethe right to treat income from the use, maintenance or
rental of containers used in international traffic under Aricla the same manner as income from
shipping and air transport.

8252. AustraliaandPortugalreserve the right to propose in bilatemabotiations a provision to the
effect that, if the information available to the qmetent authority of a Contracting State is
inadequate to determine the profits toabibuted to the permanent establishment of an enterprise,
the competent authority ag apply to that enterprise for that purpose the provisions of the taxation
law of that State, subject to the qualification that such law will be applied, so far as the information
available to the competent authority permitsaégcodance with the pririples of this Article.

53 [Deleted]

8354. Mexicoreserves the right to tax in the State where the permanent establishment is situated
business profits derived from the sale of goods or merchandise carried out directly by its home
office situated in th@ther Contracting State, provided that those goods and merchandise are of the
same or similar kind as the ones sold through that permanent establishment. The Government of
Mexico will apply this rule only as a safeguard against abuse and not as a defiemar ce o f
attractiono principl e; theantesprise groves that tnd saleswave deenn o t
carried out for reasons other than obtaining a benefit under the Convention.

Changes to the Commentary on Article 8

25. Replace paragraph 31 of the Commentary on Article 8 by the following:
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31. Canada, Hungary, Mexieand New Zealandne-Pelandeserve the right to tax as profits from
internal traffic profits from the carriage of passengers or cargo takepoard at one place in a
respective country for discharge at another place in the same country. New Zealand also reserves the
right to tax as profits from internal traffic profits from other coastal and continental shelf activities.

26. Replace paragraph 32 of the Commentary on Article 8 by the following:

32. Belgium, Canada, Greece, Mexico, Turkele United Kingdomand theUnited Stateseserve
the right not to extend the scope of the Article to cover inlanggatation in bilateral conventions
(parayraph 2 of the Article).

Changes to the Commentary on Article 9

27. In paragraph 10 of the Commentary on Article 9, replace the-cres§ er ence t o fdpar
29 and 30 ot he Commentary on Ar B89 40 aad 4206the Corgmeritapyeon a g r a |
Article2 5 0 .

28. Replace paragraph 11 of the Commentary on Article 9 by the following:

11. If there is a dispute between the partiesceoned over the amount and character of the
appropriate adjustment, the mutual agreement procedure provided for under 2Artidieuld be
implemented; the Commentary on that Article contains a number of considerations applicable to
adjustments of the pried 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 paradtahkreof (see in particular pgraphsg,-106-22,
23;29-ard-300, 11, 12, 33, 34, 40 and 41 the Commentary on Articl25).

29. Add the following new paragraphs 17 and 17.1 to the Commentary on Article 9:

17. Germany reserves the right not tosart paragraph 2 in its conventions but is prepared in the
course of negotiations to accepdandinghdandungteredagr ap
understanding that the other Contracting State is only obliged to make an adjustment to the amount

of tax to the extent that it agrees, unilaterally or in a mutual agreement procedure, with the
adjustment of profits by the first mentioned State.

17.1 Italy reserves the right to insert in its treaties a provision according to which it will make
adjustmentsunder paragraph 2 of Article only in accordance with the procedure provided for by the
mutual agreement article of the relevant treaty.

30. Delete paragraph 19 of the Commentary on Article®ich reads as follows

Changes to the Commentary orrtfcle 10

31 In paragraph 19 of the Commentary on Article 10, replace the-cres§ er ence t o fipar
of the Commentary o n 7lAfrthe Canmentay dndArtitddy4 ofi.p ar agr ap h
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32 Add the following heading and new paragraphs 67.1 to 67.7 to the Commentary on Article 10:
V. Distributions by Real Estate Investment Trusts

67.1 In many States, a large part of portfolio investment in immovable property is done throug
Real Estate Investment Trusts (REITS). A REIT may be loosely described as a widely held
company, trust or contractual or fiduciary arrangement that derives its income primarily from
long-term investment in immovable property, distributes most of thabme annually and does

not pay income tax on the incomelated to immovable property that is so distributéithe fact

that the REIT vehicle does not pay tax on that income is the result of tax rules that provide for a
single-level of taxation in the handsf the investors in the REIT.

67.2 The importance and the globalisation of investments in and through REITs have led the
Committee on Fiscal Affairs to examine the tax treaty issues that arise from such investments.
The results of that work appearinapeor t entitl ed fiTax Treéaty | ssu

67.3 One issue discussed in the report is the tax treaty treatment of dvosder distributions

by a REIT. In the case of a small investor in a REIT, the investor has no control over the
immovable proprty acquired by the REIT and no connection to that property. Notwithstanding
the fact that the REIT itself will not pay tax on itglistributed income, it may therefore be
appropriate to consider that such an investor has not invested in immovable propattyather,

has simply invested in a company and should be treated as receiving a portfolio dividend. Such a
treatment would also reflect the blended attributes of a REIT investment, which combines the
attributes of both shares and bonds. In contrastlaager investor in a REIT would have a more
particular interest in the immovable property acquired by the REIT; for that investor, the
investment in the REIT may be seen as a substitute for an investment in the underlying property
of the REIT. In this situation, it would not seem appropriate to restrict the source taxation of the
distribution from the REIT since the REIT itself will not pay tax on its income.

67.4 States that wish to achieve that result may agree bilaterally to replace paragraph 2 of the
Article by the following:

2. However, such dividends may also be taxed in the Contracting State of which the
company paying the dividends is a resident and@cling to the laws of that State, but if
the beneficial owner of the dividends is a residenttbé other Contracting State (other
than a beneficial owner of dividends paid by a company which is a REIT in which such
person holds, directly or indirectiygapital thatrepresentsat least 10 per centf the value

of all the capitalin that company), théax so charged shall not exceed

a) 5 per cent of the gross amount of the dividends if the beneficial owner is a company
(other than a pamhership) which holds directly at least 25 per cent of the capital of the
company paing the dividends (other thaa paying company that is a REIT);

b) 15 per cent of the gross amount of the dividends in all other cases.

According to this provision, a large investor in a REIT is an investor holding, directly or
indirectly, capital that represents at least 10% okth val ue of al | the REI T©6:
however, agree bilaterally to use a different threshold. Also, the provision applies to all
distributions by a REIT; in the case of distributions of capital gains, however, the domestic law of

some countries mvides for a different threshold to differentiate between a large investor and a

1 OECD, Paris, 2008. Reproduced in volume Il of the ldeaéversion of the Model at-B .
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33.

small investor entitled to taxation at the rate applicable to portfolio dividends and these countries
may wish to amend the provision to preserve that distinction in thedaties. Finally, because it
would be inappropriate to restrict the source taxation of a REIT distribution to a large investor,
the drafting of subparagraph a) excludes dividends paid by a REIT from its application; thus, the
subparagraph can never apply tsuch dividends, even if a company that did not hold capital
representing 10% or more of the value of the capital of a REIT held at least 25% of its capital as
computed in accordance with paragraph 15 above. The State of source will therefore be able to
tax such distributions to large investors regardless of the restrictions in subparagraphs a) and b).

67.5 Where, however, the REITs established in one of the Contracting States do not qualify as
companies that are residents of that Contracting State, pnevision will need to be amended to
ensure that it applies to distributions by such REITs.

67.6 For example, if the REIT is a company that does not qualify as a resident of the State,
paragraphs 1 and 2 of the Article will need to be amended as follmachieve that result:

1. Dividends paid by a company which is a resident, or a REIT organised under the
laws, of a Contracting State to a resident of the other @anting State may be taxed in
that other State.

2. However, such dividends may also beéd in, and according to the laws of, the
Contracting State of which the company paying the dividends is a resident or, in the case
of a REIT, under the laws of which it has been organised, but if the beneficial owner of
the dividends is a resident of ttaher Contracting State (other than a beneficial owner of
dividends paid by a company which is a REIT in which such person holds, directly or
indirectly, capital that represents at least 10 per cent of the value of all the capital in that
company), the taxso charged shall not exceed:

a) 5 per cent of the gross amount of the dividends if the beneficial owner is a company
(other than a panhership) which holds directly at least 25 per cent of the capital of the
company paing the dividends (other than paying company that is a REIT);

b) 15 per cent of the gross amount of the dividends in all other cases.

67.7 Similarly, in order to achieve that result where the REIT is structured as a trust or as a
contractual or fiduciary arrangement and does not qifgl as a company, States may agree
bilaterally to add to the alternative version of paragraph 2 set forth in paragraph 67.4 above an
additional provision drafted along the following lines:

For the purposes of this Convention, where a REIT organised undee taws of a
Contracting State makes a distribution of income to a resident of the other Contracting
State who is the beneficial owner of that distribution, the distribution of that income shall
be treated as a dividend paid by a company resident of tiserfientioned State.

Under this additional provision, the relevant distribution would be treated as a dividend and not,
therefore, as another type of income (e.g. income from immovable property or capital gain) for
the purposes of applying Article 10 arttie other Articles of the Convention. Clearly, however,
that would not change the characterisation of that distribution for purposes of domestic law so
that domestic law treatment would not be affected except for the purposes of applying the
limitations imposed by the relevant provisions of the Convention.

Replace paragraphs 81 of the Commentary on Article 10 by the following:
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81. Canada, Germampteland andSpainreserve the right to amplify the definition ofrilends
in paragraph 3 so as to cover certain interest payments which are treated as distributions under their
domestic law.

Changes to the Commentary on Article 12

34. In paragraph 5 of the Commentary on Article tEplace thecrossef er ence t o fipar a
t he Commentary on ATlbfithe Canméntary onlAsticieidpbar agr ap h

35. Replace paragraphs 8 and 8.1 of the Commentary on Article 12 by the following:

8. Pd@ agraph 2 contains a definition of the ter
property constituting the different forms of literary and artistic property, the elements of intellectual
property specified in the text and information cona®gnindustrial, commercial or scientific
experience. The definition applies to payments for the use of, or the entitlement to use, rights of the
kind mentioned, whether or not they have been, or are required to be, registered in a public register.
The defnition covers both payments made under a license and compensation which a person would
be obliged to pay for fraudulently copying or infringing the ridtite rest of the existing paragraph

is now included in paragraphs 8.1, 8.3 and 8.4]

8.1 The definiton does not, however, apply to payments that, whilst based on the number of
times a right belonging to someone is used, are made to someone else who does not himself own the
right or the right to use it (see, for instance, paragraph 18 hdloovrespondgo the fifth sentence

of the current paragraph 8].

8.2 Where a payment is in consideration for the transfer of the full ownership of an element

of property referred to in the definition, the
rightt o useo that property and cannot therefore
and 16 below as regards software, difficulties can aiisghe case of a transfer of rights that

could be considered to form part of an element of property refet@dn the definition where

these rights are transferred in a way that is presented as an alienation. For example, this could
involve the exclusive granting of all rights to an intellectual property for a limited period or all
rights to the property in a tited geographical area in a transaction structured as a sal&ach

case will depend on its particular facts and will need to be examined in the light of the national
intellectual property law applicable to the relevant type of property and the naticenal iules as
regards what constitutes an alienation but in general, if the payment is in consideration for the
alienation of rights that constitute distinct and specific property (which is more likely in the case of
geographicallylimited than timelimited rights), such payments are likely to be business profits
within Article 7 or a capital gain within Article 13 rather than royalties within Article 12. That
follows from the fact that where the ownership of rights has been alienated, the consideration
canna be for the use of the rights. The essential character of the transaction as an 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 paymemésrelated to a contingency.

8.3 lshould-alsobenotedthathi e wor d Apayment o, used i n the
meaning since the concept of payment means the fulfilment of the obligation to put funds at the
disposal of the creditor in the maer required by contract or by custofeorresponds to the
penultimate sentence of the current paragraph 8]

45



36.

8.4 As a guide, certain explanations are given below in order to define the scope of Attiale
relation to that of other Articles of the Conviemt, as regards, in particular, the provision of
information. forresponds to the last sentence of current paragraph 8J.

8.58-1 Where information referred to in paragraph 2 is supplied or where the use or the right to use

a type of property referred to that paragraph is granted, the person who owns that information or
property may agree not to supply or grant to anyone else that information or right. Payments made
as consideration for such an agreement constitute payments made to secure the exd¢ltsatity o
information or an exclusive right to use that property, as the case may be. These payments being
payments Aof any kind received as a consider a
i nformati ono, fall under the definition of roy

Add the following paragraphs 10.1 and 10.2 immediately after paragraph 10 of the Commentary

on Article 12:

37.

10.1 Payments that are solely made in consideration for obtaining the exclusive distribution
rights of aproduct or service in a given territory do not constitute royalties as they are not made
in consideration for the use of, or the right to use, an element of property included in the
definition. These payments, which are best viewed as being made to irceadess receipts, would
rather fall under Article 7. An example of such a payment would be that of a distributor of
clothes resident in one Contracting State who pays a certain sum of money to a manufacturer of
branded shirts, who is a resident of the ethContracting State, as consideration for the
exclusive right to sell in the first State the branded shirts manufactured abroad by that
manufacturer. In that example, the resident distributor does not pay for the right to use the trade
name or trade markunder which the shirts are sold; he merely obtains the exclusive right to sell
in his State of residence shirts that he will buy from the manufacturer.

102 A payment cannot be said to be fAfor the use
if the payment is for the development of a design, model or plan that does not already exist. In
such a case, the payment is made in consideration for the services that will result in the
development of that design, model or plan and would thus fall under deti7. This will be the

case even if the designer of the design, model or plan (e.g. an architect) retains all rights,
including the copyright, in that design, model or plan. Where, however, the owner of the
copyright in previouslydeveloped plans merelyants someone the right to modify or reproduce

these plans without actually performing any additional work, the payment received by that owner

in consideration for granting the right to such use of the plans would constitute royalties.

Replace paragraph 11 of the Commentary on Article 12 by the following:

11. In classifying as royalties payments received as consideration for information concerning
industrial, commercial or scientific experience, paragrapiiies is referring to the concept of
Aknbaowwo. Various specialist bodies ahodweht hor s

do—notdiffer—intrinsicall ane—sueh—de#mHen—gwen—by—me—A—s—s—e—%—a—t—i—e—n—d—e, @ S Bur

t—h—e—p—r—e—el—u—c—t—a—n—el—me—#e—k—n—e—w—l—engee V\oofr dsheippymgme s
information concerning industrial, commercial or scientdi e x per i enceo0 are used
the transfer of certain information that has not been patented and does not generally fall within
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38.

39.

40.

other categories of intellectual property rights. It generally correspondsrdivulged information

of an industrial, commercial or scientific nature arising from previous experience, which has
practical application in the operation of an enterprise and from the disclosure of which an
economic benefit can be derived. Since the definition relates to information concgrpnevious
experience, the Article does not apply to payments for new information obtained as a result of
performing services at the request of the payer.

Replace paragraph 11.4 of the Commentary on Article tBéfollowing:

11.4 Examples of payments which should therefore not be considered to be received as
consideration for the provision of knevow but, rather, for the provision of services, include:

payments obtained as consideration for aftées servie,

payments for services rendered by a seller to the purchaser yeaaategvarranty,

payments for pure technical assistance,

payments for a list of potential customers, when such a list is developed specifically for the
payer out of generallyavailable information (a payment for the confidential list of
customers to which the payee has provided a particular product or service would, however,
constitute a payment for knowow as it would relate to the commercial experience of the
payee in dealig with these customers),

& payments for an opinion given by an engineer, an advocate or an accountant, and

& payments for advice provided electronically, for electronic communications with technicians
or for accessing, through computer networks, a tresifad®ting database such as a database
that provides users of software with Amonfidential information in response to frequently
asked questions or common problems that arise frequently.

Qx Ox Ox Ox

Add the following new pagraph 14.4 to the Commentary on Article 12:

14.4 Arrangements between a software copyright holder and a distribution intermediary
frequently will grant to the distribution intermediary the right to distribute copies of the program
without the right to repoduce that program. In these transactions, the rights acquired in relation

to the copyright are limited to those necessary for the commercial intermediary to distribute
copies of the software program. In such transactions, distributors are paying only tifer
acquisition of the software copies and not to exploit any right in the software copyrights. Thus, in a
transaction where a distributor makes payments to acquire and distribute software copies (without
the right to reproduce the software), the rights relation to these acts of distribution should be
disregarded in analysing the character of the transaction for tax purposes. Payments in these types
of transactions would be dealt with as business profits in accordance with Article 7. This would be
the case regardless of whether the copies being distributed are delivered on tangible media or are
distributed electronically (without the distributor having the right to reproduce the software), or
whether the software is subject to minor customisation foe purposes of its installation.

Replace paragraphs 15 and 16 of the Commentary on Article 12 by the following:

15.  Where consideration is paid for the transfer of the full ownership of the rights in the cqpyright
the payment cannot represent a royalty and the provisions of the Article are not applicable. Difficulties

can arisavhere ther@re-extensive-but-partial-alienatism transferof rights involving:

0 exclusive right of usef the copyrightduring a speific period or in a limited geograjual
area;

d additional consideration related to usage;

d consideration in the form of a substantial lump sum payment.
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41,

42,

43,

44,

45,

16. Each case will depend on its particular facts but in gerfetta# payment is in consideration

for the transfer of rights that constitute a distinct and specific property (which is more likely in the
case of geographicallimited than timelimited rights), such payments are likely to eemmereial

income business profitswithin Article 7 or a capal gairs—matterwithin Article 13 rather than
royalties within Articlel2. That follows from the fact that where the ownership of rights has been
alienatedn-full-or-inpart;the consideration cannot be for the use of the rights. The essential character
of the transaction as an 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.

Add the following paragraphs 27 and 27.1 to the Commentary on Article 12:

27. Spain and Italy do not adhere to the interpretation in paragraph 8.2. They hold the view that
payments in consideration for the transfer of the ownership of alement referred to in the
definition of royalties fall within the scope of this Article where less than the full ownership is
transferred.Italy also takes that view with respect to paragraphs 15 and 16.

27.1 As regards paragraph 10.1, Italy considers thahere contracts grant exclusive distribution
rights of a product or a service together with other rights referred totire definition of royalties,

the part of the payment made, under these contracts, in consideration for the exclusive distribution
rights of a product or a service may, depending on the circumstances, be covered by the Article.

Replace paragraph 28 of the Commentary on Article 12 by the following:

28. Mexicag-andSpainand Portugaldo not adher#o the interpretation in paragraphs 14,415,

16and 17.1 to 17.4. MexigandSpainand Portugalhold the view that payments relating to software

fall within the scope of the Article where less than the full rights to software are transferredf either i
the payments are in consideration for the right to use a copyright on software for commercial
exploitation (except payments for the right to distribute standardised software copies, not
comprising the right neither to customize nor to reproduce thean)if they relate to software
acquired for the business use of the purchaser, when, in this last case, the software is not absolutely
standardised but somehow adapted to the purchaser.

Add the following new paragrap9 to the Commentary on Article 12:

29. Mexico does not adhere to the interpretation in paragraph 8.2. Mexico holds the view that
payments in consideration for the transfer of rights presented as an alienation (e.g., geographically
limited or time limited rights) fall within the scope of this Article because less than the full rights
inherent to an element of property referred to in the definitiare transferred.

Add the following new paragraph 31.2 to the Cosmary on Article 12:
31.2 ltaly does not agree that the interpretation in paragraph 14.4 will apply in all cadesvill
examine each case taking into account all circumstances, including the rights granted in relation to
the acts of distribution.

Replace paragraphs 40 and 41 of the Commentary on Article 12 by the following:
40. Canada, the Czech Republic, Hungary, KerBaland and theSlovak Republiceserve the

right to add the woridghsto asé, andustrialh emmersia or asdientifico r
equi pment 6 to paragraph 2.
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41. Greece, ltalyPoelandand Mexicareserve the right to continue to include income derived from
the leasing of industrial, commercial or scientific equipment and of contaimeh® idefinition of
iroyal tieso as p2adAricldl df the 1077 Model Cpnaentarg r a p h

411 Pol and reserves the right to include in the
use of, or the right to use, industrial, commertiar scientific equipment and containers.

46. Deleteparagraph 43 of the Commentary on Article Which reads as follows

47. Replace paragraph 46.2 of the Commentary on Article 12 by the following:

46.2 Greecedoes not adhere to the interpretation infflsixth dash of paragraph 11.4 and takes
the view that all concerning payments are falling within the scope of the Article.

48. Add the following new paragraph 50 to the Commentary on Article 12:

50. The Slovak Repblic reserves the right to subject payments for the use of, or the right to use,
software rights to a tax regime different from that provided for copyrights.

Changes to the Commentary on Article 13

49, Renumber paragph 28.9 of the Commentary on Article 13 as paragraph 28.12 and add the
following new paragraphs 28.9 to 28.11.:

28.9 Finally, a further possible exception relates to shares and similar interests in a Real Estate
Investment Trust (see paragraphs 67.1 to.B0f the Commentary on Article 10 for background
information on REITs). Whilst it would not seem appropriate to make an exception to paragraph

4 in the case of the alienation of a | arge inv
to be the denation of a substitute for a direct investment in immovable propeaty,exception to
paragraph 4 for the alienati onmayhbe cansidenethtb e i n v e
appropriate.

28.10 As discussed in paragraph 67.3 of the CommentaryAaticle 10, it may be appropriate to
consider a small investorods interest in a REIT
immovable property In this regard, in practice it would be very difficult to administer the
application of source taxton of gains on smalinterestsin a widely held REIT.Moreover,since

REITs, unlike other entities deriving their value primarily from immovable property, are required

to distribute most of their profitsit is unlikely that there would be significant sedual profits to

which the capital gain tax would apply (as compared to other compani8gtes that share th

view may agree bilaterally to add, before the
such as fiexcept s har eds,diealy alindrectly,anteressrrepesentivgh o h «
lessthan 10 percemf al |l the interests i n a. (fpasgmehdy i f |

is amended along the lines of paragraph 28.5 above to cover interests similar to shares, these
words shold be amended accordingly.)

28.11 Some States, however, consider that paragraph 4 was intended to apply to any gain on the
alienation of shares in a company that derives its value primarily from immovable property and
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that there would be no reason to disgjuish between a REIT and a publicly held company with
respect to the application of that paragraph, especially since a REIT is not taxed on its income.
These States consider that as long as there is no exception for the alienation of shares in
companies goted on a stock exchange (see paragraph 28.7 above), there should not be a special
exception for interests in a REIT.

50. Delete paragraph 33 of the Commentary on Articlewltich reads as follows

51. Replace paragraph 48 of the Commentary on Arti8leyithe following:

48. Ireland reserves the right to tax gains from the alienation of property by an individual who
was a resident of Ireland at any time duringtiredive years preceding such alienation.

52 Regace paragraph 51 of the Commentary on Article 13 by the following:

51. Belgium andLuxembourgand the Netherlandseserve the right not to include paragraph 4
in their conventions

Change to the Commentary on Article 15
53 Add the following new paragraph 5.1 to the Commentary on Article 15:

5.1 Days during which the taxpayer is a resident of the source State should not, however, be
taken into account in the calculation. Subparagraph a) has to be read in the ctoritthe first

part of paragraph 2, which refers to Aremuner a
in respect of an employment exercised in the o
person who resides and works in the same Staiteh e wor ds At he recipient
subparagraph a), refer to the recipient of such remuneration and, during a period of residence in

the source State, a person cannot be said to be the recipient of remuneration derived by a resident

of a Contacting State in respect of an employment exercised in the other Contracting State. The
following examples illustrate this conclusion:

- Example 1: From January 01 to December 01, X lives in, and is a resident of, State S. On
1 January 02, X is hired by anmaployer who is a resident of State R and moves to State R
where he becomes a resident. X is subsequently sent to State S by his employer from 15 to 31
March 02. In that case, X is present in State S for 292 days between 1 April 01 and 31
March 02 but sincehe is a resident of State S between 1 April 01 and 31 December 01, this
first period is not taken into account for purposes of the calculation of the periods referred
to in subparagraph a).

- Example 2: From 15 to 31 October 01, Y, a resident of StatesRpresent in State S to
prepare the expansion in that country of the business of ACO, also a resident of State R. On
1 May 02, Y moves to State S where she becomes a resident and works as the manager of a
newly created subsidiary of ACO resident of St&teln that case, Y is present in State S for
184 days between 15 October 01 and 14 October 02 but since she is a resident of State S
between 1 May and 14 October 02, this last period is not taken into account for purposes of
the calculation of the periodseferred to in subparagraph a).
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Changes to the Commentary on Article 16

54.

Delete paragraph 4 of the Commentary on Articleviitich reads as follows

Changes to the Commentary on Article 17

55,

Replace paragraph 10 of the Commentary orchrtl7 by the following:

10. The Article says nothing about how the income in question is to be computed. It is for a
Contracting Stateds do me sanyideductioaswor éxpensdse Domestici n e
laws differ in this area, and some prwifor taxation at source, at a low 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, eBome States, however, may consider that the taxation of the
gross amant may be inappropriate in some circumstances even if the applicable rate is low.
These States may want to give the option to the taxpayer to be taxed on a net basis. This could be
done through the inclusion of a paragraph drafted along the following line

Where a resident of a Contracting State derives income referred to in paragraph 1 or 2
and such income is taxable in the other Contracting State on a gross basis, that person
may, within [period to be determined by the Contracting States] request tier @tate in
writing that the income be taxable on a net basis in that other State. Such request shall
be allowed by that other State. In determining the taxable income of such resident in the
other State, there shall be allowed as deductions those exgedeductible under the
domestic laws of the other State which are incurred for the purposes of the activities
exercised in the other State and which are available to a resident of the other State
exercising the same or similar activities under the samesionilar conditions.

Changes to the Commentary on Article 21

56.

57.

Replace paragraph 1 of the Commentary on Article 21 by the following:

1. This Article provides a general rule relating to income not dealt with ifotegoing Articles of

the Convention. The income concerned is not only income of a class not expressly dealt with but also
income from sources not expressly mentioned. The scope of the Article is not confined to income
arising ina Contracting State; it extds also to income from third Stat&ghere, for instance, a
person who would be a resident of two Contracting States under the provisions of paragraph 1 of
Article 4 is deemed to be a resident of only one of these States pursuant to the provisions of
paragraph 2 or 3 of that Article, this Article will prevent the other State from taxing the person on
income arising in third states even if the person is resident of this other State for domestic law
purposes (see also paragraph 8.2 of the Commentary oriclart4 as regards the effect of
paragraphs 2 and 3 of Article 4 for purposes of the conventions concluded between this other State

and third states).

Replace paragraph 7 of the Commentary on Article 21 byotlening:
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7. Some countries have encountered difficulties in dealing with income arising from certain non
traditional financial instruments when the parties to the instrument have a special relationship. These
countries may wish to add the following pawgth to Artcle 21.:

3. Where, by reason of a special relationship between the person réfeimeparagraph 1

and some other person, or between both of dm@msome third person, the amount of the
income referred to in paragraph 1 exceeds the amifuary) which would have been agreed

upon between them in the absence of such a relationship, the provistbiss Article shall

apply only to the last mentioned amount. In such a case, the excess part of the income shall
remain taxable according to tlavs of each Contracting State, due regard being had to the other
applicable provisions of this Convention.

The inclusion of this additional paragraph should carry no implication about the treatment of
innovative financial transactions between independepgrsons or under other provisions of the
Convention.

58. Delete paragraph 12 of the Commentary on Article 21, which reads as follows:

59. Replace paragraph 15 of the Commentary on Article 21 by the following:

15. helandandiThe United Kingdomwishesto maintain the right to tax income paid itstheir
residents to nwresidents in the form of income from a trust or from estates of deceased persons in
the course of administration.

Change to the Commentary on Articles 23 A and 23 B

60. In paragraph 10 of the Commentary on ArticB% A and B, replace the cressference to
Aiparagraphs 49 to 54 of the Coohtod&loftthe Cgmmentary dir t i c |
Article2 4 0 .

61 Replace paragraph 31 of the Commentary on Articles 23d228 B by the following:

31. Contracting States may use a combination of the two methods. Such coonbisandeed
necessary for a Contracting State R which generally adopts the exemption method in the case of
income which under Articles 10 and 11 niag subjected to a limited tax in the other Contracting
State S. For such case, Article 23 A provides in paragraph 2 a credit for the limited tax levied in the
otherContracting Stat& (adjustments to paragraphs 1 and 2 of Article 23 A may, however, be
required in the case of distributions from Real Estate Investment Trusts (REITs) where
provisions similar to those referred to in paragraphs 67.1 to 67.7 of the Commentary on Article
10 have been adopted by the Contracting Statdddreover, States which inegeral adopt the
exemption method may wish to exclude specific items of income from exemption and to apply to
such items the credit method. In such case, paragraph 2 of 23idecould be amended to include
these items of income.

62. Replace paragraph 32.6 of the Commentary on Articles 23 A and 23 B by the following:
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326 The phrase Ain accordance with the provisio
be interpreted in relation to possible cases of doutetaxation that can arise under Article 23 A.

Where the State of source considers that the provisions of the Convention preclude it from taxing an
item of income or capital which it would otherwise hda the right to taxtaxed the State of

residence lsould, for purposes of applying paragrdpbf Article 23 A, consider that the item of

income may not be taxed by the State of source in accordance with the provisions of the
Convention, even though the State of residence would have applied the Cong#fgrently so as

to have the rightto tax that income if it had been in the position of the State of source. Thus the
State of residence is not required by paragraph 1 to exempt the item of income, a result which is
consistent with the basic function oftile 23 which is to eliminate double taxation.

63. Delete paragraph 82 of the Commentary on Articles 23 A and 23 B, which reads as follows:
. I el
. . " el .

Changes to the Commentary on Article 24

64. Replace the Commentary on Article 24 by the following:

COMMENTARY ON ARTICLE 24
CONCERNING NON-DISCRIMINATION

General remarks

1. This Article deals with the elimination of tax discrimination in certain precise
circumstances. All tax systems incorporate legitimate distinctions based, for example, on
differences in liability to tax or ability to pay. The nediscrimination provisions of the Article
seek tobalance the need to prevent unjustified discrimination with the need to take account of
these legitimate distinctions. For that reason, the Article should not be unduly extended to cover
socal l ed Aindirecto di scri minat i omiich ddals rwithe x a mp
discrimination on the basis of nationality, would prevent a different treatment that is really a
disguised form of discrimination based on nationality such as a different treatment of individuals
based on whether or not they hold, or agatitled to, a passport issued by the State, it could not be
argued that nonresidents of a given State include primarily persons who are not nationals of that
State to conclude that a different treatment based on residence is indirectly a discrimination
based on nationality for purposes of that paragraph.

2. Likewise, the provisions of the Article cannot be interpreted as to require ffangiured
nation treatment. Where a State has concluded a bilateral or multilateral agreement which
affords tax benefis to nationals or residents of the other Contracting State(s) party to that
agreement, nationals or residents of a third State that is not a Contracting State of the treaty may
not claim these benefits by reason of a similar ndiscrimination provision inthe double
taxation convention between the third State and the finséntioned State. As tax conventions are
based on the principle of reciprocity, a tax treatment that is granted by one Contracting State
under a bilateral or multilateral agreement to asident or national of another Contracting State
party to that agreemerity reason of the specific economic relationship between those
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Contracting States may not be extended to a resident or national of a third State under the non
discrimination provision of the tax conventionbetween the first State and the third State.

3. The various provisions of Article 24 prevent differences in tax treatment that are solely

based on certain specific grounds (e.g. nationality, in the case of paragraph 1). Thus, éseth
paragraphs to apply, other relevant aspects must be the same. The various provisions of Article 24
use different wording to achieve that result {
and 2; icarrying on the ssame |aat ievnitteirepsrd siers Op e
Also, whilst the Article seeks to eliminate distinctions that are solely based on certain grounds, it

is not intended to provide foreign nationals, naesidents, enterprises of other States or domestic
enterprises owad or controlled by nosresidents with a tax treatment that is better than that of
nationals, residents or domestic enterprises owned or controlled by residents (see, for example,
paragraph 34 below).

4, Finally, as illustrated by paragraph 79 below, tipeovisions of the Article must be read in

the context of the other Articles of the Convention so that measures that are mandated or
expressly authorized by the provisions of these Articles cannot be considered to violate the
provisions of the Article evernf they only apply, for example, as regards payments to non
residents. Conversely, however, the fact that a particular measure does not constitute a violation
of the provisions of the Article does not mean that it is authorized by the Convention sinte tha
measure could violate other Articles of the Convention.

Paragraph 1

15.  This paragraph establishes the principle that for purposes of taxation diatigmion the
grounds of nationalitysi forbidden, and that, subject to reciprocity, the nationals of a Contracting State
may not be less favourably treated in the other Contracting State than nationals of the latter State in the
same circumstaes.

26. It is noteworthy that the principle obrtdiscrimination, under various descriptions and with a
more or less wide scope, was applied in international fiscal relations well before the appearance, at the
end of the 19th Century, of the classic type of double taxation conventions. Thus, ai mang
agreements dfifferent kinds (consular or establishment conventions, treaties of friendship
orcommerce, etc.) concluded by States, especially in the 19th Century, in oedéeni and
strengthen the diplomatic protection of their nationals ed@rresident, there are clauses under which
each of the two Contracting States undertakes to accord nationals of the other State equality of
treatment with its own nationals. The fact that such clauses subsequently found their way into double
taxation comentions has in no way affected their original justification and scope. The text of
paragrapi provides that the application of this paragraph is not restricted by Article 1 to nationals
solely who are residents of a ContnagtState, but on the contyarextends to all nationals of each
Contracting State, whether or not they be residents of one of them. In other words, all nationals of
aContracting State are entitled to invoke the benefit of this provision as against the other Contracting
State. This blds good, in particular, for nationals of the Contracting States who are not residents of
either of them but of a third State.

37. The expression Ain the same cials.clagahpdrsans,c e s 0
partnerships and associatioptdced, from the point of view tfie application of the ordinary taxation

| aws and regulations, in substantially similar
particular with respect to r e dakpdyernsoeemftheéastaess c | ¢
that are relevant in determining whether taxpay
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the same circumstanceso would be sufficient by
ContractingState and one who is not a resident of that State are not in the same circumstances. In fact,

whil st the expression Ain particul arl9e3wdrafth r es
Convention or in the 1977 Model Convention, the Member coutiitaies consistently held, in applying
and interpreting the expression Ain the same ci

taken into account. However, in revising the Model Convention, the Committee on Fiscal Affairs felt that

a specificreference to the residence of the taxpayers would be a useful clarification as it would avoid any
possible doubt as to the interpretation to be
respect.

48. In applying paragraph 1, thereforeetbnderlying question is whether two persons who are
residents of the same State are being treated differently solebasyn of having a different
nationality. Consequently if a Contracting State, in giving relief from taxation on account of family
resmnsibilities, distinguishes between its own nationals acugreb whether they reside in its
territory or not, that State cannot be obliged to give nationals of the other State who do not reside in its
territory the same treatment as it gives its residtionals but it undertakes to extend to them the
same treatment as is available to its nationals who reside in the other State. Similarly, paragraph 1 does
not apply where a national of a Contracting State (State R) who is also a resident of State R is
taxedless favourably in the other Contracting State (State S) than a national of State S residing in a
third State (for instance, as a result of the application of provisions aimed at discouraging the use of tax
havens) as the two persons areinthe sime circurstances with respect to their residence.

0. The expression fiin the same circumstances?o
situation. This would be the case, for example, where a country would subject its nationals, or
some of them, to anore comprehensive tax liability than nenationals (this, for example, is a

feature of the United States tax system). As long as such treatment is not itself a violation of
paragraph 1, it could not be argued that persons who are not nationals of thaieSiee in the

same circumstances as its nationals for the purposes of the application of the other provisions of

the domestic tax law of that State with respect to which the comprehensive or limited liability to

tax of a taxpayer would be relevant (e.gethranting of personal allowances).

510. Likewise, the provisions of paragraph 1 are not to be construed as obli§itede which
accords special taxation privileges to its own public baalieservices as such, to extend the same
privileges to the publibodies and services of the other State.

611. Neither are they to be construed as obliging a State which accords special taxation privileges to
private institutions not for profit whose activities are performed for purposes of public benefit, which
are spcific to that State, to extend the same privileges to similar institutions whose activities are not
for its benefit.

#12. To take the first of these two cases, if a State accords immunity from taxation to its own public
bodies and services, this is justf because such bodies and services are integral parts of the State and
at no time can their circustances be comparable to those of the public bodies and services of the
other State. Nevertheless, this reservation is not intended to apply to Statatmmga@arrying on
gainful undertakings. To the extent that these can be regasdszing on the same footing as private
business undertakings, the provisions of paragraph 1 will apply to them.

813. As for the second case, if a State accords taxatigibeges to certain private institutions not

for profit, this is clearly justified by the very nature of these institutions' activities and by the benefit
which that State and its nationals will derive from those activities.
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914. Furthermore, paragraphtis been deliberately framed in a negative form. By providing that

the nationals of a Contracting State may not be subjected athiseContracting State to any taxation

or any requirement connected therewith which is other or more burdensome thaxattua tand
connected requirements to which nationals of the other Contracting State in the same circumstances
are or may be subjected, this paragraph has the same mandatory force as if it enjoined the Contracting
States to accord the same treatment tw thepective nationals. But since the principal object of this
clause is to forbid discrimitian in one State against the nationals of the other, there is nothing to
prevent the first State from granting to persons of foreign nationality, for spesaheeof its own, or

in order to comply with a special stipulation in a double taxation convention, such as, notably, the
requirement that profits of permanent ebtlmnents are to be taxed on the basis of separate accounts,
certain concessions or fatigis which are not available to its own nationals. As it is worded, paragraph

1 would not prohibit this.

1015. Subject to the foregoing o0bs ed.viadnytaxatipnot he w
any requirement connected therewith whichtisltoer or mor e burdensome. . . 0
imposed on nationals and foreigners inghme circumstances, it must be in the same form as regards

both the basis of charge and the method of assessment, its rate must be the same and, finally, the
formalities connected with the taxation (returns, payment, prescribed times, etc.) must not be more
onerous for foreigners than for nationals.

1116. In view of the legal relationship created between the company and the State under whose
law it is constitutd, which from certain points of view is closely akin to the relationship of
nationality in the case of individuals, it seems justifiable not to deal with legal persons, partnerships
and associations in a special provision, but to assimilate them withduals under paragraph 1.

This result is achieved through the f@bfi nitio
paragraph 1 of Article 3.

17. By virtue of that definition, in the case o
ContractingSt at ed means a | egal person fAderiving it
that Contracting Stateo. A company will wuswual/l

the State in which it has been incorporated or registered. Under the ekiim law of many
countries, however, incorporation or registration constitutes the criterion, or one of the criteria,
to determine the residence of companies for the purposes of Article 4. Since paragraph 1 of
Article 24 prevents different treatment based nationality but only with respect to persons or
entities fiin t he same circumstances, i n part.
important to distinguish, for purposes of that paragraph, a different treatment that is solely based
on nationality from a different treatment that relates to other circumstances and, in particular,
residence. As explained in paragraphs 7 and 8 above, paragraph 1 only prohibits discrimination
based on a different nationality and requires that all other relevamictors, including the
residence of the entity, be the same. The different treatment of residents andasigents is a
crucial feature of domestic tax systems and of tax treaties; when Article 24 is read in the context
of the other Articles of the Conveian, most of which provide for a different treatment of
residents and nosresidents, it is clear that two companies that are not residents of the same State
for purposes of the Convention (under the rules of Article 4) are usually not in the same
circumstances for purposes of paragraph

18. Whilst residents and nomesidents are usually not in the same circumstances for the

purposes of paragraph 1, it is clear, however, that this is not the case where residence has no
relevance whatsoever with respectthe different treatment under consideration.

56



19. The following examples illustrate these principles.

20. Example 1: Under the domestic income tax law of State A, companies incorporated in that
State or having their place of effective management in th&t€ are residents thereof. The State
A-State B tax convention is identical to this Model Tax Convention. The domestic tax law of State
A provides that dividends paid to a company incorporated in that country by another company
incorporated in that countryare exempt from tax. Since a company incorporated in State B that
would have its place of effective management in State A would be a resident of State A for
purposes of the State AState B Convention, the fact that dividends paid to such a company by a
company incorporated in State A would not be eligible for this exemption, even though the
recipient company is in the same circumstances as a company incorporated in State A with
respect to its residence, would constitute a breach of paragraph 1 abseet otlevant different
circumstances.

21. Example 2: Under the domestic income tax law of State A, companies incorporated in that
State are residents thereof and companies incorporated abroad areresidents. The State -A
State B tax convention is iden@t to this Model Tax Convention except that paragraph 3 of
Article 4 provides that if a legal person is a resident of both States under paragraph 1 of that
Article, that legal person shall be deemed to be a resident of the State in which it has been
incorporated. The domestic tax law of State A provides that dividends paid to a company
incorporated in that country by another company incorporated in that country are exempt from
tax. Paragraph 1 does not extend that treatment to dividends paid to a compaoypiorated in

State B. Even if a company incorporated in State A and a company incorporated in State B that
receive such dividends are treated differently, these companies are not in the same circumstances
with regards to their residence and residence isreevant factor in this case (as can be
concluded, for example, from paragraph 5 of Article 10, which would prevent the subsequent
taxation of dividends paid by a neresident company but not those paid by a resident company).

22. Example 3: Under the domsstic income tax law of State A, companies that are
incorporated in that State are residents thereof. Under the domestic tax law of State B, companies
that have their place of effective management in that State are residents thereof. The State A
State B ta convention is identical to this Model Tax Convention. The domestic tax law of State A
provides that a nofresident company that is a resident of a State with which State A does not
have a tax treaty that allows for the exchange of tax information is gabjto an annual tax equal

to 3% of the value ofts immovable property instead of a tax on the net income derived from that
property. A company incorporated in State B but which is a resident of a State with which State A
does not have a tax treaty thailows for the exchange of tax information cannot claim that
paragraph 1 prevents the application of the 3% tax levied by State A because it is treated
differently from a company incorporated in State A. In that case, such a company would not be in
the sane circumstances, with respect to its residence, as a company incorporated in State A and
the residence of the company would be relevant (e.g. for purposes of accessing the information
necessary to verify the net income from immovable property derivedrimnaresident taxpayer).

23. Example 4: Under the domestic income tax law of State A, companies incorporated in that
State are residents of State A and companies incorporated abroad argesidents. The State-A

State B tax convention is identical to thislodel Tax Convention except that paragraph 3 of

Article 4 provides that if a legal person is a resident of both States under paragraph 1 of that
Article, that legal person shall be deemed to be a resident of the State in which it has been
incorporated. Uné r St ate Abd6s payroll tax | aw, al | comp
subject to a payroll tax that does not make any distinction based on the residence of the employer

but that provides that only companies incorporated in State A shall benedinfra lower rate of
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payroll tax. In that case, the fact that a company incorporated in State B will not have the same
residence as a company incorporated in State A for the purposes of tBecAnvention has no
relevance at all with respect to the differetatx different under the payroll tax and that different
treatment would therefore be in violation of paragraph 1 absent other relevant different
circumstances.

24. Example 5: Under the domestic income tax law of State A, companies incorporated in that
Stae or which have their place of effective management in that State are residents of the State
and companies that do not meet one of these two conditions arerasidents. Under the
domestic income tax law of State B, companies incorporated in that Stager@sidents of that
State. The State #tate B tax convention is identical to this Model Tax Convention except that
paragraph 3 of Article 4 provides that if a legal person is a resident of both States under
paragraph 1 of that Article, that legal persorhall be deemed to be a resident only of the State in
which it has been incorporated. The domestic tax law of State A further provides that companies
that have been incorporated and that have their place of effective management in that State are
entitled toconsolidate their income for tax purposes if they are part of a group of companies that
have common shareholders. Company X, which was incorporated in State B, belongs to the same
group as two companies incorporated in State A and all these companiesftaetively managed

in State A. Since it was not incorporated in State A, company X is not allowed to consolidate its
income with that of the two other companies.

25. In that case, even if company X is a resident of State A under the domestic law of that
State, it is not a resident of State A for purposes of the Convention by virtue of paragraph 3 of
Article 4. It will therefore not be in the same circumstances as the other companies of the group
as regards residence and paragraph 1 will not allow it toabtthe benefits of consolidation even

if the different treatment results from the fact that company X has not been incorporated in State
A. The residence of company X is clearly relevant with respect to the benefits of consolidation
since certain provisios of the Convention, such as Articles 7 and 10, would prevent State A from

taxing certain types of income derived by company X.

Paragraph 2

126. On 28 September 1954, a number of States concluded in New York a Convention relating to the
status of stateks persons, under Article 29 of which stateless persons must be accorded national
treatment. The signatories of the Convention include several OECD Member countries.

4327. It should, however, be recognised that the provisions of paragraph 2 will, ilaterab
convention, enable national treatment to be extended to stateless persons who, because they are in one
of the situations enumerated in paragraptf Article 1 of the abovenentioned Convention of 28
September 1954, are not covered by that CoienThis is mainly the case, on the one hand, of
persongeceiving at the time of signature of that Convention, protection or assistance from organs or
agencies of the United Nations other than the United Nations High Commissioner for Refugees, and,
on the other hand, of persons ware residents of a country and who there enjoy and are subject to the
rights and obligations attaching to the possession of that country's nationality.

1428. The purpose of paragraph 2 is to limit the scope of the clauseroorg equality of treatment

with nationals of a Contracting State solely to stateless persons who are residents of that or of the other
Contracting State.
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4529. By thus excluding stateless persons who are residents of neither Contracting State, such a
clause prevents their being privileged in one State as compared with nationals of the other State.

1630. However, if States were to consider it desirable in their bilateral relations to extend the
application of paragraph 2 to all stateless persons, whetsidents of a Contracting State or not, so

that in all cases they enjoy the most favourable treatment accorded to nationals of the State concerned,
in order to do this they would need only to adopt the following text which contains no condition as to
reddence in a Contracting State:

Notwithstanding the provisions of Article 1, stateless persons shall not be subjected in a
Contracting State to any taxation or any requirement connected therewith which is other or more
burdensome than the taxation and caeter requirements to which nationals of that State in the
same circumstances, in particular with respect to residence, are or may be subjected.

4731. Itis possible that in the future certain States will take exception to the provisions of paragraph 2
asbeing too liberal insofar as they entitle stateless persons who are residents of one State to claim
equality of treatment not only in the other State but also in their State of residence and thus benefit in
particular inthe latter from the provisions adfouble taxation conventions concluded by it with third
States. If such States wished to avoid this latter consequence, they would have to modify paragraph 2
as follows:

Stateless persons who are residents of a Contracting State shall not be subjeeeatharth
Contracting State to any taxation or any requést connected therewith which is other or more
burdensome than the taxation and connected requirements to which nationals of that other State in
the sameircumstances, in particular with respectdsidence, are or may be subjected.

1832. Final |l vy, it should be understood that t he de
the purposes of such a clause can only be that laid doparagraph 1 of Article 1 of the Convention

of 28 Sep e mber 1954, which defines a stateless pe
nati onal by any State under the operation of it

Paragraph 3

4933. Strictly speaking, the type of discrimination which this paragraph is designed to end is
discrinmination based not on nationality but on the actual situs of an enterprise. It therefore affects
without distinction, and irrespective of their nationality, all residents of a Contracting State who have a
permanent establisient in the other Contractings.

2034. It appears necessary first to make it clear that the wording of the first sentence of paragraph 3
must be interpreted in the sense that it does not conslisat@mination to tax nomesident persons
differently, for practical reasons, frorasident persons, as long as this does not result in more burden
sometaxation for the former than for the latter. In the negative form in whicprthésion concerned

has been framed, it is the result alone which counts, it being permissible to adapti¢hef taxation

to the particular circumstancesvihich the taxation is levied.

2135. By the terms of the first sentence of paragraph 3, the taxation of a permanent establishment
shall not be less favourably levied in the State concehsedthe tax#on levied on enterprises of that

State carrying on the same activities. The purpose of this provision is to end all discrimination in the
treatment of permanent establishments as compared with resident enterprises belonging to the same
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sector of activiies, as regards taxes based on business activities, and especially taxes on business
profits.

2236. However, the second sentence of paragraph 3 specifies the conditions under which the principle
of equal treatment set forth in the first sentence shousgppked to individuals who are residents of a
Contracting State and have a permanent establishment in the other State. It is designed mainly to
ensure that such persons do not obtain greater advantages than residents, through entitlement to
personal allownces and reliefs for family responsibilities, both in the State of which they are
residents, by the application of its domestic laws, and in the other State by virtue of the principle of
equal treatment. Congeently, it leaves it opeto the State in wibh the permanent establishment is
situated whether or not to give personal allowances and reliefs to the persons concerned in the
proportion which the amount of the permanent establishment's profits bears to the world income
taxable in the other State.

37. ltis also clear that, for purposes of paragraph 3, the tax treatment in one Contracting
State of the permanent establishment of an enterprise of the other Contracting State should be
compared to that of an enterprise of the firgtentioned State that &s a legal structure that is
similar to that of the enterprise to which the permanent establishment belongs. Thus, for
example, paragraph 3 does not require a State to apply to the profits of the permanent
establishment of an enterprise carried on by a Amsident individual the same rate of tax as is
applicable to an enterprise of that State that is carried on by a resident company.

3. Similarly, regul ated and wunregul ated acti vi
activitieso ffparagraph3 Thpsuforpnetanees paragraph 3 would not require

that the taxation on a permanent establishment whose activities include the borrowing and
lending of money but which is not registered as a bank be not less favourably levied than that of
domestic banks since the permanent establishment does not carry on the same activities. Another
example would be that of activities carried on by a State or its public bodies, which, since they are
controlled by the State, could not be considered, for thepmses of paragraph 3, to be similar to
activities that an enterprise of the other State performs through a permanent establishment.

2339. As regards the first sentence, experience has shown that it was diffidaftn® clearly and
completely the substaa of the principle of equal treatment and this has led to wide differences of
opinion with regard to the many implications of this principle. The main reason for difficulty seems to
reside in the actual nature of the permanent establishment, whichaisejdrate legal entity but only

a part of an enterprise that has its head office in another State. The situation of the permanent
establishment is different from that of a domestic enterprise, which constitutes a single entity all of
whose activities, wit their fiscal implicéions, can be fully brought within the purview of the State
where ithas its head office. The implications of the equal treatment clause will be examined below
under several aspects of the levying of tax.

A. Assessment of tax
2440. With regard to the basis of assessment of tax, the principle of equal treatment normally has the
following implications:

a) Permanent establishments must be accorded the same right as resident enterprises to deduct the
trading expenses that are, in gaeauthorised by the taxation law to be deducted from taxable
profits in addition to theight to attribute to the permanent establishment a proportion of the
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overheads of the head office of the enterprise. Such deductions should be allowed without any
restrictions other than those also imposed on resident enterprises.

b) Permanent establishments must be accorded the same facilities with regard to depreciation and
reserves. They should be entitled to avail themselves without restriction not only of the
depreciation facilities which are customarily available to enterprises (straight line depreciation,
declining balance depreciation), but also of the special systems that exist in a humber of
countries (Awhol esal ed ciation, etd.nAg reghrdsvraservesa it c e | e
should be noted that these are sometimes authorised for purposes other than thedofifsetting
accodance with commercial accoumg principle® of depreciation on assets, expenses or
losses which have not yet occurred but whithumstances make likely to occur in the near
future. Thus, in certain countries, enterprises are entitled to set aside, out of taxable profit,
provisions or Areserveso for investment. Whe
all enterprisesn a given sector of activity, it should normally also be enjoyed, under the same
conditions, by nomesident enterprises with respect to their permanent establishments situated
in the State concerned, insofar, that is, as the activities to which sudbigme or reserves
would pertain are taxable in that State.

¢) Permanent establishments should also have the option that is availaimet inountries to
resident enterprises of carrying forward or backveatdss brought out at the close of an
accouning period within a certain period of time (e.g. 5 years). It is hardly necessary to specify
that in the case of permanent estallishts it is the loss on their own business activities, as
shown in the separate accounts for these activities, which lifygfor such carnforward.

d) Permanent establishments should further have the same rules applied to resident enterprises,
with regard to the taxation of capital gains realised on the alienation of assets, whether during or
on the cessation of business.

41. As clearly stated in subparagraph c) above, the equal treatment principle of paragraph 3

only applies to the taxation of the permanent
therefore, is restricted to a comparison between the rules goverttie taxation of the permanent
establishmentdés own activities and those appli

independent resident enterprise. It does not extend to rules that take account of the relationship
between an enterprise amather enterprises (e.g. rules that allow consolidation, transfer of losses

or tax-free transfers of property between companies under common ownership) since the latter
rules do not focus on the taxati on othoseoftheent er
permanent establishment but, instead, on the taxation of a resident enterprise as part of a group

of associated enterprises. Such rules will often operate to ensure or facilitate tax compliance and
administration within a domestic group. Itherefore follows that the equal treatment principle

has no application. For the same reasons, rules related to the distribution of the profits of a
resident enterprise cannot be extended to a permanent establishment under paragraph 3 as they

do not relateto the business activities of the permanent establishment (see paragraph 59 below).

42. Al s o, it is clear that the application of
standard in the case of transfers from a permanent establishment to isl ledfice (or vice versa)

cannot be considered to be a violation of paragraph 3 even if such rules do not apply to transfers
within an enterprise of the Contracting State where the permanent establishment is located.

Il ndeed, t he appl i ogh standard w fthe ddteeminadion nob the proéts
attributable to a permanent establishment is mandated by paragraph 2 of Article 7 and that
paragraph forms part of the context in which paragraph 3 of Article 24 must be read; also, since
Article 9 wouldaa hori ze the application of the armbés |
domestic enterprise and a foreign related enterprise, one cannot consider that its application in
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the case of a permanent establishment results in less favourable taxation theinieliied on an
enterprise of the Contracting State where the permanent establishment is located.

2543.  Although the general rules mentioned above rarely give rise to angudtifis with regard

to the principle of nowliscrimination,they do not constiute an exhaustive list of the possible
consequences of that principle with respect to the determination of the tax base. The application
of that principle may be less clear in the casetbé-same-does-hot-always-hold-good-fortthe
incentive measureshich most countries, faced wigtuch problems as decentralisation of industry,
development of economically backward regions, or the promotion of new activities necessary for
the expansion of the economy, have introduced in order to facilitate the safittogse problems

by means of tax exemptions, reductions or other tax advantages geeteorises for investment
which is in line with official objectives.

2644. As such measures are in furtherance of objectives directly related to the economig activit
proper of the State concerned, it is right that the benefit of shemid be extended to permanent
establishments of enterprises of another State which has a double taxation convention with the first
embodying the provisions of Article 24, once theyenbeen accorded the right to engage in business
activity in that State, either under its legislation or under annatienal agreement (treaties of
commerce, establishment conventions, etc.) concluded between the two States.

2745. It should, howeverbe noted that although neoaesident enterprises are entitled to claim these

tax advantages in the State concerned, they must fulfil the same conditions and requirements as
resident enterprises. They may, therefore, be denied such advantages if theieqeestablishments

are unable or refuse to fulfil the special conditions and requirements attached to the granting of them.

2846. FinallyAlso, it goes without saying that namsident enterprises are not entitled to tax
advantages attaching to activitidge exercise of which is strictly reserved, on grounds of national
interest, defence, protection of the national economy, etc., to domestic enterprises, since non
resident enterprises are not allowed to engage in such activities.

47. Finally, the provisbns of paragraph 3 should not be construed as obligm&tate which
accords special taxation privileges to ngmofit institutions whose activities are performed for
purposes of public benefit that are specific to that State, to extend the same priviteges
permanent establishments of similar institutions of the other State whose activities are not
exclusively forthe firstment i oned St ateds public benefit

B. Special treatment of dividends received in respect of holdings owned by permanent
establishments

2948. In many countries special rules exist for the taxation of dividends distributed between
companies (parent compasybsidiary treatment, tigchachtelprivilegthe rulenon bis in idem The
guestion arises whether such treatment should, by effettte provisions of paragraph 3, also be
enjoyed by permanent establishments in respect of dividends on holdings forming partagktisir

3649. On this point opinions differ. Some States consider that such special treatment should be
accorded tgermanent establishments. They take the view that such treatment was enacted in order to
avoid double taxation on profits made by a subsidiary and distributed to a parent company. In
principle, profits tax should be levied once, in the hands of the salysigerforming the profit

generating activities. The parent company should be exempted from tax on such profits when received
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from the subsidiary or should, under the indirect credit method, be given relief for the taxation borne
by the subsidiary. In casevhere shares are held as direct investment by a permanent establishment the
same principle implies that such a permanent establishment receiving dividends from the subsidiary
should likewise be granted the special treatment in view of the fact thdita fawo has already been

levied in the hands of the subsidiary. On the other hand, it is hardly conceivable on this line of thought
to leave it to the State where the head office of the parent company is situated to give relief from
doubletaxation broughabout by a second levying of tax in the State of the permanent establishment.
The State of the parent company, in which no activifieieg rise to the doubly taxed profits have
taken place, will normally exempt the profits in question or will levy @fitgrtax which is not
sufficient tobear a double credit (i.e. for the profits tax on the subsidiary as well as for such tax on the
permanent establishment). All this assumes that the shares held by the permanent establishment are
effectively connected wh its activity. Furthermore, an obvious additional condition is that the profits
out of which the dividends are distributed should have borne a profits tax.

3150. Other States, on the contrary, consider that assimilating permanetisiestabts to theiown
enterprises does not entail any obligation to accord such special treatment to the former. They justify
their position on various grounds. The purpose of such special treatment is to avoid economic double
taxation of dividends and it should be for trezipient company's State of residence and not the
permanent establishment's State to bear its cost, because it is more interested in the aim in view.
Another reason put forward relates to the sharing of tax revenue between States. The loss of tax
revenueincurred by a State in applying such special treatment is partly offset by the taxation of the
dividends when they are redistributed by the parent company which has enjoyed such treatment
(withholding tax on dividends, shareholder's tax). A State whicbrded such treatment to permanent
establishments would not have the benefit of such a compensation. Another argument made is that
when such treatment is made conditional upon redistribution of the dividends, its extension to
permanent estéibBhments woud not be justified, for in such a case the permanent establishment,
which is only a part of a company of another State and does not distribute dividends, would be more
favourably treated than a resident company. Finally, the States which feel that fraBagmgs not

entail any obligation to extend such treatment to permanent establishments argue that there is a risk
that conpanies of one State might transfer their holdings in companies of another Stei to
permanent establishments in that othereStat the sole purpose of availing themselves of such
treatment.

3251. The fact remains that there can be very valid reasons for a holding being owned and managed
by a permanent establishment rather than by the head office of the enteiprise,

0 reasons of necessity arising principally from a legal or regulatory obligation on banks and
financial institutions and insurance companies to keep deposited in countries where they operate a
certain amount of assets, particularly shares, as security fagrfloenpance of their obligations;

0 orreasons of expediency, where the holdings are in companies which have business relations with
the permanent establishment or whose head offices are situated in the same country as the
permanent estéibhment;

0 or sinple reasons of practical convenience, in line with the present tendency towards
decentralisation of management functions in large enterprises.

3352. In view of these divergent attitudes, as well as of the existence of the situations just described, it
would be advisable for States, when concluding bilateral conventions, to make clear the interpretation
they give to the first sentence of paragraph 3. They can, if they so desire, explain their position, or
change it as compared with their previous practite, protocol or any other document annexed to the
convention.
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3453. A solution could also be provided in such a document to meet the objeeidioned above

that the extension of the treatment of holdings in a $4t® permanent establishments ofiganies

which are residents of another State (B) results in such companies unduly enjoying privileged
treatment as compared with other companies which are residents of the same State and whose head
offices own holdings in the capital of companies whiah r@sidents of State A, in that whereas the
dividends on their holdings can be repatriated by the former companies without bearing withholding
tax, such tax is levied on dividends distributed to the latter companies at the rate of 5 or 15 per cent as
the @se may be. Tax neutrality and the equality of tax burdens as between permanent establishments
and subsidiary companies, as advocated by the States concerned, could be ensured by adapting, in the
bilateral convention between States A and B, the provigibparagraphs 2 and 4 of Article 10, so as

to enable withholding tax to be levied in State A on dividends paid by companies which are residents
of that State to permanent establishments of companies which are residents of State B in the same way
as if theyare received directly i.e. by thead offices of the latter companies,, at the rate of:

0 5 per cent in the case of a holding of at least 25 per cent;
0 15 per cent in all other cases.

3554. Should it not be possible, because of the absence ofpaijgipeaprovsions in the domestic laws

of the State concerned, to levy a withholding tax there on dividends paid to permanent establishments,
the treatment of intecompany dividends could be extended to permanent establishments, as long as its
application is limited in such manner that the tax levied by the State of source of the dividends is the
same whether the dividends are received by a permanenlisbstant of a company which is a
resident of the other State or are received directly by suchgaogm

C. Structure and rate of tax

3655. In countries where enterprises, mainly companies, are charged a tax on their profits which
is specific to them, the provisions of paragraph 3 raise, with regard to the rate applicable in the case
of permanent aablishmentsespecialy-difficult-and-delicateproblems—which-here-too-arise from
the-faet-thasome specific issues related to the fact tia permanent establishment is only a part

of a legal entity which is not under the jurisdiction of the Statere/the permanent establishment

is situated.

3756. When the taxation of profits made by companies which are residentgiwénaState is
calculated according to a progressive scale of rates, such a scale should, in principle, be applied to
permanent estdéibhments situated in that State. If in applying the progressive scale, the permanent
establishment's State takes into account the profits of the whole company to which such a permanent
establisment belongs, such a rule would not appear to conflict thighequal treatment rule, since
resident companies are in fact treated in the same way (cirgaings5, 56 and 79 of the
Commentary on Articles 28 and 23B). States that tax their own companies in this way could
therefore define in their bilateral meentions the treatment applicable to permanent estataigs.

3857. When a system of taxation based on a progressive scale of rates includebat a minimum

rate is applicable to permanent establishments, it canndiib®ed a priori that such arule is
incompatible with the equal treatment principle. The profits of the whole enterprise to which the
permanent estéibhment belongs should be taken into account in determining the rate applicable
according to the progressive scale. The provisioiseofirst sentence of paragraph 3 are not observed
only if the minimum rate is higher.
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3958. However, even if the profits of the whole enterprise to which the permanent establishment
belongs are taken into account when applying either a progressigeocates or a minimum rate,

this should not conflict with the principle of the distinct and separate enterprise, according to which the
profits of the permanent establishment must be determined under paragraph 2 of Article 7. The
minimum amount of the xalevied in the State where the permanent establishment is situated is,
therefore, the amount which would be due if it wermistinct and separate enterprise, without
reference to the profits of the whole enterprise to which it belongs. The State wheerrtfanent
establishment is situated is, therefore, justified in applying the progressive scale applicable to resident
enterprises solely to the profits of the permanent ksttaient, leaving aside the profits of the whole
enterprise when the latter dess than those of the permanent establishment. This State may likewise
tax the profits of the permanent establishment at a minimum rate, provided that the same rate applies
also to resident enterprises, even if taking into account the profits of the @ritelprise to which it
belongs would result in a lower amount of tax, or no taatlat

generally
in some
ectly

esident in
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59. Since a permanent establishment, by its very nature, does not distribute dividends, the tax
treatment of distributions made by the enterprise to which the permanent establishment belongs

is therefore outgle the scope of paragraph 3. Paragraph 3 is restricted to the taxation of the

profits from the activities of the permanent establishment itself and does not extend to the
taxation of the enterprise as a whole. This is confirmed by the second sentence patiagraph,

which confirms that tax aspects related to the taxpayer that owns the permanent establishment,

such as personal allowances and deductions, are outside the scope of the paragraph. Thus, issues
related to various systems for the integration df € cor porate and sharehc
advance corporate tax, précompte mobilier, computation of franked income and related dividend

tax credits) are outside the scope of the paragraph.

60. In some States, the profits of a permanent establishment ofeaterprise of another
Contracting State are taxed at a higher rate than the profits of enterprises of that State. This
addi tional t ax, someti mes referred to as a fibi
subsidiary of the foreign enterprise eaed the same profits as the permanent establishment and
subsequently distributed these profits as a dividend, an additional tax would be levied on these
dividends in accordance with paragraph 2 of Article 10. Where such tax is simply expressed as an
additional tax payable on the profits of the permanent establishment, it must be considered as a

tax levied on the profits of the activities of the permanent establishment itself and not as a tax on

the enterprise in its capacity as owner of the permanent esshbient. Such a tax would

therefore be contrary to paragraph 3.

61. That situation must, however, be distinguished from that of a tax that would be imposed

on amounts deducted, for instance as interest, in computing the profits of a permanent
establishmerg (e . g. Aibranch | evel interest taxo); i n
permanent establishment itself but, rather, on the enterprise to which the interest is considered to

be paid and would therefore be outside the scope of paragraph 3efdépg on the
circumstances, however, other provisions, such as those of Articles 7 and 11, may be relevant in
determining whether such a tax is allowed by the Convention; see the last sentence of paragraph

4).

D. Withholding tax on dividends, interest andyalties received by a permanent establishment

4462. When permanent establishments receive dividends, interest, or royalties such income, by virtue
of paragraph 4 of Articles 10 and 11 and paragraph 3 of Article 12, respectively, comes under the
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provisons of Article 7 and consgientlyd subject to the observations made in parag&i above
as regards dividends received on holdings of permanent establishnfalis to be included in the
taxable profits of such permanent establishments (cf. pare@eap-of the Commentary on Article 7).

4563. According to the respective Commentaries on the abwmioned praisions of Articles 10,

11 and 12 (cf. respectively paragraphs 31, 24 and 20), these provisions dispense the State of source of
the dividends,interest or royalties received by the permanent establishment from applying any
limitation provided for in those Articles, which meafis and this is the generally accepted inter
pretationd that they leave completely unaffected the right of the Stateuofs, where the permanent
establishment is situated, to apply its withholding tax at the full rate.

4664. Whilst this approach does not create any problems with regard to the provisions of paragraph 3
of Article 24 in the case of countries where a hitlding tax is levied on all such income, whether the

latter be paid to residents (permanent establishments, like resident enterprises, being allowed to set
such withholding tax off against the tax on profits due by virtue of Article 7) or toasmtents

(subject to the limitations provided for in Articles 10, 11 and 12), the position is different when
withholding tax is applied exclusively to income paid to-nesidents.

4765. In this latter case, in fact, it seems difficult to reconcile the levyitfhwiding tax with the
principle set out in paragraph 3 that for the purpose of taxing the income which is derived from their
activity, or which is normally connected withdt as is recognised to be the case with dividends,
interest and royalties refexd to in pargraph 4 of Articles 10 and 11 and in paragraph 3 of Article 12

0 permanent establigents must be treated as resident enterprises and hence in respect of such
income be subjected to tax on profits solely.

4866. In any case, it is for Coratcting States which have this difficulty to settle it in bilateral
negotiations in the light of their peculiar circumstances.

E. Credit for foreign tax

4967. In a related context, whdareign income is included in the profits attributable sopermanent
establishmenteceivesforeignincome-which-is-included-in-tstaxable-prafits right by virtue of the

same principle to grant to the permanent establishment credit for foreign tax borne by such income
when such credis granted to resident entegas under domestic laws.

5068. If in a Contracting State (A) in which is situated a permanent estalglighof an enterprise

of the other Contracting State (B), credit for tax levied thia State (C) can be allowed only by
virtue of a conventionthen the more general question arises as to the extension to permanent
establishments of the benefit afedit provisions included irtax conventions concluded with third
StatesWhilst the permanent establishment is not itself a person and is therefoteentitled to the
benefits of these tax conventionshis issue is relevant to the taxation on the permanent
establishmentThis question is examined belaw ; the particular case of dividends; interestand

royalties-being-dealtwith-in-payeaphsbl.

F. Extension to permanent establishments of the benefit of the credit provisions of double
taxation conventions concluded with third States

5169, When the permanent establishment in a Contracting State of a resident enterprise of another
Contracting Stte receives dividenas; interestorreyaltiesfrom a third State, then the question arises as

67



to whether and to what extent the ContraciState in which the permanent establishment is situated
should credit the tax that cannot be recovered fronhitteState.

5270. There is agreement that double taxation arises in these situations and that some method of
relief should be found. The majority of Member countries are able to grant credit in these cases on the
basis of their domestic law or under paegalp 3. States that canrgive credit in such a way or that

wish to clarify the situation may wish to supplement the provision in their convention with the
Contracting State in which the enterprise is resident by wording that allows the State in which the
permanent establishment is situated to credit the tax liabilitheinState in which the income
originates to an amount that does not exceed the amount that resident enterprises in the Contracting
State in which the permanent establishment is situatediaen on the basis of the Contracting State's
convention with the third State. If the tax that cannot be recovered under the convention between the
third State and the State of residence of the enterprise which has a permanent establishment in the
other Contracting State is lower than that under the convention between the third State and the
Contracting State in which the permanent establishment is situated, then only the lower tax collected
in the third State shall be credited. This result would be eetiby adding the following words after

the first sentence of paragraph 3:

When a permanent establishment in a Contracting State of an enterprise of the other Contracting
State receives dividends; interesterroyaltiesfrom a third State and thelding or debtclaim
right-orthe-asseah respect of which the dividends, interestorroyaltiesare paid is effectively

connected with that permanent establishment, thenfiesitioned State shall grant a tax credit in

respect of the tax paid in the thirchfét on the dividendsr; interestor+royalties as the case may

be, by applying the rate of tax provided in the convention with respect to taxes on income and
capital between the State of which the enterprise is a resident and the third State. However, the
amount of the credit shall not exceed the amount that an enterprise that is a resident of the first
menti oned State can claim under that St at ed:
State.

If the convention also provides for other categoriekincome that may be taxed in the State in
which they arise and for which credit should be given (e.g. royalties, in some conventions), the
above provision should be amended to also cover these.

5371. Where a permanent establishment situated in a Cdngatate of an enterprise resident of
another Contracting State (the State of residence) receives dividends, interest or royalties from a third
State (the State of source) and, according to the procedure agreed to between the State of residence and
the Sate of source, a certificate of domicile is requested by the State of source for the application of
the withholding tax at the rate provided for in the convention between the State of source and the State
of residence, this certificate must be issued lyldtter State. Whilst this procedure may be useful
where the State @ésidence employs the credit method, it seems to serve no purposes where that State
uses the exemption method as the income from the third State is not ligdleiriothe State of
resdence of the enterprise. On the other hand, the State in which the permanent establishment is
located could benefit from being involvedtire certification procedure as this procedure would
provide useful information for audit purposes. Another questiaharises with triangular cases is that

of abuses. If the Contracting State of which the enterprise is a resident exempts from tax the profits of
the permanent establishment located in the other Contracting State, there is a danger that the enterprise
will transfer assets such sisares, bonds or patents to permanent establishments in States that offer
very favourable tax treatment, and in certain circumstances the resulting income may not be taxed in
any of the three States. To prevent such practicashwiray beaegarded as abusive, a provision can

be included in the convention between $tate of which the enterprise is a resident and the third State

(the State of source) stating that an enterprise can claim the benefits of the conventiothenly if
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income obtained by the permanent establishment situated in the other State is taxed normally in the
State of the permanent establishment.

5472. In addition to the typical triangular case considered here, other triangular cases arise,
particularly that inwhich the State of the enterprise is also the State from which the income ascribable

to the permanent establishment in the other State originates (see also paragraph 5 of the Commentary
on Article 21). States can settle these matters in bilateral neguagiati

Paragraph 4

5573. This paragraph is designed to end a particular form of disctimineesulting from the fact

that in certain countries the deduction of interest, royalties and other disbursements allowed without
restriction when the recipientiigsident, is restricted or even prohibited when he is aegident. The

same situation may also be found in the sphere of capital taxation, as regards debts contracted to a non
resident. It is however open to Contracting States to modify this provisioifateral conventions to

avoid its use for tax avoidance purposes.

5674. Paragrapl does not prohibit the country of the borrovirem-treating-irterest-as-a-dividend

wnderfrom applyingits domestic rules on thin capitalisation insofar as theseampatible with
paragraph 1 of Articl® or paragraph 6 of Articlél. However, if such treatment results from rules
which are not compatible with the said Articles and which only apply teresident creditors (to
the exclusion of resident creditors), th&uch treatment is prohibited by paragrdph

75.  Also, paragraph4 does not prohibit additional information requirements with respect to
payments made to neresidents since these requirements are intended to ensure similar levels of
compliance and veritation in the case of payments to residents and wiesidents.

Paragraph 5

5776. This paragraph forbids a Contracting State to give less favourable treatment to an enterprise, the
capital of which is owned or controlled, wholly or partly, directly aliriectly, by one or more residents

of the other Contracting State. This provision, and the discrimination which it puts an end to, relates to the
taxation only of enterprises and not of the persons owning or controlling their capital. Its object therefore

is to ensure equal treatment for taxpayers residititgeisame State, and not to subject foreign capital, in

the hands of the partners or shareholders, to identical treatment to that applied to domaktic capi

77. Since the paragraph relates only the taxation ofresidententerprises and not to that of

the persons owning or controlling their capital, it follows that it cannot be interpreted to extend
the benefits of rules that take account of the relationship betweeasadententerprise and other
residententerprises (e.g. rules that allow consolidation, transfer of losses offteg transfer of
property between companies under common ownership). For example, if the domestic tax law of
one State allows a resident company to consolidate its incontle twat of a resident parent
company, paragraph 5 cannot have the effect to force the State to allow such consolidation
between a resident company and a nmsident parent company. This would require comparing
the combined treatment of gesidententerprise and the nonresident that owns its capital with
that of aresidententerprise of the same Stasnd the resident that owns its capital, something
that clearly goes beyond the taxation of thesidententerprisealone.
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78. Also, because paragraph 5 mmed at ensuring that all resident companies are treated
equally regardless of who owns or control their capital and does not seek to ensure that
distributions to residents and neresidents are treated in the same way (see paragraph 76 above),
it follows that withholding tax obligations that are imposed on a resident company with respect to
dividends paid to nonesident shareholders but not with respect to dividends paid to resident
shareholders cannot be considered to violate paragraph 5. In that dheedifferent treatment is

not dependent on the fact that the capital of the company is owned or controlled byesdents

but, rather, on the fact that dividends paid to neasidents are taxed differently. A similar
example would be that of a State thigvies a tax on resident companies that make distributions
to their shareholders regardless of whether or not they are residents ormasients, but which,

in order to avoid a multiple application of that tax, would not apply it to distributions maale t
related resident companies that are themselves subject to the tax upon their own distributions.
The fact that the latter exemption would not apply to distributions to fwresident companies
should not be considered to violate paragraph 5. In that casés not because the capital of the
resident company is owned or controlled by nmsidents that it is treated differently; it is
because it makes distributions to companies that, under the provisions of the treaty, cannot be
subjected to the same tax winahey redistribute the dividends received from that resident
company. In this example, all resident companies are treated the same way regardless of who
owns or controls their capital and the different treatment is restricted to cases where distributions
are made in circumstances where the distribution tax could be avoided.

Sﬂtce the paragraph prevents the dlscrlmlnatlon
of a resident enterprise that is solely lason who owns or controls the capital of that enterprise,
it would not prima facie be relevant with respect to rules that provide for a different treatment of
an enterprise based on whether it pays interest to resident or-msident creditors. The
paragaph is not concerned with rules based on a debtoeditor relationship as long as the
different treatment resulting from the rules is not based on whether or not-nesidents own or
control, wholly or partly, directly or indirectly, the capital of thenerprise. For example, if under
a Statebs domestic thin capitalisation rul es,
paid to a nonresident associated enterprise, that rule would not be in violation of paragraph 5
even where it would bepplied to payments of interest made to a creditor that would own or
control the capital of the enterprise, provided that the treatment would be the same if the interest
had been paid to a nonesident associated enterprise that did not itself own or cordiroy of the
capital of the payer. Clearly, however, such a domestic law rule could be in violation of
paragraph 4 to the extent that different conditions would apply for the deduction of interest paid
to residents and nomesidents and it will therefore & important to determine, for purposes of
that paragraph, whether the application of the rule is compatible wite provisions of
paragraph 1 of Artlcle9 or paragraph 6 of Artlclell (see paragraph 74 abovd?aragrapt%

retatren—te—the—eleeluetlen—ef—mterewls Would also be |mportant for purposes of paragraph 5in
the case of thin capitalisation rules that would apply only to enterprises of a Contracting State the
capital of which is wholly or partly owned or contiled, directly or indirectly, by nomresidents.
Indeed, since the provisions of paragraph 1 of Arti€eor paragraph 6 of Articlell form part of

the context in which paragraph 5 must be read (as required by Article 31 of the Vienna
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Convention on the Lawof Treaties), adjustments which are compatible with these provisions
could not be considered to violate the provisions of paragraph 5

5980. In the case of transfer pricing enquiries, almost all Member countries consider that additional
information requiements which would be more stringent than the normal requirements, or even a
reversal of the burden of proof, would monhstitute discrimination within the meaning of the Article.

Paragraph 6

6081. This paragraph states that the scope of the Articletisestricted by the provisions of Article
2. The Article therefore applies to taxes of every kind and description levied by, or on behalf of, the
State, its political sutivisions or local authorities.

Observations on the Commentary

8261. The interpredtion given in paragrapl&8-and-3%7 and 58above is not endorsed Bermany
the tax laws of which require the application of a minimum rate on xely inbound sources with
respect to nomesidents; the minimum rate is close to the lower end gfrthgressive tax scale.

8362 The United State®bserves that its nemesident citizens are not in the same circumstances as
other norresidents, since the United States taxes itsresident citizens on their worldwide income.

8463. With respect tgaragraply 153, theNetherlandsacknowledges that States may wish to include

in their bilateral conventions a provision to assure that the benefits of the Convention are denied in
Atriangul ar c as es @s abisivec Ih drafliagy proliseotige thig howeler,dhe
starting point should always be that the benefits of the Convention can be claimed unless the situation
is regarded to be abusive. Further the Netherlands would like to express the opinion that the notion
Anor mal | y t dguoedtod servesas & deaisivedamdmark in detengiiwhether a situation

is abusive or not.

Reservations on the Article
8564. Awustralia,CanadaandNew Zealandeserve their positions on this Article.
86. Australia reserves the right to propose amendrteeto ensure that Australia can continue
to apply certain provisions of its domestic law relating to deductions for R&D and withholding
tax collection.
8765. TheUnited Stateseserves its right to apply its branch tax.
Paragraph 1
8866. France wishes toreserve the possibility of applying the provisions of paragtaphly to
individuals, in view of the French case law and of the fact that paragraphs 3, 4 and 5 already provide
companies with wide protection against discrimination.

89%7. TheUnited Kinglomreserves its position on the second sentence of paragraph

Paragraph 2
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9068. Switzerlandeserves the right not to insert paragraph 2 in its conventions.
Paragraph-3

69— {Deleted]

Paragraph 4

9170. Franceaccepts the provisions of paragraph 4Wishes to reserve the possibility of applying
the provisions in its domestic laws relative to the limitatnhe deduction of interest paid by a
French company taneassociated or relateBbreignparentompany.

71— [Beleted]
Paragraph 6

9272 Greece, Ireland, Luxembourgand the United Kingdomreserve the right to restrict the
application of the Article to taxes covered by the Convention.

Changes to the Commentary on Article 25

65. Replace the Commentary on ArgcR5 by the following (including the new Annex to the
Commentary on Article 25):

COMMENTARY ON ARTICLE 25
CONCERNING THE MUTUAL AGREEMENT PROCEDURE

l. Preliminary remarks

1 This Article institutes a mutual agreement procedure for resolving difficulties arising out of the
application of the Convention in the broadest sensigeeaierm.

2. It provides first, in paragraphs 1 and 2, that the competent authorities shall endeavour by mutual
agreement to resolve the situation of taxpayers subjected to taxation not in accordance with the
provisions of the Conwveion.

3. It also, in paragraph 3, invites and authorises the competent authorities of the two States to
resolve by mutual agreement problems relating to thepirgtiation or application of the Convention

and, furthermore, to conuwogether for the elimination of double taxation in cases not provided for in
the Convetion.

4. Finally,—aAs regards the practical operation of the mutual agreement procedure, the Article,
in paragraph 4, merely authorises the competent authoritieortonuncate with each other
directly, without going through diplomatic channels, and, if it seems advisable to them, to have an
oral exchange of opinions through a joint commission appointed especially for the purpose. Article
26 applies to the exchangéd information for the purposes of the provisions of this Article. The
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confidentiality of information exchanged for the purposes of a mutual agreement procedure is thus
ensured

5. Finally, paragraph 5 provides a mechanism that allows a taxpayer to e=guthe
arbitration of unresolved issues that have prevented competent authorities from reaching a
mutual agreement within two years. Whildt¢ mutual agreement procedure provides a generally
effective and efficient method of resolving disputes arisingder the Convention, there may be
cases where the competent authorities are unable to agree that the taxation by both States is in
accordance with the Convention. The arbitration process provideduieder paragraph 5 allows

such cases to be resolved byoaling an independent decision of the unresolved issues, thereby
allowing a mutual agreement to be reached. This process is an integral part of the mutual
agreement procedure and does not constitute an alternative route to solving disputes concerning
the goplication of the Convention.

5:6. Since the Article merely lays down general rules concerning the mutual agreement procedure,
the commentsiow—follewingoelow are intended to clarify the purpose of such rules, and also to
amplify them, if necessary, by fegring, in particular, to the ruleand practicesfollowed at
international level in the conduct of mutual agreement procedures or at the internal level in the conduct
of the procedures which exist in most OECD Member countries for dealing with dispaited c
regarding taxesln particular, since paragraph 5 expressly requires the competent authorities to
agree on the mode of application of the arbitration process that it provides, the comments below
discuss in detail various procedural aspects of thabqass. An annex to thi€ommentary contains

a sample form of agreement that the competent authorities may use as a basis for settling the
mode of application of the arbitration process; that annex addresses various structural and
procedural issues, discuses the various provisions of the sample agreement and, in some cases,
put forward alternatives.

Il. Commentary on the provisions of the Article
Paragraphs 1 and 2

6:7. The rules laid down in paragraphs 1 and 2 provide for the elimination in a @arteske of
taxation which does not accord with the Convention. As is known, in such cases it is normally open to
taxpayers to litigate in the tax court, either immediately or upon the dismissal of their objections by the
taxation authorities. When taxatiowt in accordance with the Convention arises from an incorrect
application of the Convention in both States, taxpayers are then obliged to litigate in each State, with
all the disaglantages and uncertainties that such a situation entails. So paragnagbslavailable to
taxpayers affected, without depriving them of the ordinary legal remedies available, a procedure which
is called the mutual agreement procedure because it is aimed, in its second stage, at resolving the
dispute on ammicableagreedbass, i.e. by agreement between competent authorities, the first stage
being conducted exclusively in the State of residence (except where the procedure for the application
of paragraph 1 of Article 24 is set in motion by the taxpayer in the State of whih hational) from

the presentation of the objection up to the decision taken regarding it by the competent authority on the
matter.

#8. In any case, the mutual agreement procedure is clearly a special procedure outside the domestic
law. It follows tha it can be set in motion solely in cases coming within paragraph 1, i.e. cases where tax
has been charged, or is going to be charged, in disregard of the provisions of the Convention. So where a
charge of tax has been made contrary both to the Convantibine domestic law, this case is amenable

to the mutual agreement procedure to the extent only that the Convention is affected, unless a connecting
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link exists between the rules of the Convention and the rules of the domestic law which have been
misapplied.

8.9. In practice, the procedure applies to c@sdsy far the most numeusd where the measure in
question leads to double taxation which it is the specific purpose of the Convention to avoid. Among
the most common cases, mention must be made @iltbeing:

0 the questions relating to attribution to a permanent establishment of a proportion of the
executive and general administrative expenses incurred by the enterprise, under paragraph 3
of Article 7;

0 the taxation in the State of the pagerin case of a special relatisimp between the payer and
the beneficial owned of the excess part of interest and royalties, under the provisions of
Article 9, paragraph 6 of Article 11 or paragraph 4 of Article 12;

& cases of application of legislation tead with thin capitalisation when the State of the debtor
company has treated interest as dividends, insofar as such treatment is based on clauses of a
convention corresponding for example to Artigler paragraph 6 of Articl&l;

0 cases where lack offormation as to the taxpayer's actual situation has led to misapplication
of the Convention, especially in regard to the determination of residence (paragraph 2 of
Article 4), the existence of a permanent establishment (Article 5), or the temporaryohature
the services performed by an employee (paragraph 2 of Article 15).

9.10. Article 25 also provides machinery to enable competent authorities to consult with each other with
a view to resolving, in the context of transfer pricing problems, not onhlgons of juridical double
taxation but also those of economic double taxation, and especially those resulting from the inclusion of
profits of associated enterprises under paradtaghtArticle 9; the corresponding adjustments to be made

in pursuance of gragrapl2 of the same Article thus fall within the scope of the mutual agreement
procedure, both as concerns assessing whether they afeundibd and for determining their amount.

1011. This in fact is implicit in the wording of paragraph 2 of Artidewhen the bilateral
convention in question contains a clause of this type. When the bilateral convention does not contain
rules similar to those of paragraph 2 of Article 9 (as is usually the case for conventions signed
before 1977) the mere fact thatr@acting States inserted in the convention the text of Article 9, as
limited to the text of paragraphd which usually only confirms broadly similar rules existing in
domestic laws) indicates that the intention was to have economic double taxationecobgrthe
Convention. As a result, most Member countries consider that economic double taxation resulting
from adjustments made to profits by reason of transfer pricing is not in accordancée waftleast

0 the spirit of the convention and falls withinetlscope of the mutual agreement procedure set up
under Article 25]the rest of the existing paragraph becomes the last sentence of paragraph 12]

12.  Whilst the mutual agreement procedure has a clear role in dealing with issues arising as

to the sorts of djustments referred to in paragraph 2 of Article 9, it follows that even in the
absence of such a provision, States should be seeking to avoid double taxation, including by
giving corresponding adjustments in cases of the type contemplated in paragrapthist there

may be some difference of view, States would therefore generally regard a taxpalyated

mutual agreement procedure based upon economic double taxation contrary to the terms of
Article 9 as encompassing issues of whether a correspondingistichent should have been
provided, even in the absence of a provision similar to paragraph 2 of Articlstates which do

not share this view do, however, in practice, find the means of remedying economic double taxation
in most cases involvingona fidecompanies by making use of provisions in their domestic laws.
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1113 The mutual agreement procedure is also applicable in the absence of any double taxation
contrary to the Convention, once the taxation in dispute is in direct contravention of a e in t
Convention. Such is the case when one State taxes a particular class of income in respect of which the
Convention gives an exclusive right to tax to the other State even though the latter is unable to exercise
it owing to a gap in its domestic laws. Aher category of cases concerns persons who, being
nationals of one Contracting State but residents of the other State, are subjected in that other State to
taxation treatment which is discriminatory under the provisions of paragraph 1 of Article 24.

1214, It should be noted that the mutual agreement procedure, unlike the disputed claims
procedure under domestic law, can be set in motion by a taxpayer without waiting until the taxation
considered by him to be fnot i @en charged againstroc e wi
notified to him. To be able to set the procedure in motion, he must, and it is sufficient if he does,
establish that the fAactions of one or both of
that this taxation appeasas a risk which is not merely possible but probable. Such actions mean all

acts or decisions, whether of a legislative or a regulatory nature, and whether of general or
individual application, having as their direct and necessary consequence the chiarginggainst

the complainant contrary to the provisions of the Conveniibaos, for example, if a change to a
Contracting Statebs tax |l aw would result iin a
subjected to taxation not in accordance with ti@onvention, that person could set the mutual
agreement procedure in motion as soon as the law has been amended and that person has derived

the relevant income or it becomes probable that the person will derive that income. Other
examples include filing areturn in a self assessment system or the active examination of a
specific taxpayer reporting position in the course of an audit, to the extent that either event
creates the probability of taxation not in accordance with the Convent{ery. where the self
assessment reporting position the taxpayer i s
domestic law would, if proposed by that State as an assessment in-a@eibassessment regime,

give rise to the probability of taxation not in accordance with tl@onvention, or where
circumstances such as a Contracting Statebs p
significant likelihood that the active examination of a specific reporting position such as the
taxpayer 6s will | e atlht wiouwdd give riseptatise ordbaliilisy sfeaxasiomeoh t s

in accordance with the Convention)Another example might be a case where a Contracting
Statebs transfer pricing | aw r equiamaustgreatert ax p a )
than would resut from the actual prices used by the taxpayer in its transactions with a related
party, in order to comply with the armés | eng
whet her the taxpayerdés rel ated p a rustyentvinithel be
other Contracting State in the absence of a mutual agreement procedéiseindicated by the

opening words of paragraph 1, whether or not the actions of one or both of the Contracting States

will result in taxation not in accordance with th€Convention must be determined from the
perspective of the taxpayer. Whil st the taxpay
reasonable and must be based on facts that can be established, the tax authorities should not
refuse to consider a ragest under paragraph 1 merely because they consider that it has not been
proven (for example to domestic | aw standards
such taxation will occur.

15. Since the first steps in a mutual agreement proceduraynbe set in motion at a very
early stage based upon the mere probability of taxation not in accordance with the
Convention, the initiation of the procedure in this manner would not be considered the
presentation of the case to the competent authoritytfoe purposes of determining the start of
the twoeyear period referred to in paragraph 5 of the Article. Paragraph 8 of the annex to the

75



Commentary on Article 25 describes the circumstances in which that-year period
commences.

13.16. To be admissiblebjections presented under paragraph 1 must first meet a twofold requirement
expressly formulated in that paragraph: in principle, they must be presented to the competent authority
of the taxpayer's State of residence (except where the procedure fopltbatiap of paragraph 1 of

Article 24 is set in motion by the taxpayer in the State of which he is a national), and they must be so
presented within three years of the first notification of the action which gives rise to taxation which is
not in accordare with the Convention. The Convention does not lay down any special rule as to the
form of the objections. The competent authorities may prescribe special procedures which they feel to
be appropriate. If no special procedure has been specified, theaigenay be presented in the same

way as objections regarding taxes are presented to the tax authorities of the State concerned.

24.17. The requirement laid on the taxpayer to present his case to the competent authority of the State
of which he is a resaht (except where the procedure for the application of paragraph 1 of Article 24 is

set in motion by the taxpayer in the State of which he is a national) is of general application, regardless
of whether the taxation objected to has been charged in ththe asther State and regardless of
whether it has given rise to double taxation or not. If the taxpayer should have transferred his residence
to the other Contracting State subsequently to the measure or taxation objected to, he must nevertheless
still present his objection to the competent authority of the State of which he was a resident during the
year in respect of which such taxation has been or is going to be charged.

15.18. However, in the case already alluded to where a person who is a natiom&l Sfate but a

resident of the other complains of having been subjected in that other State to an action or taxation
which is discriminatory under pagaphl of Article 24, it appears more appropriate for obvious
reasons to allow him, by way of exceptito the general rule set forth above, to present his objection

to the competent authority of the Contracting State of which he is a national. Finally, it is to the same
competent authority that an objection has to be presented by a person who, whé#tghatresident

of a Contracting State, is a national of a Contracting State, and whose case comes under paragraph 1 of
Article 24.

16.19. On the other hand, Contracting States may, if they consider it preferable, give taxpayers the
option of presentingheir cases to the competent authority of either State. In such a case, paragraph 1
would have to be modified as follows:

1. Where a person considers that the actions of one or both of the Contracting States result or will
result for him in taxation noin accordance with the provisions of this Convention, he may,
irrespective of the remedies provided by the domestic law of those States, present his case to the
competent authority of either Contracting State. The case must be presented within three years
from the first notification of the action resulting in taxation not in accordance with the provisions

of the Convention.

1720. The time limit of three years set by the second sentence of paragraph 1 for presenting
objections is intended to protect adretriitions against late objections. This time limit must be
regarded as a minimum, so that Contracting States are left free to agree in their bilateral conventions
upon a longer period in the interests of taxpayers, e.g. on the analogy in particulatiroé thmits

laid down by their respective domestic regulations in regard to tax conventions. Contracting States may
omit the second sentence of paragraph 1 if they concur that their respective domestic regulations apply
automatically to such objections aate more favourable in their effects to the taxpayers affected,
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either because they allow a longer time for presenting objections or because they do not set any time
limits for such purpose.

1821. The provision fixing the starting point of the thwgmart i me | i mi t as the dée
notification of the action resulting in taxation not in accordance with the provisions of the
Conventiono shoul d be favoorabieto the taxpayet. Thus) evenhfesuctlwa y r
taxation should be directlgharged in pursuance of an administrative decision or action of general
application, the time limit begins to run only from the date of the notification of the individual
action giving rise to such taxation, that is to say, under the most favourabpratagon, from the

act of taxation itself, as evidenced by a notice of assessment or an official demand or other
instrument for the collection or levy of tajthe rest of the existing paragraph becomes part of the

new paragraph 24]Since a taxpayer hashe right to present a case as soon as the taxpayer
considers that taxation will result in taxation not in accordance with the provisions of the
Convention, whilst the thregear limit only begins when that result has materialised, there will

be cases wherthe taxpayer will have the right to initiate the mutual agreement procedure before

the threeyear time limit begins (see the examples of such a situation given in paragraph 14
above)

22. In most casest will be clear what constitutes the relevant noéi of assessment, official

demand or other instrument for the collection or levy of tax, and there will usually be domestic

|l aw rules governing when that notice is regard
to the time when the notice is sefitme of sending), a specific number of days after it is sent, the

time when it would be expected to arrive at the address it is sent to (both of which are times of
presumptive physical receipt), or the time when it is in fact physically received (timectfal

physical receipt). Where there are no such rules, either the time of actual physical receipt or,
where this is not sufficiently evidenced, the time when the notice would normally be expected to
have arrived at the relevant address should usuallytteated as the time of notification, bearing

in mind that this provision should be interpreted in the way mfastourableto the taxpayer.

23. In self assessment cases, there will usually be some notification effecting that assessment
(such as a noticef a liability or of denial or adjustment of a claim for refund), and generally the

time of notification, rather than the time when the taxpayer lodges the-asHessed return, would

be a starting point for the three year period to run. There may, howgbercases where there is

no notice of a liability or the 1I|ike. Il n such
time when the taxpayer would, in the normal course of events, be regarded as having been made
aware of the taxation that is irfact not in accordance with the Convention. This could, for
example, be when information recording the transfer of funds is first made available to a
taxpayer, such as in a bank balance or statement. The time begins to run whether or not the
taxpayer aatally regards the taxation, at that stage, as contrary to the Convention, provided that

a reasonably prudent person in the taxpayerds
stage that the taxation was not in accordance with the Convention. lchscases, notification of

the fact of taxation to the taxpayer is enough. Where, however, it is only the combination of the
self assessment with some other circumstance that would cause a reasonably prudent person in
the taxpayer 6s p dthe thxatiomwad contraryotathel Cortvention (suegh as a
judici al decision determining the imposition
contrary to the provisions of the Convention), the time begins to run only when the latter
circumstance materialises.

24. If the tax is levied by deduction at the source, the time limit begins to run from the moment
when the income is paid; however, if the taxpayer proves that only at a later date did he know that
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the deduction had been made, the time lmilit begin from that dateFurthermere—~Where it is the
combination of decisions or actions taken in both Contracting Stesedting that resultsin
taxation not in accordance with the Conventigrthe time limit begins to run only from the first
notification of the most recent decision or actiorhis means that where, for example, a
Contracting State levies a tax that is not in accordance with the Convention but the other State
provides relief for such tax pursuant to Article 23 A or Article B3sothat there is no double
taxation, a taxpayer will in practice often not initiate the mutual agreement procedure in relation
to the action of the first State. If, however, the other State subsequently notifies the taxpayer that
the relief is denied so thatlouble taxation now arises, a new time limit begins from that
noti ficati on, since t he combi ned actions of I
subjected to double taxation contrary to the provisions of the Convention. In some cases,
especiallyof this type, the records held by taxing authorities may have been routinely destroyed
before the period of the time limit ends, in accordance with the normal practice of one or both of
the States. The Convention obligations do not prevent such destmictir require a competent
authority to accept the taxpayerdés arguments w
be given the opportunity to supply the evidential deficiency, as the mutual agreement procedure
continues, to the extent domestiaw allows. In some cases, the other Contracting State may be
able to provide sufficient evidence, in accordance with Article 26 of the Model Tax Convention.
It is, of course, preferable that such records be retained by tax authorities for the full period
during which a taxpayer is able to seek to initiate the mutual agreement procedure in relation to
a particular matter.

25. The threeyear period continues to run during any domestic law (including administrative)
proceedings (e.g. a domestic appeal mssg). This could create difficulties by in effect requiring a
taxpayer to choose between domestic law and mutual agreement procedure remedies. Some
taxpayers may rely solely on the mutual agreement procedure, but many taxpayers will attempt to
address thes difficulties by initiating a mutual agreement procedure whilst simultaneously
initiating domestic law action, even though the domestic law process is initially not actively
pursued. This could result in mutual agreement procedure resources being ineffiti applied.
Where domestic law allows, some States may wish to specifically deal with this issue by allowing
for the threeyear (or longer) period to be suspended during the course of domestic law
proceedings. Two approaches, each of which is consisigith Article 25 are, on one hand,
requiring the taxpayer to initiate the mutual agreement procedure, with no suspension during
domestic proceedings, but with the competent authorities not entering into talks in earnest until
the domestic law action istally determined, or else, on the other hand, having the competent
authorities enter into talks, but without finally settling an agreement unless and until the
taxpayer agrees to withdraw domestic law actions. This second possibility is discussed at
paragraph 42 of this Commentary. In either of these cases, the taxpayer should be made aware
that the relevant approach is being taken. Whether or not a taxpayer considers that there is a
need to | odge a fAprotectiveodo appelalof donmestie r dor
limitation requirements for instituting domestic law actions) the preferred approach for all
parties is often that the mutual agreement procedure should be the initial focus for resolving the
taxpayero6s issues, albasisf or doing so on a bil at

26. Some States may deny the taxpayer the ability to initiate the mutual agreement procedure
under paragraph 1 of Article 25 in cases where the transactions to which the request relates are
regarded as abusive. This issue is closely relatedhtet | ssue of Ai mproper UuUSeE
discussed in paragraph 9.1 and following of the Commentary on Article 1. In the absence of a
special provision, there is no general rule denying perceived abusive situations going to the
mutual agreement procede, however The simple fact that a charge of tax is made under an
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avoidance provision of domestic law should not be a reason to deny access to mutual agreement.
However, where serious violations of domestic laws resulting in significant penalties amvies,

some States may wish to deny accesthomutual agreement procedureThe circumstances in
which a State would deny accessttee mutual agreement proceduighould be made clear in the
Convention.

27. Some States regard certain issues as not gpsible to resolution by the mutual agreement
procedure generally, or at least by taxpayeitiated mutual agreement procedure, because of
constitutional or other domestic law provisions or decisions. An example would be a case where
granting the taxpaye relief would be contrary to a final court decision that the tax authority is
required to adhere to under that Stateds consH
and other treaties is that domestic law, even domestic constitutional law, mmgsistify a failure

to meet treaty obligations, however. Article 27 of the Vienna Convention on the Law of Treaties
reflects this general principle of treaty law. It follows that any justification for what would
otherwise be a breach of the Conventionaus to be found in the terms of the Convention itself,

as interpreted in accordance with accepted tax treaty interpretation principles. Such a
justification would be rare, because it would not merely govern how a matter will be dealt with by
the two Statesonce the matter is within the mutual agreement procedure, but would instead
prevent the matter from even reaching the stage when it is considered by both States. Since such
a determination might in practice be reached by one of the States without catguitwith the
other, and since there might be a bilateral solution that therefore remains unconsidered, the view
that a matter is not susceptible of taxpayaitiated mutual agreement procedure should not be
lightly made, and needs to be supported by teems of the Convention as negotiated. A
competent authority relying upon a domestic law impediment as the reason for not allowing the
mutual agreement procedure to be initiated by a taxpayer should inform the other competent
authority of this and duly gplain the legal basis of its position. More usually, genuine domestic
law impediments will not prevent a matter from entering into the mutual agreement procedure,
but if they will clearly and unequivocally prevent a competent authority from resolvingitisee

in a way that avoids taxation of the taxpayer which is not in accordance with the Convention, and
there is no realistic chance of the other State resolving the issue for the taxpayer, then that
situation should be made public to taxpayers, so ttatfayers do not have false expectations as

to the likely outcomes of the procedure.

28. In other cases, initiation of the mutual agreement procedure may have been allowed but
domestic law issues that have arisen since the negotiation of the treaty nesepr a competent
authority from resolving, even in part, the issue raised by the taxpayer. Where such
developments have a legally constraining effect on the competent authority, so that bilateral
discussions can clearly not resolve the matter, most Stat@uld accept that this change of
circumstances is of such significance as to allow that competent authority to withdraw from the
procedure. In some cases, the difficulty may be only temporary however; such as whilst
rectifying legislation is enacted, ahin that case, the procedure should be suspended rather than
terminated. The two competent authorities will need to discuss the difficulty and its possible effect
on the mutual agreement procedure. There will also be situations where a decision wholly or
partially in the taxpayerods favour is binding
authorities but where there is still scope for mutual agreement discussions, such as for example
in one competent authorityosterdhoudprogderelet i ng t o

29. There is less justification for relying on domestic law for not implementing an agreement
reached as part of the mutual agreement procedure. The obligation of implementing such
agreements is unequivocally stated in the tlasentence of paragraph 2, and impediments to
implementation that were already existing should generally be built into the terms of the
agreement itself. As tax conventions are negotiated against a background of a changing body of
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domestic law that is sontienes difficult to predict, and as both parties are aware of this in
negotiating the original Convention and in reaching mutual agreements, subsequent unexpected
changes that alter the fundamental basis of a mutual agreement would generally be considered a
requiring revision of the agreement to the extent necessary. Obviously where there is a domestic

law development of this type, something that should only rarely occur, good faith obligations
require that it be notified as soon as possible, and there $hdoe a good faith effort to seek a

revised or new mutual agreement, to the extent the domestic law development allows. In these
cases, the taxpayerds request should be regard
being required from thaperson.

19.30. As regards the procedure itself, it is hecessary to consider briefly the two distinct stages into
which it is divided (cf. paragra@y above).

26:31. In the first stage, which opens with the presentation of the taxpayer's objectiquractmre

takes place exclusively at the level of dealings between him and the competent authorities of his State
of residence (except where the procedure for the application of paragraph 1 of Article 24 is set in
motion by the taxpayer in the State ofighhhe is a national). The provisions of paragraph 1 give the
taxpayer concerned the right to apply to the competent authority of the State of which he is a resident,
whether or not he has exhausted all the remedies available to him under the domestativof the

two States. On the other hand, that competent authority is under an obligation to consider whether the
objection is justified and, if it appears to be justified, take action on it in one of the two forms provided
for in paragraph 2.

21.32. If the competent authority duly approached recognises that the complaint is justified and
considers that the taxation complained of is due wholly or in part to a measure taken in the taxpayer's
State of residence, it must give the complainant satisfaesospeedily as possible by making such
adjustments or allowing such reliefs as appear to be justified. In this situation, the issue can be resolved
without resort to the mutual agreement procedure. On the other hand, it may be found useful to
exchange wws and information with the competent authority of the other Contracting State, in order,
for example, to confirm a given interpretation of the Convention.

22.33. If, however, it appears to that competent authority that the taxatigulaiosd of is da wholly

or in part to a measure taken in the other State, it will be incumbent on it, indeed it will be ds duty

as clearly appears by the terms of paragraph @ set in motion the mutual agreement procedure
proper. It is important that the authorily question carry out this duty as quickly as possible,
especially in cases where the profits of associated enterprises have been adjusted as a result of transfer
pricing adjustments.

23.34. A taxpayer is entitled to present his case under paragrapthé tmmpetent authority of the

State of which he is a resident whether or not he may also have made a claim or commenced litigation
under the domestic law of that State. If litigation is pending, the competent authority of the State of
residence should netait for the final adjudication, but should say whether it considers the case to be
eligible for the mutual agreement procedure. If it so decides, it has to determine whether it is itself able
to arrive at a satisfactory solution or whether the caseohzes submitted to the competent authority of

the other Contracting State. An application by a taxpayer to set the mutual agreement procedure in
motion should not be rejected without good reason.

24.35. If a claim has been finally adjudicated by a conrthie State of residence, a taxpayer may wish

even so to present or pursue a claim under the mutual agreement procedure. In some States, the
competent authority may be able to arrive at a satisfactory solution which departs from the court
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decision. In otheStates, the competent authority is bound by the court decision. It may niegsrthe
present the case to the competent authority of the other Contracting State and ask the latter to take
measures for avoiding double taxation.

25.36. In its second stagé which opens with the approach to the competent authority of the other
State by the competent authority to which the taxpayer has applied procedure is henceforward at
the level of dealings between States, as if, so to speak, the State to wicimmpiteant was presented
had given it its backing. Buthilewnhilst this procedure is indisputably a procedure between States, it
may, on the other hand, be asked:

8 whether, as the title of the Article and the terms employed in the first sentence cparagr
2 suggest, it is no more than a simple procedure of mutual agreement, or constitutes the
implementation of gpactum de contrahendaying on the parties a mere duty to negotiate
but in no way laying on them a duty to reach agreement;

0 or whether onhe contrary, it is to be regardeohéed on the existence of the arbitration
process provided for in paragraph 5 to address unresolved issues theassumptionf
eeursethat it-the proceduretakes place within the framework of a joint commission) as a
procedure of a jurisdictional nature laying on the parties a duty to resolve the dispute.

26.37. Paragraph 2 no doubt entails a duty to negotiate; but as far as reaching mutual agreement
through the procedure is concerned, the competent authoritiesdimea duty merely to use their best

endeavours and not to achleve a redﬁuwever—eemraetmgétares—eelw—agree—en—a—mere far

annexed—te—the—@envenﬂorﬁ’aragraph 5, however provrdes a mechanrsm that vaillow an
agreement to be reached even if there are issues on which the competent authorities have been
unable to reach agreement through negotiations.

2%38. In seeking a mutual agreement, the competent authorities must first, of course, determine their
position in the light of the rules of their respective taxation laws and of the provisions of the
Convention, which are as binding on them as much as they are on the taxpayer. Should the strict
application of such rules or provisions preclude any agreertenfty reasonably be held that the
competent authorities, as in the case of international arbitration, can, subsidiarily, have regard to
considerations of equity in order to give the taxpayer sdiisfac

28.39. The purpose of the last sentence abgeaph 2 is to enable countries with time limits relating

to adjustments of assessments and tax refunds in their domestic law to give effect to an agreement
despite such time limits. This provision does not prevent, however, such States as are not, on
corstitutioral or other legal grounds, able to overrule the time limits in the domestic law from inserting

in the mutual agreement itself such time limits as are adapted to their internal statute of limitation. In
certain extreme cases, a Contracting Staty prefer not to enter into a mutual agreement, the
implementation of which would require that the internal statute of limitation had to be disregarded.

Apart from time | imits there may exi st otoher ob

an agreement. Contracting States are free to agree on firm provisions for the removal of such obstacles.
As regards the practical implementation of the procedure, it is generally recommended that every effort
should be made by tax administrations teuga that as far as possible the mutual agreement procedure

is not in any case frustrated by operational delays or, where time limits would be in point, by the
combined effects of time limits and operational delays.
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2940. The Committee on Fiscal Affairmade a number of recommendations on the problems raised
by corresponding adjustments of profits following transfer pricing adjustments (implementation of
paragraphg4 and 2 of Articleéd) and of the difficulties of applying the mutual agreement procedure t
such situations:

a) Tax authorities should notify taxpayers as soon as possible of their intention to make a transfer
pricing adjustment (and, where the date of any such notification may be important, to ensure
that a clear formal notification is gives 8oon as possible), since it is particularly useful to
ensure as early and as full contacts as possible on all relevant matters between tax authorities
and taxpayers within the same jurisdiction and, across national frontiers, between the
associated entarises and tax authorities concerned.

b) Competent authorities should communicate with each other in these matters in as flexible a
manner as possible, whether in writing, by telephone, or bytédeee or roundhetable
discussion, whichever is mostitable, and should seek to develop the most effective ways of
solving relevant problems. Use of the provisions of Article 26 on the exchange of information
should be encouraged in order to assist the competent authority in havirdeveddiped
factual inbrmation on which a decision can be made.

¢) In the course of mutual agreement proceedings on transfer pricing matters, the taxpayers
concerned should be given every reasonable opportunity to present the relevant facts and
arguments to the competent auttes both in writing and orally.

30641. As regards the mutual agreement procedure in general, the Committee recommended that:

a) The formalities involved in instituting and operating the mutual agreement procedure should be
kept to a minimum and any uecessary formalities eliminated.

b) Mutual agreement cases should each be settled on their individual merits and not by reference
to any balance of the results in other cases.

c) Competent authorities should, where appropriate, formulate and publicisestidonues,
guidelines and procedures concerning use of the mutual agreement procedure.

3142. Finally-tThe case may arise where a mutual agreement is concluded in relation to a taxpayer
who has brought a suit for the same purpose in the competehio€aither Contracting State and

such suit is still pending. In such a case, there would be no grounds for rejecting a request by a
taxpayer that he be allowed to defer acceptance of the solution agreed upon as a result of the mutual
agreement procedutmtil the court had delivered its judgment iattbuit stilbpending [the rest of the

existing paragraph becomes the last part of paragraph 45, with some modificatilsos]a view

that competent authorities might reasonably take is that where thetaxpa 6 s sui t i s oni
the particular issue upon which mutual agreement is sought by that same taxpayer, discussions of

any depth at the competent authority level should await a court decisiof. t he t axpayer o
for a mutual agreementprocedue applied to different tax years than the court action, but to
essentially the same factual and legal issues, so that the court outcome would in practice be
expected to affect the treatment of the taxpayer in years not specifically the subject of ditigttie

position might be the same, in practice, as for the cases just mentioned. In either case, awaiting a
court decision or otherwise holding a mutual agreement procedure in abeyance whilst formalised
domestic recourse proceedings are underway will imftinge upon, or cause time to expire from,

the twoyear period referred to in paragraph 5 of the ArticleOf course, if competent authorities

consider, in either case, that the matter might be resolved notwithstanding the domestic law
proceedings (beasse, for example, the competent authority where the court action is taken will not

be bound or constrained by the court decision) then the mutual agreement procedure may proceed

as normal.
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43. The situation is also different if there is a suit ongoing @m issue, but the suit has been
taken by another taxpayer than the one who is seeking to initiate the mutual agreement procedure.
In principle, if the case of the taxpayer seeking the mutual agreement procedure supports action by
one or both competent alorities to prevent taxation not in accordance with the Convention, that
should not be unduly delayed pending a general clarification of the law at the instance of another
taxpayer- although the taxpayer seeking mutual agreement might agree to this ittagfication is

|l i kely to favour that taxpayerodés case. I n ot he

part of a mutual agreement procedure may be justified in all the circumstances, but the competent
authorities should as far as possible &e® prevent disadvantage to the taxpayer seeking mutual
agreement in such a case. This could be done, where domestic law allows, by deferring payment of
the amount outstanding during the course of the delay, or at least during that part of the delay
whichi s beyond the taxpayerb6s control

44.  Depending upon domestic procedures, the choice of redress is normally that of the taxpayer
and in most cases it is the domestic recourse provisions such as appeals or court proceedings that
are held in abeyance in faour of the less formal and bilateral nature of mutual agreement
procedure.

45.  As noted above, there may be a pending suit by the taxpayer on an issue, or else the taxpayer
may have preserved the right to take such domestic law action, yet the compeathotities might

still consider that an agreement can be reached. In such cases, it is, how@rdhe-otherhand-t is
necessary to take into account the concerthefa particular competent authority to avoid any
divergence or contradictios betwe the decision of the court and the mutual agreethanis being

sought with the difficulties or risks of abuse that $hecould entail. In short, thereforé-seems
normakthathe implementation aucha mutual agreement shouldrmally be made subgt:

0 to the acceptance of such mutual agreement by the taxpayer, and
0 to the t axpay bigthesuit atiatv bodceraingree-thosepdints settled in the
mutual agreement.

46. Some States take the view that a mutual agreement procedurng mo& be initiated by a
taxpayer unless and until payment of all or a specified portion of the tax amount in dispute has
been made. They consider that the requirement for payment of outstanding taxes, subject to
repayment in whole or in part depending ome outcome of the procedure, is an essentially
procedural matter not governed by Article 25, and is therefore consistent with it. A contrary view,
held by many States, is that Article 25 indicates all that a taxpayer must do before the procedure
is initiated, and that it imposes no such requirement. Those States find support for their view in
the fact that the procedure may be implemented even before the taxpayer has been charged to tax
or notified of a liability (as noted at paragraph 14 above) and in theceptance that there is
clearly no such requirement for a procedure initiated by a competent authority under
paragraph3.

47. Article 25 gives no absolutely clear answer as to whether a taxpaygated mutual
agreement procedure may be denied on Hasis that there has not been the necessary payment
of all or part of the tax in dispute. However, whatever view is taken on this point, in the
implementation of the Article it should be recognised that the mutual agreement procedure
supports the substaive provisions of the Convention and that the text of Article 25 should
therefore be mderstood in its context and in the light of the object and purposes of the Convention,
including avoiding double taxation and the prevention of fiscal evasion and avwéa States
therefore should as far as possible take into account the cash flow and possible double taxation
issues in requiring advance payment of an amount that the taxpayer contends was at least in part
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levied contrary to the terms of the relevant Cemiion. As a minimumpayment of outstanding tax

should not be a requirement to initiate the mutual agreement procedure if it is not a requirement
before initiating domestic law review. It also appears, as a minimum, that if the mutual
agreement proceduré s i nitiated prior to the taxpayerds
assessment), a payment should only be required once that charge to tax has occurred.

48. There are several reasons why suspension of the collection of tax pending resolution of a
mutual agreement procedure can be a desirable policy, although many States may require
legislative changes for the purpose of its implementation. Any requirement to pay a tax
assessment specifically as a condition of obtaining access to the mutual agregmoa@dure in

order to get relief from that very tax would generally be inconsistent with the policy of making the
mutual agreement procedure broadly available to resolve such disputes. Even if a mutual
agreement procedure ultimately eliminates any doublkexdtion or other taxation not in
accordance with the Convention, the requirement to pay tax prior to the conclusion of the mutual
agreement procedure may permanently cost the taxpayer the time value of the money represented
by the amount inappropriately imosed for the period prior to the mutual agreement procedure
resolution, at least in the fairly common case where the respective interest policies of the relevant
Contracting States do not fully compensate the taxpayer for that cost. Thus, this meanithat
such cases the mutual agreement procedure would not achieve the goal of fully eliminating, as an
economic matter, the burden of the double taxation or other taxation not in accordance with the
Convention. Moreover, even if that economic burden is ultii@g removed, a requirement on the
taxpayer to pay taxes on the same income to two Contracting States can impose cash flow
burdens that are inconsistent with theborddonvent
trade and investment. Finally, anber unfortunate complication may be delays in the resolution

of cases if a country is less willing to enter into good faith mutual agreement procedure
discussions when a probable result could be the refunding of taxes already colledétbdre

States takehe view that payment of outstanding tax is a precondition to the taxpdydiated

mutual agreement procedure, this should be notified to the treaty partner during negotiations on
the terms of a Convention. Where both States party to a Convention taleevikiv, there is a
common wunderstanding, but also the particular
amount twice. Where domestic law allows it, one possibility which States might consider to deal
with this would be for the higher of the twonaounts to be held in trust, escrow or similar,
pending the outcome of the mutual agreement procedure. Alternatively, a bank guarantee
provided by the taxpayerds bank could be suff]
authorities. As another aproach, one State or the other (decided by time of assessment, for
example, or by residence State status under the treaty) could agree to seek a payment of no more
than the difference between the amount paid to the other State, and that which it claimnyif
Which of these possibilities is open will ultimately depend on the domestic law (including
administrative requirements) of a particular State, but they are the sorts of options that should as
far as possible be considered in seeking to have the mluagreement procedure operate as
effectively as possible. Where States require some payment of outstanding tax as a precondition
to the taxpayetinitiated mutual agreement procedure, or to the active consideration of an issue
within that procedure, theyhould have a system in place for refunding an amount of interest on
any underlying amount to be returned to the taxpayer as the result of a mutual agreement
reached by the competent authorities. Any such interest payment should sufficiently reflect the
vaue of the underlying amount and the period of time during which that amount has been
unavailable to the taxpayer.

49. States take differing views as to whether administrative interest and penalty charges are
treated as taxes covered by Article 2 of then@ention. Some States treat them as taking the
character of the underlying amount in dispute, but other States do not. It follows that there will

84



be different views as to whether such interest and penalties are subject to a taxipéyated
mutual agreenent procedure. Where they are covered by the Convention as taxes to which it
applies, the object of the Convention in avoiding double taxation, and the requirement for States
to implement conventions in good faith, suggest that as far as possible intams$tpenalty
payments should not be imposed in a way that effectively discourages taxpayers from initiating a
mutual agreement procedure, because of the cost and the cash flow impact that this would
involve. Even when administrative interest and penalt@s not regarded as taxes covered by the
Convention under Article 2, they should not be applied in a way that severely discourages or
nullifies taxpayer reliance upon the benefits of the Convention, including the right to initiate the
mutual agreement proedure as provided by Article 26.or ex ampl e, a Stateobs
payment of outstanding penalties and interest should not be more onerous to taxpayers in the
context of the mutual agreement procedure than they would be in the context of
taxpayerinitiated domestic law review.

Paragraph 3

3250. The first sentence of this paragraph invites and authorises the competent authorities to resolve,
if possible, difficulties of interpretation or application by means of mutual agreement. These are
essentlly difficulties of a general nature which concern, or which may concern, a category of
taxpayers, even if they have arisen in connection with an individual case normally coming under the
procedure defined in paragraphs 1 and 2.

3351. This provision mkes it possible to resolve difficulties arising from the application of the
Convention. Such difficulties are not only those of a practical nature, which might arise in connection
with the setting up and operation of procedures for the relief from taxtéeduom dividends, interest

and royalties in the Contracting State in which they arise, but also those which could impair or impede
the normal operation of the clauses of the Convention as they were conceived by the negotiators, the
solution of which dog not depend on a prior agreement as to the interpretation of the Convention.

3452. Under this provision the competent authorities can, in particular:

& where a term has been incompletely or ambiguously defined in the Convention, complete or
clarify its definition in order to obviate any difficulty;

& where the laws of a State have been changed without impairing the balance or affecting the
substance of the Convention, settle any diffies that may emerge from the new system of
taxation arising outfasuch changes;

& determine whether, and if so under what conditions, interest may be treated as dividends under
thin capitalisation rules in the country of the borrower and give rise to relief for double taxation
in the country of residence of the lendethe same way as for dividends (for example relief
under a parent/subsidiary regime when provision for such relief is made in the relevant bilateral
convention).

3553.Paragraph 3 confers on theifgo@p atneralpthea ut o T
Ministers of Finance or their authorised repregdamsa normally responsible for the administration of

the Convention, authority to resolve by mutual agreement any difficulties arising as to the
interpretation of the Convention. Howeverisiimportant not to lose sight of the fact that, depending

on the domestic law of Contracting States, other authorities (Ministry of Foreign Affairs, courts) have
the right to interpret international trewdi es
designated in the Convention, and that this is sometimes the exclusive right of such other authorities.
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3654. Mutual agreements resolving general difficulties of interpretation or application are binding on
administrations as long as the competamthorities do not agree to modify or rescind the mutual
agreement.

3#55. The second sentence of paragraph 3 enables the competent authorities to deal also with such
cases of double taxation as do not come within the scope of the provisions of thatioonvaf

special interest in this connection is the case of a resident of a third State having permanent
establishments in both Contracting States. kfigoursenot merelydesirable but in most cases

also will particularly reflect the role of Article25 and the mutual agreement procedure in
providing that the competent authorities may consult together as a way of ensuring the
Convention as a whole operates effectivalyat the mutual agreement procedure should result in
the effective elimination of #hdouble taxation which can occur in such a situafibe.opportunity

for such matters to be dealt with under the mutual agreement procedure becomes increasingly
important as Contracting States seek more coherent frameworks for issues of profit allocation
involving branches, and this is an issue that could usefuly discussed at the time of negotiating
conventions or protocols to them. There will Ber-exception-must-however-be-made-forthe case

of Contracting States whose domestic law prevents therdbdion from being complemented on
points which are not explicitly or at least implicitly dealt wiihh the Convention, howevelgnd ir
sueh-a-casi these situationghe Convention could be complementady by a protocokubjeet,
like—theConvention-gelf—toratification—or—approvatlealing with this issue In most cases,
however, the terms of the Convention itself, as interpreted in accordance with accepted tax treaty
interpretation principles, will sufficiently support issues involving two branchefsa third state

entity being subject to the paragraph 3 procedures.

Paragraph 4

3856. This paragraph determines how the competent authorities may consult together for the
resolution by mutual agreement, either of an individual case coming under teelyrm defined in
paragraphs 1 and 2 or of general problems relating in particular to the interpretation or application of
the Convention, and which are referred to in paragraph 3.

3957. It provides first that the competent authorities may communicidkeesch other directly. It
would therefore not be necessary to go through diplomatic channels.

4058. The competent authorities may communicate with each other by letter, facsimile transmission,
telephone, direct meetings, or any other convenient méhag.may, if they wish, formally establish a
joint commission for this purpose.

4159. As to this joint commission, paragraph 4 leaves it to the competent authorities of the
Contracting States to determine the number of members and the rules of protédsigody.

4260. However, whilewhilst the Contracting States may avoid any formalism in this field, it is
nevertheless their duty to give taxpayers whose cases are brought before the joint commission under
paragraph 2 certain essential guarantessgly:

0 the right to make representations in writing or orally, either in person or through a
representative;
0 theright to be assisted by counsel.
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4361. However, disclosure to the taxpayer or his representatives of the papers in the case does not
seem to be warranted, in view of the special nature of the procedure.

4462. Without infringing upon the freedom of choice enjoyed in principle by the competent
authorities in designating their representatives on the jointnission, it would be desinée for them

to agree to entrust the chairmanship of each Deleg#@iowhich might include one or more
representatives of the service responsible for the procédute a high official or judge chosen
primarily on account of his special experience; ieasonable to believe, in fact, that the participation
of such persons would be likely to facilitate reaching an agreement.

mechanisms—provided by Artiecles XXI+—and XXI ||
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Paragraph 5

63. This paragraph provides that, in the cases where the competent authorities are unable to
reach an agreement under paragraph 2 within two years, the unresolved issues vilie aéquest

of the person who presented the case, be solved through an arbitration process. This process is
not dependent on a prior authorization by the competent authorities: once the requisite
procedural requirements have been met, the unresolved issh@sprevent the conclusion of a
mutual agreement must be submitted to arbitration.

64. The arbitration process provided for by the paragraph is not an alternative or additional
recourse: where the competent authorities have reached an agreement thatrabdeave any
unresolved issues as regards the application of the Convention, there are no unresolved issues
that can be brought to arbitration even if the person who made the mutual agreement request
does not consider that the agreement reached by thepatent authorities provides a correct
solution to the case. The paragraph is, therefore, an extension of the mutual agreement
procedure that serves to enhance the effectiveness of that procedure by ensuring that where the
competent authorities cannot recan agreement on one or more issues that prevent the
resolution of a case, a resolution of the case will still be possible by submitting those issues to
arbitration. Thus, under the paragraph, the resolution of the case continues to be reached
through the mutual agreement procedure, whilst the resolution of a particular issue which is
preventing agreement in the case is handled through an arbitration process. This distinguishes
the process established in paragraph 5 from other forms of commercial or gwrentprivate

party arbitration where the jurisdiction of the arbitral panel extends to resolving the whole case.

65. It is recognised, however, that in some States, national law, policy or administrative
considerations may not allow or justify the type afbitration process provided for in the
paragraph. For example, there may be constitutional barriers preventing arbitrators from
deciding tax issues. In addition, some countries may only be in a position to include this
paragraph in treaties with particdr States. For these reasons, the paragraph should only be
included in the Convention where each State concludes that the process is capable of effective
implementation.

66. In addition, some States may wish to include paragraph 5 but limit its applicato a

more restricted range of cases. For example, access to arbitration could be restricted to cases
involving issues which are primarily factual in nature. It could also be possible to provide that
arbitration would always be available for issues arigiin certain classes of cases, for example,
highly factual cases such as those related to transfer pricing or the question of the existence of a
permanent establishment, whilst extending arbitration to other issues on a-bgsmse basis.

67. States with are members of the European Union must -oodinate the scope of
paragraph 5 with their obligations under the European Arbitration Convention.

68. The taxpayer should be able to request arbitration of unresolved issues in all cases dealt
with under the mutual agreement procedure that have been presented under paragraph 1 on the
basis that the actions of one or both of the Contracting States have resulted for a person in
taxation not in accordance with the provisions of this Convention. Where the muagaeement
procedure is not available, for example because of the existence of serious violations involving
significant penalties (see paragraph 26), it is clear that paragraph 5 is not applicable.
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69. Where two Contracting States that have not includdx® paragraph in their Convention
wish to implement an arbitration process for general application or to deal with a specific case, it
is still possible for them to do so by mutual agreement. In that case, the competent authorities
can conclude a mutual greement along the lines of the sample wording presented in the annex,
to which they would add the following first paragraph:

1. Where,

a) under paragraph 1 of Article 25 of the Convention, a person has presented a case
to the competent authority of a @tracting State on the basis that the actions of
one or both of the Contracting States have resulted for that person in taxation not
in accordance with the provisions of this Convention, and

b) the competent authorities are unable to reach an agreementetsolve that case
pursuant to paragraph 2 of the Article within two years from the presentation of
the case to the competent authority of the other Contracting State,

any unresolved issues arising from the case shall be submitted to arbitration in aanoed

with the following paragraphs if the person so requests. These unresolved issues shall not,
however, be submitted to arbitration if a decision on these issues has already been rendered
by a court or administrative tribunal of either State. Unless agmn directly affected by the

case does not accept the mutual agreement that implements the arbitration decision, the
competent authorities hereby agree to consider themselves bound by the arbitration
decision and to resolve the case pursuant to paragr@pbf Article 25 on the basis of that
decision.

This agreement would go on to address the various structural and procedural issues discussed in
the annex. Whilst the competent authorities would thus be bound by such process, such
agreement would be givensgoart of the mutual agreement procedure and would therefore only
be effective as long as the competent authorities continue to agree to follow that process to solve
cases that they have been unable to resolve through the traditional mutual agreementdpirece

70. Paragraph 5 provides that a person who has presented a case to the competent authority of
a Contracting State pursuant to paragraph 1 on the basis that the actions of one or both of the
Contracting States have resulted for that person in taxatiost in accordance with the provisions

of this Convention may request that any unresolved issues arising from the case be submitted to
arbitration. This request may be made at any time after a period of two years that begins when
the case is presented th@ competent authority of the other Contracting State. Recourse to
arbitration is therefore not automatic; the person who presented the case may prefer to wait
beyond the end of the twgear period (for example, to allow the competent authorities more time

to resolve the case under paragraph 2) or simply not to pursue the case. States are free to provide
that, in certain circumstances, a longer period of time will be required before the request can be
made.

71. Under paragraph 2 of Article 25, the competeauthorities must endeavour to resolve a
case presented under paragraph 1 with a view to the avoidance of taxation not in accordance with
the Convention. For the purposes of paragraph 5, a case should therefore not be considered to
have been resolved asrig as there is at least one issue on which the competent authorities
disagree and which, according to one of the competent authorities, indicates that there has been
taxation not in accordance with the Convention. One of the competent authorities coutd no
therefore, unilaterally decide that such a case is closed and that the person involved cannot
request the arbitration of unresolved issues; similarly, the two competent authorities could not
consider that the case has been resolved and deny the redoesirbitration if there are still
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unresolved issues that prevent them from agreeing that there has not been taxation not in
accordance with the Convention. Where, however, the two competent authorities agree that
taxation by both States has been in accande with the Convention, there are no unresolved
issues and the case may be considered to have been resolved, even in the case where there might
be double taxation that is not addressed by the provisions of the Convention.

72.  The arbitration process ismy available in cases where the person considers that taxation

not in accordance with the provisions of the Convention has actually resulted from the actions of
one or both of the Contracting States; it is not available, however, in cases where it iedrtipat

such taxation will eventually result from such actions even if the latter cases may be presented to
the competent authorities under paragraph 1 of the Article (see paragraph 70 above). For that
purpose, taxation should be considered to have resufi®m the actions of one or both of the
Contracting States as soon as, for example, tax has been paid, assessed or otherwise determined
or even in cases where the taxpayer is officially notified by the tax authorities that they intend to
tax him on a cerain element of income.

73.  As drafted, paragraph 5 only provides for arbitration of unresolved issues arising from a
request made under paragraph 1 of the Article. States wishing to extend the scope of the
paragraph to also cover mutual agreement casesiag under paragraph 3 of the Article are free

to do so. In some cases, a mutual agreement case may arise from other specific treaty provisions,
such as subparagraph @) of Article 4. Under that subparagraph, the competent authorities are,

in certain cases, required to settle by mutual agreement the question of the status of an individual
who is a resident of both Contracting States. As indicated in paragraph 20 of the Commentary on
Article 4, such cases must be resolved according to the procedurelistiad in Article 25. If the
competent authorities fail to reach an agreement on such a case and this results in taxation not
in accordance with the Convention (according to which the individual should be a resident of
only one State for purposes ofthe€@vy ent i on) , the taxpayerds case
Article 25 and, therefore, paragraph 5 is applicable.

74. In some States, it may be possible for the competent authorities to deviate from a court
decision on a particular issue arising from the aapresented to the competent authorities. Those
States should therefore be able to omit the second sentence of the paragraph.

75. The presentation of the case to the competent authority of the other State, which is the
beginning of the tweyear period réerred to in the paragraph, may be made by the person who
presented the case to the competent authority of the first State under paragraph 1 of Article 25
(e.g. by presenting the case to the competent authority of the other State at the same time or at a
later time) or by the competent authority of the first State, who would contact the competent
authority of the other State pursuant to paragraph 2 if it is not itself able to arrive at a
satisfactory solution of the case. For the purpose of determining steet of the tweyear period,

a case will only be considered to have been presented to the competent authority of the other State
if sufficient information has been presented to that competent authority to allow it to decide
whether the objection underlyig the case appears to be justified. The mutual agreement
providing for the mode of application of paragraph 5 (see the annex) should specify which type of
information will normally be sufficient for that purpose.

76. The paragraph also deals with the re¢ianship between the arbitration process and rights

to domestic remedies. For the arbitration process to be effective and to avoid the risk of
conflicting decisions, a person should not be allowed to pursue the arbitration process if the
issues submittetb arbitration have already been resolved through the domestic litigation process

of either State (which means that any court or administrative tribunal of one of the Contracting
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States has already rendered a decision that deals with these issues andpgpbés to that
person). This is consistent with the approach adopted by most countries as regards the mutual
agreement procedure and according to which:

a) A person cannot pursue simultaneously the mutual agreement procedure and domestic
legal remedis. Where domestic legal remedies are still available, the competent
authorities will generally either require that the taxpayer agree to the suspension of
these remedies or, if the taxpayer does not agree, will delay the mutual agreement
procedure until hese remedies are exhausted.

b) Where the mutual agreement procedure is first pursued and a mutual agreement has
been reached, the taxpayer and other persons directly affected by the case are offered
the possibility to reject the agreement and pursue tloenéstic remedies that had been
suspended; conversely, if these persons prefer to have the agreement apply, they will
have to renounce the exercise of domestic legal remedies as regards the issues covered
by the agreement.

c) Where the domestic legal rerdees are first pursued and are exhausted in a State, a
person may only pursue the mutual agreement procedure in order to obtain relief of
double taxation in the other State. Indeed, once a legal decision has been rendered in a
particular case, most counies consider that it is impossible to override that decision
through the mutual agreement procedure and would therefore restrict the subsequent
application of the mutual agreement procedure to trying to obtain relief in the other
State.

The same generalnnciples should be applicable in the case of a mutual agreement procedure
that would involve one or more issues submitted to arbitration. It would not be helpful to submit
an issue to arbitration if it is known in advance that one of the countries is fediin the response
that it could make to the arbitral decision. This, however, would not be the case if the country
could, in a mutual agreement procedure, deviate from a court decision (see paragraph 74) and in
that case paragraph 5 could be adjusteccaadingly.

77. A second issue involves the relationship between existing domestic legal remedies and
arbitration where the taxpayer has not undertaken (or has not exhausted) these legal remedies.
In that case, the approach that would be the most cetait with the basic structure of the
mutual agreement procedure would be to apply the same general principles when arbitration is
involved. Thus, the legal remedies would be suspended pending the outcome of the mutual
agreement procedure involving the litration of the issues that the competent authorities are
unable to resolve and a tentative mutual agreement would be reached on the basis of that
decision. As in other mutual agreement procedure cases, that agreement would then be presented
to the taxpyer who would have to choose to accept the agreement, which would require
abandoning any remaining domestic legal remedies, or reject the agreement to pursue these
remedies.

78.  This approach is in line with the nature of the arbitration process set guparagraph 5.

The purpose of that process is to allow the competent authorities to reach a conclusion on the
unresolved issues that prevent an agreement from being reached. When that agreement is
achieved though the aid of arbitration, the essential cheter of the mutual agreement remains

the same.

79. In some cases, this approach will mean that the parties will have to expend time and

resources in an arbitration process that will lead to a mutual agreement that will not be accepted
by the taxpayer. A a practical matter, however, experience shows that there are very few cases
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