CHAPTER 7

Chapter-Overview of Model Tax Conventions

Introduction

entering into Tax Treaties.

The significant model conventions have been briefly discussed hereunder-

al / /
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state of residence to tax the income.

to developing countries.

, ! ; ’ y " ;
US Model

©  This Model Convention is used by the United States while entering into tax treaties

with various countries.

Significant Articles in the Model Conventions

Article 1- Persons Covered
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resident of State B.

Article 2- Taxes Covered

©  Taxes on Income and capital includes-

taxes.
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CHAPTER 7

Article S- Permanent Establishment
©  The concept of “Permanent Establishment” (PE), defined in Article S, has

3 There is an “enterprise”

> Such enterprise is carrying on a “business”;

> There is a “place of business”;

) vlace of business is at the disposal of 1 e (mau | /
) ! ich # <o has the effecti

use);

L! ’ E! N N ((5 !7} !! ! . -! ! ! ! !’- ! ’ : !‘ :‘ !

place with a certain degree of permanence.

of business
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A place of management;

A branch;
An office,;

A factory

A workshop, and

through general principles under

Article s(1).

©  As the PE concept confers the source state the right to tax, it is an important article for
developing countries. As a result, the UN Model Convention differs from the OECD Model
Convention in number of ways.
S No. Basis OECD Model Convention UN Model Convention
I What As per OECD Model Convention, As per UN Model Convention, it is
constitutes | a building site or construction or | wider as it covers “assembly and
PE? installation project constitutes a | installation project” and
PE if it lasts more than twelve “supervisory” activities in
months. connection thereto and requires the
activity in guestion to continue only
for six months.
2. Reference | There is no reference in OECD The UN Model makes a specific
to Service | Model of Service PE, however, the | reference to service PE, which reads
PE presence has to be ascertained as follows-

“The fumishing of services,
including consultancy services, by

an enterprise through employees or
other personnel engaged by the
enterprise for such purpose, but
only if activities of that nature
continue within a Contracting State
for a period or periods aggregating
more than 183 days in any 12
months period commencing or

ending in the fiscal year

concerned”.
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CHAPTER 7

S No. Basis OECD Model Convention UN Model Convention
3. Insurance | There is no reference related | The UN Model Convention has an
to insurance in OECD Model. | additional Article $(6) relating to
In such absence, a PE of an | insurance which is absent in OECD

insurance Enterprise has to | Model.

be determined in accordance | As per this Article, an insurance

with provisions of Article s(1) | enterprise of a Contracting State
or $(2) of the OECD model. | shall, except in regard to

re-insurance, be deemed to have a

permanent establishment in the

other Contracting State if it collects

premiums in the territory of that

other State or insures risks situated

therein through a person.

the enterprise.
Article 7- Business Profits

exists in itsdiurisdiction

ol ¢ . ifies thi buti ncivle bu a limited ;
Attraction rule (FOA)

Source State).
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aieé /) tnat otne aite o1 gooaq
those sold through that PE; or

Jther busi iviti ed on in that other State of 1 milar kind
as those effected through that PE.

Article 11- Interest
© P h ] 'cl ' he ri 'den ) p
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commercial or scientific equipment.

Article 12A- Fees for Technical Services

OECD Model.
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Article 13- Capital Gains
o .-

immovable prope orming part of a PE, ships and aircrafts, etc. In respect of shares

both Models have been updated and are identical. Rights are conferred to the Source

that other Contracting State; or

b If his stay in the other Contracting State is for a period or periods
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. !.9 !.! !.!¢ ! . ! ! !. !. ‘!‘ ”

Article 2)- other Income

o This Article deal ith 1 H it Fi hic) ! beall

taxable under any other specific Article.

D) Key differences are as under-

»  OECD approach envisages that the exclusive right to tax is with the

(Independent personal services).

Article 23A & 23B- Elimination of Double Taxation

negotiations. This would take place as follows-
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MTC

S No.

Basis

OECD Model Convention

UN Model Convention

I MAP Under OECD Model, the The UN Model Convention provides
Reguest | taxpayer may make a request | two alternatives-
to either Contracting State. | Alternative A- Tax payer has to approach
to his resident country.
Alternative B- Reference to an arbitration
process as part of the Mutual Agreement
Procedure. The decision arrived at, through
the process is binding unless a person
directly affected does not accept it.
2. Time Two years from the date when | Arbitration may be initiated if the
Limit all the information required by | competent authorities are unable to reach
the competent authorities in | an agreement on a case Within three years
order to address the case need | from the presentation of that case
to be provided to both (Altemative B).
competent authorities.
< 3. Request | Arbitration must be requested | Arbitration must be requested by the
L for in writing by the person who | competent authority of one of the
arbitration| initiated the case. Contracting States(Alternative B).
4. Departure | No specific provision The UN Model allows the competent
from authorities to depart from the arbitration
arbitration decision if they agree to do so within six

months after the decision has been
communicated to them.

o
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Article 26- Exchange of Information

In_order to complete tax cases, a country may require certain information which may

be available with the treaty partner. Article 26 provides for the information which

may be exchanged and the manner in which such a request has to be made.
Purpose of Article 26-

()
(2]
(3]

Facilitate effective exchange of information between Contracting States.
Curtails cross-border tax evasion and avoidance.

Curtail the capital flight that is often accomplished through such evasion and

avoidance. This is particularly relevant in the perspective of developing countries.
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CHAPTER 7

Contracting State to not co-operate with the exchange of information

obligations.

. Overview N

Article | Persons Covered
Article 2 Taxes Covered
Article 4 Residence
Article s Permanent Establishment
Article 7 Business Profits
Article Il Interest
Article 12 Royalties
Article 12A Fees for Technical Services
Article 13 Capital Gains
Article 14 Independent Personal Services
Article 2| Other Income .
Article 234 & 238 Elimination of Double Taxation
Article 2§ Mutual Agreement procedure
Article 26 Exchange of Information

L )
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TAX TREATIES

Application % Interpretation of Tax Treaties

Sources of International Tax Law

) DTAA- It includes the protocols, memoranaum of understanding, and exchange o

(for example, export of goods to another country)

). Juridical double taxation
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CHAPTER 8

can claim relief in respect of taxes paid in UK while filing its tax return in India under

the Indo-UK Double Taxation Avoidance Agreement.

Types of DTAAs

Types of DTAAs
( ]
Y L]
[ Limited of DTAAs ]—[ Comprehensive DTAAs

—
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TAX TREATIES

VYU e 1olloheq o Ve
It has been provided that-
The State shall endeavor to -

people with one another; and

(d] Encourage settlement of international disputes by arbitration.

Allocating taxing rights

Need for Tax Treaties
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CHAPTER 8

follow certain rules of interpretation. In subsequent paragraphs, we shall deal with basic

principles of interpretation of law for interpretation of tax treaties.

tax treaties are as follows-

BB  Golden Rule- Objective Interpretation

w@mmmmmmmm not be adopted

D Subjective Interpretation

work and to have their appropriate effects
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TAX TREATIES

be construed in the same manner wherever it occurs. Any provision should not be interpreted in

the light of existing international law.

isolation; rather the entire treaty should be read as a whole to arrive at its object and purpose.

Extrinsic Aids to Interpretation of a Tax Treaty

doubt.

Extrinsic Aids to Interpretation of a Tax Treaty

Y

r

y

Y

Y

Y

y

Provisions in Parallel
Tax Treaties
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Provisions in Parallel Tax Treaties

Contracting parties.

International Articles/Essays/Reports

authoritative source.

Protocol

in India only @ 7%
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TAX TREATIES

Preamble

MAP helps to interpret any ambiguous term/provision through bilateral negotiations. MAP is

more authentic than other aids as officials of both countries are in possession of materials/

object or purpose of a particular provision.

Commentaries on OECD/UN Models and their importance

nere are two model conven 0

the model conventions.

Foreign Court’s Decisions
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Article No. | Article Heading Principle laid dowon

26 Pacta Sunt Every treaty in force is binding upon the parties and
Servanda must be followed by them in good faith.

(in good faith)

27 Internal law and | A party may not invoke the provisions of its internal
observance of law as justification for its failure to perform a treaty.
treaties For instance, the parties to the treaty should not

dishonour their international commitments with
each other by retrospectively amending their
domestic tax laws or by not abiding by the treaty
terms.

23 Non- Treaty provisions do not bind a party in relation to
retroactivity of any act or fact which took place or any situation
treaties which ceased to exist before the date of the entry

into force of the treaty with respect to that party.
My | In other words, unless othenwise provided, treaties
4 cannot have retrospective application

29 Territorial Scope | The treaty or is otherwise established, a treaty is
of Treaties binding upon each party in respect of its entire

territory.

3] General Rule A treaty shall be interpreted in good faith in
of Interpretation accordance with the ordinary meaning to be

given to the terms thereof in the context and in

the light of its object and purpose.

The context for the purpose of interpretation of a

treaty shall comprise, in addition to the text,

including its preamble and annexure

0 Any agreement relating to the treaty which
was made between all the parties in
connection with the conclusion of the treaty;

0 Any instrument which was made by one or
more parties in connection with the conclu
sion of the treaty and accepted by the other
parties as an instrument related thereto.

~ FAS TN
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o Any instrument which was made by one or
more parties in connection with the
conclusion of the treaty and accepted by the
other parties as an instrument related thereto.

The following shall be taken into account, together with
the context in that:

0 Any subseguent agreement between the parties
regarding the interpretation of the treaty or the
application of its provisions;

0  Any subseguent practice in the application of
the treaty which establishes the agreement of
the parties regarding its interpretation;

0  Any relevant rules of international law
applicable to relation between the parties.

A special meaning shall be given to a term if it is
established that the parties so intended.

32 Supplementary In order to confirm the meaning resulting from the
means of application of Article 3, or to determine the meaning when
interpretation the interpretation according to Article 3

(a) leaves the meaning ambiguous; or
(b) leads to a result which is unreasonable.

33 Interpretation of | +  When a treaty has been authenticated in two or more
Treaties languages, the text is equally authoritative in each language.
Authenticated in | « A version of the treaty in a language other than the one
two or more of those in which the text was authenticated shall be
languages considered an authentic text only if the treaty so

provides or the parties so agree.

The terms of the treaty are presumed to have the same
meaning in each authentic text.

Except where a particular text prevails in accordance
with paragraph |, when a comparison of the authentic

texts discloses a difference in meaning which the

application of Articles 31 and 32 does not remove, the
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CHAPTER 8

meaning which best reconciles the texts, having

regard to the object and purpose of the treaty,
shall be adopted.

34 General Rule A treaty does not create either obligations or rights

regarding third for a third State without its consent.

states
42 Validity and « The validity of a treaty or of the consent of a
Continuance in State to be bound by a treaty may be impeached
force of treaties only through the application of the Convention..
The termination of a treaty, its denunciation or
the withdrawal of a party, may take place only
as a result of the application of the provisions of
the treaty or of the Convention. The same rule
applies to suspension of the operation of a treaty.
. 60 Termination or « A material breach of a bilateral treaty by one of
./ Suspension of the the parties entitles the other to invoke the breach
operation of a as a ground for terminating the treaty or
treaty as a suspending its operation in whole or in part.
conseguence of a |+~ A material breach of a multilateral treaty by one
breach of the parties entitles:

a.  the other parties by unanimous agreement
to suspend the operation of the treaty in
whole or in part or to terminate it either:

b in the relations amongst themselves and
the defaulting State, or

b as between all the parties;

b.  a party specially affected by the breach to
invoke it as a ground for suspending the
operation of the treaty in whole or in part
in the relations between itself and the
defaulting State;

¢.  any party other than the defaulting State
to invoke the breach as a ground for

suspending the operation of the treaty in
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0 whole or in part with respect to itself if the

treaty is of such a character that a material
breach of its provisions by one party radically
changes the position of every other party with
respect to further performance of its
obligations under the treaty.

Material breach means-

(1) Repudiation (rejection) of the treaty not

sanctioned by the convention.
(i) Violation of an essential provision.

él Supervening In case of permanent disappearance or destruction of an
impossibility object indispensable for the execution of the treaty, a party
of performance may terminate or withdraw from the treaty. If the impos

sibility is temporary, it may be invoked only as a ground for
suspending its operation.

But impossibility of performance shall not be invoked if
impossibility is a result of a breach of an obligation by that

v party.
62 Fundamental « A fundamental change of circumstances which has
change of occurred With regard to those existing at the time of the
circumstances conclusion of a treaty, and which was not foreseen by

the parties, may not be invoked as a ground for
terminating or withdrawing from the treaty unless -

0 the existence of those circumstances constituted an
essential basis of the consent of the parties to be
bound by the treaty; and

0 the effect of the change is radically to transform
the extent of obligations still to be performed under
the treaty.

A fundamental change of circumstances may not be
invoked as a ground for terminating or withdrawing from
a treaty —

(i)  if the treaty establishes a boundary; or

(i) if the fundamental change is the result of a
breach by the party invoking it either of an
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CHAPTER 8

obligation under the treaty or of any other

international obligation owed to any other party

to the treaty.

If a party invokes fundamental change of

circumstances as a ground for terminating or

withdrawing from a treaty it may also invoke the

change as a ground for suspending its operation.

64 Emergence of If a new peremptory norm of general international

new peremptory | law emerges, any existing treaty which is in conflict

norm of general with that norm becomes void and stands

international law | terminated.
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