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Preface to the Second Edition

The world of international tax is constantly changing. Policies change, laws 
change, new double tax agreements (DTAs) are concluded and existing ones 
amended, and administrative practice is improved. The period from 2007 
(when the first edition of this book was published) until 2014 was no excep-
tion. This new edition addresses international tax policy and DTAs taking 
into account significant developments during that period.

The main changes incorporated in this edition include:
 – modifications to the OECD and United Nations model DTAs and com-

mentaries concerning permanent establishments and business profits;
 – the taxation of technical services;
 – electronic commerce issues;
 – sales of shares in foreign special purpose vehicles which own assets in 

a particular country; and
 – international tax avoidance strategies adopted by high-profile multina-

tional enterprises and the inter-governmental responses to them, encom-
passing a more comprehensive exchange of information regime and 
other measures to prevent tax base erosion and profit shifting (BEPS).

The opportunity has also been taken to elucidate some explanations and 
discussion (such as the operation of country and income “baskets” in the 
calculation of limits on foreign tax credits, the way domestic laws embrace 
DTAs and the territorial scope of DTAs), and to correct some oversights in 
the first edition. The latest important international tax case law has been 
incorporated either in the text or in chapter revision questions.

Reader feedback on the first edition has been welcome and favourable. I 
wish to thank those readers who contributed their views, many of which I 
have adopted in this edition. Again, thanks to Elly Holmes for her tireless 
work in assembling background material and checking the text, and to IBFD 
for its provision of information, promotion of the book and confidence to 
publish this new edition.

Kevin Holmes
January 2014
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Preface to the First Edition

This introductory book is written primarily to be used as a teaching text 
for generic international taxation courses. It has arisen from many years of 
practice and teaching international taxation to diverse audiences in a variety 
of countries. The students in those courses have ranged from undergraduates 
with no practical experience and experienced tax officials with little formal 
training in the field of international tax to highly qualified tax practitioners.

Regardless of your background or geographical location, international tax 
law and practice are underpinned by generic principles, which must at least 
be considered by all countries (if not necessarily applied, for reasons pecu-
liar to a country’s political economy at a particular time) when formulating 
the basis on which a country taxes cross-border transactions and economic 
events.

The purpose of this book, then, is to give you an understanding of the con-
cepts that underlie international tax law and double tax treaties by provid-
ing an insight into how international tax policy, law and practice operate to 
ultimately impose tax on international business and investment.

The book is written at an introductory level, although it also serves as a 
refresher for hardened practitioners on the fundamental principles on which 
practice in the field is (or should be) based. At heart, this book is a primer 
on international tax policy and double taxation treaties. It is not intended to 
be a detailed reference text – it is a teaching and learning instrument.

The audience for this book is international. Therefore, it does not focus on 
the international tax regimes of a particular country or countries, although 
it does draw on the tax law, double tax treaties and experience of different 
countries to illustrate the application of general principles and propositions. 
The concepts addressed in the book are applicable to the international tax 
systems of developed, developing and transitional economies. To a large 
extent, the principles of international tax that are actually applied in a coun-
try are determined by the country’s economic and social objectives. These 
will differ between countries depending on, amongst other things, the pre-
vailing state of their development. Nevertheless, you, as a student of inter-
national tax in one country, need to understand the basis of the international 
tax policy of a trading partner country, or an investor or investee nation, at 
least to form a view about whether that country is taxing appropriately the 
income and wealth that arises from the two-country relationship. The same 
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comment applies in respect of the international tax policies embraced by 
your country. These considerations are particularly important in the context 
of negotiation and application of double tax treaties.

A sprinkling of review questions and case studies (usually based on real 
tax cases) has been inserted at the conclusion of each chapter to encourage 
you to think about how the material addressed in the chapter is applied to 
factual situations. The case studies are also intended to be a useful teach-
ing tool, designed to facilitate academic mentors who wish to (and, indeed, 
are encouraged to) use them as examples when they adopt the case study 
teaching approach.

The structure of this book is to provide a narrative explanation of inter-
national tax policy and law, and the provisions of double tax treaties; par-
ticularly their fundamental design and application. International tax law 
and double tax treaties are fraught with interpretation difficulties and con-
tradictions, which make their consistent application difficult. Where such 
problems arise, they must be confronted in the context of the underlying 
international tax policy objectives, which they are intended to achieve. The 
beginning of this book explains that policy framework.

Finally, but importantly, I wish to thank those who contributed directly and 
indirectly towards this publication. In particular, special thanks go to Elly 
Holmes for her extensive assistance in compiling information, collating 
much of the background case material and checking the text, and to IBFD 
for its provision of information and publication of the book. The active con-
tributions of the array of participants in my international tax courses over 
the years are also gratefully acknowledged. Those contributions especially 
highlighted areas of greatest interest and debate, which have been examined 
more closely in this book. Of course, I am solely responsible for any errors, 
omissions or statements that are overly controversial.

Kevin Holmes
July 2007



xi

 

Table of Contents

About the Author v

Preface to the Second Edition vii

Preface to the First Edition viii

Chapter 1: International Tax Policy 1

1.1. Introduction 1

1.2. International tax 2

1.3. Objectives of international tax rules 4
1.3.1. National wealth maximization 4
1.3.2. Tax equity 4
1.3.3. Economic efficiency 5
1.3.4. Administrative efficiency 5
1.3.5. International compatibility 6
1.3.6. Conflicts between objectives 6

1.4. Taxation of inward investment 7
1.4.1. Capital import neutrality 7
1.4.2. Other policy considerations 8
1.4.3. Non-resident withholding taxes 10

1.5. Taxation of outward investment 12
1.5.1. Capital export neutrality 12
1.5.2. Other policy considerations 14
1.5.2.1. Controlled foreign companies 15
1.5.2.2. Active/passive income distinction 16
1.5.2.3. Portfolio investments 16

1.6. Conclusion 17

Review questions 18

Table of Contents



xii

Table of Contents

Chapter 2:  Double Taxation 19

2.1. Introduction 19

2.2. Source and residence tax jurisdictions 19
2.2.1. Source jurisdiction 19
2.2.2. Residence jurisdiction 21

2.3. Juridical double taxation 22
2.3.1. Source–source conflict 23
2.3.2. Residence–residence conflict 23
2.3.3. Source–residence conflict 23

2.4. Methods of relief from juridical double taxation 24
2.4.1. Exemption method 25
2.4.1.1. Full exemption 25
2.4.1.2. Exemption with progression 26
2.4.2. Foreign tax credit method 28
2.4.2.1. Full credit 28
2.4.2.2. Ordinary credit 28
2.4.2.3. “Basket” foreign tax credit limitations 32
2.4.2.4. Suboptimal outcome 35
2.4.3. Deduction method 36

2.5. Economic double taxation 38
2.5.1. Exemption at the corporate level 41
2.5.2. Exemption at the shareholder level 42
2.5.3.  Full integration of corporate profits and shareholder 

income 43
2.5.4. Full imputation of corporate profits to shareholders 44

2.6. Effect of non-resident shareholders 45
2.6.1.  Economic double taxation elimination methods 

breaching capital import neutrality 45
2.6.1.1. Exemption at the corporate level 45
2.6.1.2. Full imputation 46
2.6.2.  Economic double taxation elimination methods 

achieving capital import neutrality 47
2.6.2.1. Exemption at the shareholder level 47
2.6.2.2. Full integration 48
2.6.2.3. Foreign investor tax credit 49



xiii

Table of Contents  

2.7. Conclusion 55

Review questions 55

Chapter 3:  Double Tax Treaties 57

3.1. Introduction 57

3.2. What is a double tax treaty? 58

3.3. Purpose of double tax treaties 58
3.3.1. Avoidance of juridical double taxation 58
3.3.2. Prevention of fiscal evasion 59

3.4. History of double tax treaties 60
3.4.1. League of Nations 60
3.4.2. OECD model double tax treaty 62
3.4.3. UN model double tax treaty 64

3.5. Status of OECD and UN model double tax treaties 65

3.6. Other model double tax treaties 66
3.6.1. US model double tax treaty 66
3.6.2. Other models 67

3.7. Multilateral double tax treaties 67
3.7.1. Nordic Convention 68
3.7.2. CARICOM Agreement 68
3.7.3. Other multilateral double tax treaties 69

3.8. Conclusion 70

Review questions 70

Chapter 4: Legal Framework of Double Tax Treaties 73

4.1. Introduction 73

4.2. International law 74

4.3. Interpretation of double tax treaties 74



xiv

Table of Contents

4.4. Vienna Convention 1969 76

4.5. OECD model double tax treaty definitions 77

4.6.  Role and status of the OECD model double tax treaty 
and OECD commentary 79

4.7. Practical observations 80

4.8. Specific country practices 81

4.9. Static vs ambulatory interpretation 82

4.10. Domestic legal status of double tax treaties 83
4.10.1. US savings clause 83

4.11. Conclusion 84

Review questions and case studies 85

Chapter 5:  Structure of Double Tax Treaties 89

5.1. Introduction 89

5.2. General framework 89

5.3. Application articles 90
5.3.1. Scope of application of double tax treaty 90
5.3.2. Definitions to apply substantive articles 90
5.3.3. Beginning and end of application of double tax treaty 91

5.4. Distributive rules 91
5.4.1. Active income 92
5.4.2. Passive income 94
5.4.3. Other income 95
5.4.4. Elimination of double taxation 95

5.5. Prevention of tax avoidance and fiscal evasion 95

5.6. Miscellaneous matters 96

5.7. Schedular nature of distributive rules 97



xv

Table of Contents  

5.8. Ordering rules 98

5.9. Procedural aspects of double tax treaties 98
5.9.1. Inception of a double tax treaty 99
5.9.1.1. Negotiation 99
5.9.1.2. Initialling 99
5.9.1.3. Signature 99
5.9.1.4. Ratification 99
5.9.1.5. Entry into force 100
5.9.1.6. Effective date 100
5.9.2. Termination of a double tax treaty 100

5.10. Conclusion 101

Review questions and case studies 102

Chapter 6:  Treaty Relief from Juridical Double Taxation 103

6.1. Introduction 103

6.2. Unilateral and double tax treaty relief 103

6.3. Article 23 of the OECD model double tax treaty 104
6.3.1. Article 23A – Exemption method 104
6.3.2. Article 23B – Credit method 107

6.4. Tax sparing credit relief 109

6.5. Conclusion 113

Review questions and case studies 114

Chapter 7:   Personal and Material Scope of Double 
Tax Treaties 117

7.1. Introduction 117

7.2. Personal scope 117

7.3. Attribution of income 118

7.4. Territorial scope 120



xvi

7.5. Taxes covered 123

7.6. Conclusion 124

Review questions and case studies 125

Chapter 8:  Residence 127

8.1. Introduction 127

8.2. Domestic law residence tests 127
8.2.1. Individuals 127
8.2.2. Companies 129

8.3. Concept of residence in double tax treaties 130
8.3.1. Dual resident tie-breaker rules 133
8.3.1.1. Individuals 133
8.3.1.2. Companies 136

8.4. The global economy 139

8.5. Conclusion 140

Review questions and case studies 141

Chapter 9:  Permanent Establishments 149

9.1. Introduction 149

9.2. Application of domestic law 151

9.3. Business profits 151

9.4. Meaning of “permanent establishment” 152
9.4.1. Basic-rule permanent establishment 153
9.4.1.1. Place of business 153
9.4.1.2. A fixed place 153
9.4.1.3. Carry on business 154
9.4.2. Examples of permanent establishments 154
9.4.3. Construction permanent establishment 156
9.4.4. Excluded activities 158
9.4.4.1. Preparatory or auxiliary activities 160

Table of Contents



xvii

9.4.5. Dependent agents 161
9.4.6. Independent agents 163
9.4.7. Subsidiary companies 165

9.5. The impact of e-commerce 167
9.5.1. Three internet scenarios 168
9.5.1.1. Internet website 168
9.5.1.2. Use of server 168
9.5.1.2.1. Hosting arrangement 168
9.5.1.2.2. Own server 168
9.5.1.3. Internet service providers 169

9.6. Taxation of services 169

9.7. Conclusion 171

Review questions and case studies 172

Chapter 10:  Business Profits 181

10.1. Introduction 181

10.2. Application of domestic law 181

10.3.  Requirement of a permanent establishment 
in a source state 182

10.4. Meaning of “profits” 182

10.5. Meaning of “enterprise” 183

10.6. Nexus with source state 183

10.7. Force of attraction 184

10.8. Allocation of profits to a permanent establishment 185
10.8.1. Quantification 185
10.8.2. Agents 186

10.9. Arm’s length pricing 187

10.10. Adjustment to profits 190

Table of Contents  



xviii

10.11. UN and former OECD models 191
10.11.1. Deductible expenditure 192
10.11.1.1. 2008 OECD model DTA 192
10.11.1.2. UN model DTA 194
10.11.2. Indirect method 195
10.11.3. Purchasing offices 198
10.11.4. Consistent methodology 199

10.12. Subordination of article 7 200

10.13. International transportation 200

10.14. Conclusion 206

Review questions and case studies 208

Chapter 11:  Associated Enterprises 213

11.1. Introduction 213

11.2. Transfer pricing 214

11.3. Associated enterprises 215

11.4. Compensating adjustments 217

11.5. Conclusion 220

Review questions and case studies 220

Chapter 12:  Dividends 225

12.1. Introduction 225

12.2. What are “dividends”? 227

12.3. Domestic law taxation of dividends 228

12.4. Taxing rights under double tax treaties 230
12.4.1. Model double tax treaty definitions of “dividends” 232
12.4.2. Participation and portfolio dividends 235
12.4.3. Interaction with imputation systems 237

Table of Contents



xix

12.4.4. Dividends received by a permanent establishment 237
12.4.5. Prohibition on extra-territorial taxation of dividends 241
12.4.6. Branch profits tax 242
12.4.7. Beneficial ownership 243

12.5. Conclusion 248

Review questions and case studies 249

Chapter 13:  Interest 253

13.1. Introduction 253

13.2. Domestic law taxation of interest 253

13.3. Taxing rights under double tax treaties 254
13.3.1. Meaning of “interest” 256
13.3.2. Interest derived through a permanent establishment 257
13.3.3. Where does interest arise? 258
13.3.4. Interest payments between associated parties 259

13.4. Conclusion 261

Review questions and case studies 262

Chapter 14:  Royalties 267

14.1. Introduction 267

14.2. Domestic law taxation of royalties 269

14.3. Taxing rights under double tax treaties 270
14.3.1. Meaning of “royalties” 272
14.3.2. Alienation of rights 275
14.3.3. Know-how 275
14.3.4.  Royalties derived through a permanent 

establishment 277
14.3.5. Royalty payments between associated parties 279
14.3.6. Technical service fees and management fees 281
14.3.7. Definition of “technical service fees” 282
14.3.8. CARICOM Agreement 284
14.3.9. Technical services and know-how 284

Table of Contents  



xx

14.3.10. Mixed know-how and technical service contracts 287
14.3.11. UN model double tax treaty 288

14.4. Conclusion 289

Review questions and case studies 290

Chapter 15:  Immovable Property 293

15.1. Introduction 293

15.2.  Domestic law taxation of income from immovable 
property 293

15.3. Taxing rights under double tax treaties 295
15.3.1. Meaning of “immovable property” 296
15.3.2. Immovable property of an enterprise 298

15.4. Conclusion 298

Review questions and case studies 299

Chapter 16:  Capital Gains 303

16.1. Introduction 303

16.2. Domestic law taxation of capital gains 303

16.3. Taxing rights under double tax treaties 305
16.3.1. What is an “alienation” of property? 306
16.3.2. Alienation of immovable property 306
16.3.3. Shares in real property owning companies 308
16.3.4. Alienation of movable property 309
16.3.5. Sale of shares 311
16.3.6. Ships and aircraft 311
16.3.7. Other gains 312
16.3.8. Summary table 313

16.4. Conclusion 314

Review questions and case studies 315

Table of Contents



xxi

Chapter 17:  Personal Services 321

17.1. Introduction 321

17.2. Income from employment 324
17.2.1.  Domestic law taxation of income from personal 

services 324
17.2.2. Taxing rights under double tax treaties 324
17.2.2.1. OECD and UN model double tax treaties 325
17.2.2.2. US model double tax treaty 328
17.2.2.3. CARICOM Agreement 328

17.3. Income from independent personal services 328
17.3.1. UN model double tax treaty 329
17.3.2. CARICOM Agreement 330

17.4. Artistes and sportspeople 330
17.4.1. Who is an artiste or sportsperson? 332
17.4.2. What income is taxable in the source state? 333
17.4.3. Artiste companies 333
17.4.4. CARICOM Agreement 334
17.4.5. US model double tax treaty 335

17.5. Directors’ fees 336

17.6. Government service 336

17.7. Academics 338

17.8. Diplomats 339

17.9. Conclusion 339

Review questions and case studies 341

Chapter 18:  Other Distributive Articles 349

18.1. Introduction 349

18.2. Pensions 350
18.2.1. Domestic law taxation of pensions 350

Table of Contents  



xxii

18.2.2. Taxing rights under double tax treaties 351
18.2.2.1. OECD model double tax treaty 351
18.2.2.2. UN model double tax treaty 352
18.2.2.3. US model double tax treaty 352
18.2.2.4. CARICOM Agreement 355
18.2.3. What is a pension? 355

18.3. Students 356

18.4. Other income 358
18.4.1. Domestic law taxation of other income 358
18.4.2. Taxing rights under double tax treaties 358
18.4.3.  Other income received through a permanent 

establishment 360

18.5. Taxation of capital 361

18.6. Conclusion 362

Review questions and case studies 363

Chapter 19:  International Tax Avoidance 367

19.1. Introduction 367

19.2. General observation on tax avoidance 368

19.3. Approaches to international tax avoidance 369
19.3.1. Conduit companies 369
19.3.2. Base companies 371
19.3.3. Treaty shopping 372
19.3.4. Hybrid entities 373
19.3.5. Hybrid financial instruments 374
19.3.6. Double Irish and Dutch sandwich 375

19.4.  Counteracting measures to international tax 
avoidance 378

19.4.1. Judicial doctrines 378
19.4.1.1. Abuse of law 378
19.4.1.2. Substance and form 379
19.4.2. Domestic legislative remedies 381

Table of Contents



xxiii

19.4.2.1. General anti-avoidance rule (GAAR) 381
19.4.2.2. Specific anti-avoidance legislation 381
19.4.2.2.1. Residence definition 381
19.4.2.2.2. Controlled foreign company (CFC) rules 382
19.4.2.2.3. Thin capitalization rules 383
19.4.2.2.4. Transfer pricing rules 385
19.4.3.  Double tax treaty measures to combat international 

tax avoidance 386
19.4.3.1. Specific anti-abuse provisions 386
19.4.3.2. Permanent establishment 387
19.4.3.3. Arm’s length principle 388
19.4.3.4. Beneficial ownership 388
19.4.3.5. Artiste companies 389
19.4.3.6. US savings clause 389
19.4.3.7. Limitation on benefits 390
19.4.3.7.1. “Look-through” approach 390
19.4.3.7.2. “Channel” approach 391
19.4.3.7.3. Active trade or business test 391
19.4.3.7.4. Competent authority approval 392
19.4.3.7.5. Exclusion approach 392
19.4.3.7.6. “Subject-to-tax” approach 392
19.4.3.8. Subordination articles 393
19.4.4. Harmful tax competition 394
19.4.5. Base erosion and profit shifting 397

19.5. Conclusion 399

Review questions and case studies 400

Chapter 20: Administration of Double Tax Treaties 409

20.1. Introduction 409

20.2. Exchange of information 409

20.3. Tax recovery 415

20.4. Mutual agreement procedure 416

20.5. Non-discrimination 420
20.5.1. Non-discrimination of permanent establishments 424

Table of Contents  



xxiv

20.5.2. Branch profits tax 426
20.5.3. Most favoured nation clause 426

20.6. Conclusion 427

Review questions and case studies 429

Table of Contents



103

 

Ch apter 6 

Treaty Relief from Juridical Double Taxation

6. 1. Introduction

We saw in chapter 2 that countries often provide their residents with relief 
from juridical double taxation unilaterally through their domestic income 
tax law. Either in addition, or if a country does not have double tax relief 
provisions in its domestic law, DTAs contain articles to achieve their objec-
tive of elimination of double taxation. Therefore, in the former case, prima 
facie a taxpayer has two avenues through which to obtain double tax relief 
in respect of income taxed in a country with which her country is a DTA 
partner. But as we saw in chapter 4, in the case of a conflict between the 
relief provisions in the domestic law and those in the DTA, the latter will 
normally prevail.

In this chapter, we will:
 – distinguish between unilateral and DTA relief from double taxation; 
 – look at the role of article 23 of the OECD model DTA in eliminating 

juridical double taxation; and 
 – discuss tax sparing credit relief, and its advantages and disadvantages. 

6. 2. Unilateral and double tax treaty relief

Notwithstanding the obstacles that double taxation can present to the devel-
opment of international economic relations, there is very limited interna-
tional law constraining countries from imposing taxes on income derived 
outside of their borders. As a result, if double taxation is to be overcome, it 
must be dealt with domestically or unilaterally. Many countries have provi-
sions in their domestic laws that are designed to unilaterally counter juridi-
cal double taxation. The tax credit method is the means adopted by most 
countries as a unilateral legislative tax relief mechanism. These measures, 
however, do not always fully combat double taxation. 

Since it is obviously desirable to clarify and guarantee the fiscal position of 
taxpayers engaged in commercial, industrial or financial activities interna-
tionally, bilateral DTAs have also been developed over time between trading 
nations. These DTAs formally determine which country will tax an item or 

Sample chapter
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taxpayer and/or whether exemptions of income or credits for tax paid will 
be granted in the other jurisdiction. In doing so, most DTAs explicitly give 
the source country the primary right to tax but require that country to limit 
its tax (rate of withholding tax) on certain income (e.g. dividends, interest, 
royalties) and, in the case of DTAs based on the OECD model, not to tax 
certain types of income at all (e.g. aircraft, shipping). In this sense, the 
OECD model DTA severely limits the taxing powers of source jurisdictions.

Double tax agreements, therefore, offer taxpayers relief from juridical 
double taxation. Although such relief is often already provided for in a 
country’s domestic tax legislation, relief via a double tax treaty may be more 
generous than that in the domestic law. For example, the domestic law may 
allow for limited relief by way of a tax deduction in the taxpayer’s country 
of residence for tax paid in a foreign jurisdiction, whereas a DTA which 
follows the OECD model DTA will allow for either a full exemption or a 
tax credit, both of which confer a greater tax benefit on the taxpayer than a 
deduction from assessable income.

Relief entrenched in a DTA also restricts a country’s ability to amend uni-
laterally the double tax relief provisions in its domestic law to the detri-
ment of taxpayers who are covered by the provision of a DTA. This could 
come about where, for example, Singapore (which offers an exemption in 
its domestic law for foreign source income derived by its resident individu-
als) enters into a DTA with Samoa, and the DTA includes the same foreign 
income exemption. If Singapore subsequently terminates the exemption by 
repealing its domestic law, residents of Singapore will continue to benefit 
from the exemption with respect to income derived from Samoa under the 
DTA exemption until the DTA provision is changed or the DTA is ended.

6. 3. Article 23 of the OECD model double tax treaty

Article 23 of the OECD model DTA (“Methods for elimination of double 
taxation”) offers a choice of the exemption method (article 23A) or the 
credit method (article 23B) of relief from double taxation.

6. 3.1. Article 23A – Exemption method

Where the exemption method is chosen, under article 23A(1) a taxpayer’s 
country of residence prima facie must exempt income or capital from tax 
if that income or capital may be taxed by the source state “in accordance 
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with the provisions of [the] Convention”, whether or not the source state 
actually exercises its right to tax the item of income or capital. Note that art-
icle 8(3) (Shipping, inland waterways transport and air transport),42 Article 
13(3) (Capital gains),43 articles 19(1)(a) and 19(2)(a) (Government service)44 
and article 22(3) (Capital)45 state that income or capital arising under those 
articles “shall be taxable only” in the source state. Therefore, such income 
or capital is automatically exempt from tax in the country of residence of 
the taxpayer.

Country R is not required to apply the exemption if Country S considers 
that the provisions of the DTA preclude it from taxing an item of income 
or capital which it would otherwise have taxed. In that case, the OECD 
commentary provides that Country R should, for the purposes of applying 
article 23A(1), consider that the item of income or capital may not be taxed 
in Country S, even though Country R might have applied the DTA differ-
ently so as to tax that income if it were Country S. In these circumstances, 
Country R is not required by article 23A(1) to exempt the item of income or 
capital. This result is consistent with the elimination of double non-taxation. 

Example 6.1.

Suppose that a business is carried on through a fixed place in Country S by a 
partnership, which is established in Country S, and a partner, who is resident 
in Country R, alienates her interest in that partnership. Assume that Country 
S treats the partnership as a company whereas Country R treats it as fiscally 
transparent, and that Country R applies the exemption method of double tax 
relief. Because it treats the partnership as a corporate entity, Country S consid-
ers that the alienation of the interest in the partnership is akin to the alienation of 
a share in a company, which it cannot tax by reason of article 13(5).46 However, 
Country R considers that the alienation of the interest in the partnership should 
have been taxable by Country S as an alienation by the partner of the underly-
ing assets of the business carried on by the partnership, to which article 13(2) 
would have applied.47 In determining whether to exempt the income under art-
icle 23A(1), Country R can take the view that since Country S considers that the 
DTA bars it from taxing the capital gain, Country S may not tax it in accordance 
with the provisions of the DTA, and therefore Country R is under no obligation 
to exempt the income.48 

42. See section 10.13.
43. See chapter 16.
44. See section 17.6.
45. See section 18.5.
46. See chapter 16.
47. OECD commentary on Arts. 23A and 23B, Para 32.7. 
48. OECD commentary on Arts. 23A and 23B, Para 32.6.
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Furthermore, exemption by Country R does not apply where Country S 
applies a provision of the DTA to exempt the income or capital from tax 
(or where the income is dividends or interest subject to concessional tax 
rates in Country S under article 10(2) or 11(2)):49 article 23A(4). Again, 
this qualification prevents double non-taxation of the same income. This is 
also relevant when there is a disagreement between Country R and Country 
S about the facts of a case or about the interpretation of a provision of the 
DTA between them. For instance, article 23A(4) would apply when Country 
S interprets the facts of a case or the provisions of the DTA such that an 
item of income or capital falls under a provision of the DTA that eliminates 
its right to tax that item or limits the tax that it can impose while Country 
R adopts a different interpretation of the facts or the provisions of the DTA 
and considers that the item may be taxed in Country S in accordance with 
the DTA, which otherwise would lead to an obligation on Country R to give 
an exemption under article 23A(1). 

Article 23A(4) applies to the extent that Country S has applied the provisions 
of the DTA to exempt an item of income or capital from tax or has applied 
the provisions of article 10(2) or 11(2) to an item of income. Therefore, 
article 23A(4) does not apply where Country S considers that it may tax an 
item of income or capital in accordance with the provisions of the DTA but 
where no tax is actually payable on such income or capital under Country 
S’ domestic law. In such a case, Country R must exempt that item of income 
under article 23A(1) because the exemption in Country S does not result 
from “the application of [the] provisions of [the] Convention” but, rather, 
from the domestic law of Country S. 

Where certain items of income (viz. dividends and interest) are subject to 
only limited tax in Country S – because of application of articles 10(2) and 
11(2) of the relevant DTA, which also give Country R the right to tax that 
income – use by Country R of the exemption method under article 23A 
contradicts Country R’s entitlement to tax under articles 10 and 11 (by, in 
effect, requiring Country R to give up its right to tax under the latter sec-
tions). Therefore, article 23A(2) provides for the application of the ordinary 
credit method by Country R to facilitate relief from double taxation on that 
income, rather than solely using the exemption method.

Article 23A(3) allows Country R to adopt the exemption with progression 
method of double tax relief.50

49. See chapters 12 and 13.
50. See section 2.4.1.2.
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6. 3.2. Article 23B – Credit method

Article 23B(1) provides for relief from double taxation by way of the ordi-
nary credit method. (The ordinary credit method also applies for the pur-
poses of article 23A(2)). Application of article 23B by Country R is again 
dependent upon the ability of Country S to be able to tax the income or 
capital in question “in accordance with the provisions of [the] Convention” 
between Country R and Country S. 

Article 23B(1) allows a credit for income tax paid in Country S only against 
income tax payable in Country R and, quite separately, a credit for capital 
tax paid in Country S only against capital tax payable in Country R.

Practical difficulties arise with the foreign tax credit method when tax pay-
able in Country S is not calculated in respect of the income year in which it 
is levied, but on the basis of a preceding year’s income or on the basis of the 
average income earned over a number of preceding years, and with foreign 
exchange rate movements between the date of payment of the tax in Country 
S and the date on which that tax and the income to which it relates is con-
verted for the purposes of inclusion in the taxpayer’s assessable income in 
Country R. Furthermore, income on which tax may be paid in Country S 
may reduce a taxpayer’s net loss position in Country R without any relief 
for the tax paid in Country S.

Example 6.2.

Assume that a taxpayer resident in Country R is in the following position: 

Foreign source income (Country S)  1,000    
Domestic source income (loss) (Country R)  (5,000)
Worldwide income (loss)  (4,000)

Foreign tax payable on foreign source income (20% × 1,000)  200    
Domestic tax payable on worldwide income  0    
Less: ordinary credit for foreign tax paid on foreign source income  (0)
Net tax payable in Country R  0    
Total tax payable  200    

 
Overall, the taxpayer pays tax of 200, notwithstanding that it is in a net loss posi-
tion of 4,000. In effect, the taxpayer pays tax when it derives no net income. It 
correctly pays tax to Country S where, taken in isolation, it does derive income. 
However, the Revenue of Country R has the benefit of applying the income 
sourced in Country S to reduce the amount of the taxpayer’s loss carried forward 
(from 5,000 to 4,000) without having to yield tax revenue by giving any credit for 
the 200 paid by its resident taxpayer to Country S.



108

Ch apter 6 - Treaty Relief from Juridical Double Taxation

Similar inequities arise in other circumstances because the ordinary tax 
credit allowed by Country R is typically based on net income, being gross 
income less allowable deductions (in Country R). 

Example 6.3.

Suppose that a taxpayer in Country R borrows 1,000 at an interest rate of 10% 
p.a. and on-lends that sum to a borrower in Country S at a rate of 12% p.a. The 
taxpayer’s net income from these transactions is: 

Gross interest income (1,000 × 12%)  120
Less: interest expense (1,000 × 10%)  100
Net income  20

Assume that Country S imposes a final non-resident withholding tax of 10% on 
gross interest payments made by its resident borrower to non-resident lenders, 
and Country R imposes tax at the rate of 15% on the worldwide (net) income of 
its residents. The tax position of the lender, resident of Country R, is: 

Foreign tax payable on foreign source income (10% × 120)  12    
Domestic tax payable on worldwide income (15% × 20)  3    
Less: ordinary credit for foreign tax paid on foreign source income  (3)
Net tax payable in Country R  0    
Total tax payable  12    

Here, the taxpayer pays tax at an effective rate of 60% because Country S’ tax 
is based on gross income and Country R’s tax is based on net income. There is 
no reprieve, notwithstanding that the taxpayer’s true income is the net amount 
and Country R’s tax rate is only 15% of that net amount. In the extreme, if the 
taxpayer had on-lent the 1,000 at no margin, it would have been taxed 10 (at 
Country S’ 10% rate on gross interest income of 100) when it derived no (net) 
income at all. Such problems can be militated against by Country R allowing its 
residents to carry forward or to carry back excess, unused foreign tax credits.51 

Article 23B(2) permits Country R to take into account the amount of income 
or capital exempted from tax in Country R under a provision of its DTA 
with Country S (because, for example, the DTA provides that the income or 
capital “shall be taxed only” in Country S) to determine the amount of tax 
payable on the rest of the income or capital, which is taxable in Country R. 
In essence, therefore, article 23B(2) preserves progression in Country R’s 
income tax scale (analogous to exemption with progression, discussed in 
section 2.4.1.2.).

51. Although in the latter example, the problem arises from Country S’ imposition of 
tax on gross, rather than net, income.
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 6.4. Tax sparing credit relief

Some DTAs provide for foreign tax credit relief by way of “tax sparing”. 
Tax sparing arises where a source country offers tax incentives to (for-
eign) investors, which result in reduced or no tax payable in the country 
of source of the investor’s income, compared with the amount of tax that 
would otherwise have been payable in Country S. Such tax breaks are of 
no benefit to foreign investors if their country of residence imposes tax on 
their worldwide income and offers relief from double taxation using one of 
the tax credit methods. Certainly, no double taxation arises since the inves-
tor’s foreign source income is either only taxed in Country R or taxed at a 
reduced rate in Country S, for which tax Country R gives a credit. However, 
such income, ultimately being effectively taxed at Country R’s tax rate, can-
cels the effect of the tax incentive offered by Country S. In fact, the benefit 
of Country S’ tax incentive passes from the foreign investor (for which it 
is intended) to the government of Country R (for which it is not intended). 

Example 6.4.

A resident of the United Kingdom earns income of 1,000 from China (which is 
its only income for an income year). For simplicity, assume that the tax rate in 
the United Kingdom is 30% and the tax rate in China is 30%. The taxpayer’s tax 
position in each country is:

China
Income sourced in China  1,000    
Tax payable in China  300    

United Kingdom
Worldwide income  1,000    
Tax on worldwide income (30% × 1,000)  300    
Less: foreign tax credit  (300)
Tax payable in the United Kingdom  0    
Total tax payable (all to China)  300    

Now suppose that the investor had invested in a project that qualified for China’s 
former 10-year tax holiday incentive regime. The taxpayer’s respective tax posi-
tions become:
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China
Income sourced in China  1,000    
Tax payable in China  0    

United Kingdom
Worldwide income  1,000    
Tax on worldwide income (30% × 1,000)  300    
Less: foreign tax credit  (0)
Tax payable in the United Kingdom  300    
Total tax payable (now all to the United Kingdom)  300    

Therefore, under the foreign tax credit system, notwithstanding the tax holiday 
offered by China, the taxpayer pays the same amount of tax in total. China’s tax 
holiday regime has meant that China gave up the 300 tax not to the investor, 
but to the UK Revenue!

To overcome this consequence, some DTAs specifically provide for tax spar-
ing credits. For example, article 23(6) of the China–United Arab Emirates 
DTA (1993) provides that:

For the purposes of the credit referred to in paragraph 3 [the ordinary tax credit 
allowed by the United Arab Emirates], Chinese tax payable shall be deemed to 
include the amount of Chinese tax which would have been paid if the Chinese 
tax had not been exempted, reduced or refunded in accordance with:
a)  The provisions of Articles 7, 8, 9 and 10 of the Income Tax Law of the 

People’s Republic of China for Enterprises with Foreign Investment and 
Foreign Enterprises … 

c)  The provisions of any reduction in, exemption from or refund of tax de-
signed to promote economic development in China which may be intro-
duced under the laws of China. 

Example 6.5.

Taking the information in Example 6.4., now assume that such a tax sparing pro-
vision existed in the China–United Kingdom DTA. The benefit of the tax holiday 
offered by China would now pass to the investor taxpayer, rather than to the UK 
Revenue, as the new tax position demonstrates:
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China
Income sourced in China  1,000    
Tax payable in China  0    

United Kingdom
Worldwide income  1,000   
Tax on worldwide income (30% × 1,000)  300   
Less: foreign tax credit (tax otherwise payable in China
in the absence of the 10-year holiday: 30% × 1,000)  (300)
Net tax payable in the United Kingdom  0   
Total tax payable  0   

Thus, the benefit of the tax holiday is preserved for the taxpayer. Presumably, it 
invested in the China project (at least in part) because it would not have to pay 
tax on income derived from it. The tax sparing credit, if allowed by the United 
Kingdom, would preserve that position of the taxpayer.

Similar tax sparing relief can also be offered by capital exporting countries 
by simply deeming that specified amounts of tax are paid in the country 
of source and allowing a tax credit for those deemed amounts, whether or 
not they are actually paid. Again, the China–United Arab Emirates DTA 
contains such a provision in respect of passive investment income (article 
23(5)):

For the purposes of the credit referred to in paragraph 3 [the ordinary tax credit 
allowed by the United Arab Emirates], the amount of Chinese tax imposed on 
items of income under Articles 10, 11 and 12 shall be deemed to have been 
paid at:
a) twenty percent (20%) of the gross amount of interest; 
b) twenty percent (20%) of the gross amount of royalties. 

Tax sparing credits are not provided for in the OECD model DTA or (per-
haps somewhat uncharacteristically) in the UN model DTA. The United 
States vehemently opposes tax sparing credits and, therefore, they do not 
appear in the US model DTA or in any of its bilateral DTAs. On the other 
hand, some developing countries do not enter into DTAs with developed 
countries unless the latter offer tax sparing credits. Obviously, there is no 
need for tax sparing credits if the investor’s country of residence uses the 
exemption method of double tax relief. 
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The reasons that tax sparing provisions have been excluded from the model 
DTAs and most bilateral DTAs between developed and developing countries 
are:52

(1)  Experience has shown that tax sparing is very vulnerable to taxpayer 
abuse, which can be very costly in terms of lost revenue to both the 
country of residence and the country of source. This kind of abuse is 
difficult to detect. In addition, even where it is detected, it is difficult 
for the country of residence to react quickly against it. The process of 
removing or modifying existing tax sparing provisions to prevent such 
abuses is often slow and cumbersome. 

(2)  Tax sparing is not necessarily an effective tool to promote economic de-
velopment. A reduction or elimination of the benefit of the tax incentive 
by the country of residence will, in most cases, only occur to the extent 
that profits are repatriated. By promoting the repatriation of profits, tax 
sparing may therefore provide an inherent incentive to foreign investors 
to engage in short-term investment projects and a disincentive to oper-
ate in the source country on a long-term basis. Also, foreign tax credit 
systems are usually designed in a way that allows a foreign investor, in 
computing its foreign tax credit, to offset to some extent the reduction 
of taxes resulting from a particular tax incentive with the higher taxes 
paid in that or another country so that, ultimately, no additional taxes 
are levied by the country of residence as a result of the tax incentive, i.e. 
a “basket” foreign tax credit system (see section 2.4.2.3.) is not applied. 

(3)  The accelerating integration of national economies has made many seg-
ments of the national tax bases increasingly geographically mobile. 
These developments have induced some countries to adopt tax regimes 
that have as their primary purpose the erosion of the tax bases of other 
countries. These types of tax incentives are specifically tailored to target 
highly mobile financial and other services that are particularly sensitive 
to tax differentials. The potentially harmful effects of such regimes may 
be aggravated by the existence of ill-designed tax sparing provisions 
in DTAs. This is particularly so where a country adopts a tax regime 
subsequent to the conclusion of its DTAs and tailors this regime so as to 
ensure that it is covered by the scope of the existing tax sparing provi-
sion. 

52.  OECD Committee on Fiscal Affairs, “Tax Sparing – A Reconsideration”, OECD 
Model Tax Convention, Paris: OECD, 1998, Vol. II, loose-leaf version, R(14)-1. 
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The OECD Committee of Fiscal Affairs concluded that OECD members 
should not necessarily refrain from adopting tax sparing provisions; how-
ever, tax sparing should be considered only in regard to countries the eco-
nomic level of which is considerably below that of OECD member states 
and to minimize the potential for abuse of such provisions by ensuring 
that they apply exclusively to genuine investments aimed at developing 
the domestic infrastructure of the source state. A narrow provision apply-
ing to real investment would also discourage harmful tax competition for 
geographically mobile activities.

 6.5. Conclusion

To achieve the objective of elimination of juridical double taxation, we 
have examined the various forms of relief from such double taxation, the 
rationale behind them and their unilateral adoption in countries’ domestic 
tax laws and in DTAs, the latter exemplified by Art 23 of the OECD model 
DTA. This chapter also explained the concept of, and the resistance towards, 
tax sparing credits.

The key concepts discussed in this chapter were:
 – unilateral relief; 
 – DTA relief; 
 – exemption method; 
 – credit method; and 
 – tax sparing. 
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Review questions and case studies

1. Why does a country offer double tax relief via its DTAs when it 
already unilaterally provides relief from juridical double taxation in 
its domestic legislation?

2. Why does article 23B of the OECD model DTA produce an incon-
gruous outcome if a taxpayer that is a resident of Country R derives 
income from Country S, but is in an overall tax loss position in 
Country R?

3. Explain the concept of tax sparing. Why are many developed coun-
tries reluctant to include tax sparing provisions in their DTAs?

4. In November 2013, the Philippines Bureau of Internal Revenue 
informed the internationally renowned boxer, Manny Pacquiao, to 
pay outstanding taxes of PHP 2.2 billion (approximately USD 50 
million) in respect of his successful bouts in the United States in 
2008 and 2009. Mr Pacquiao argues that he paid his taxes in the US 
and therefore does not need to do so in the Philippines because the 
two countries have a DTA.

 Is Mr Pacquiao correct?

5. Theo, a resident of Reynes, receives income from sources in the 
Mercia, being military pension payments and Mercia social security 
payments, both of which he is entitled to following his father’s death 
on an official assignment while he was in the Mercia air and naval 
forces.

 Under Reynes domestic law, these pension payments would not be 
taxable if they were income sourced in Reynes. On the grounds of 
this article, Theo takes the position that the income should not be 
taxable in Reynes, nor should it be taken into account in calculating 
his effective tax rate under the exemption with progression method. 
(see section 2.4.1.2.) 

 The Reynes tax authorities consider that the pension payments are 
not taxable in Reynes. However, they argue that the Mercia pensions 
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should be taken into account in order to calculate the Reynes effec-
tive tax rate under the exemption with progression method on the 
basis of the Mercia–Reynes DTA, which states that:

Reynes tax may be computed on income chargeable in Reynes by vir-
tue of this Convention at the rate appropriate to the total of the income 
chargeable in accordance with Reynes law.

 Should the Mercia military pension and social security payments be 
taken into account under the exemption with progression method of 
article 23A (Elimination of double taxation) of the Mercia–Reynes 
DTA? 

6. John Smith, a professional sportsman and a resident of the United 
Kingdom, entered into a contract to provide his services to a sports 
team in France. The contract states that the sums to be paid to John 
are to be paid “net of tax”, but the contract does not modify his li-
ability under French law to account to the French tax authorities 
for French income tax on his income. He worked in France dur-
ing the calendar years 2011 to 2013. He left the United Kingdom 
in the middle of 2011, but as the period that he spent in France 
was less than a complete UK tax year and he often returned to 
the United Kingdom, he continued to be a resident of the United 
Kingdom for UK tax purposes throughout the whole of the 
2011/12, 2012/13 and 2013/14 tax years. As he had a home in 
France and carried on his professional activity there, he was also a 
resident of France for French tax purposes throughout the period.

 John was assessed French income tax for the 2011 year and he paid 
the amount owing to the French tax authorities. He received credit 
in respect of that sum against his UK tax liability under the France–
United Kingdom DTA (2008). For the 2012 and 2013 years he did 
not file tax returns in France, nor did he receive any tax assessments 
or pay tax. He was assessed income tax in the United Kingdom 
on his French earnings for the tax years 2012/13 and 2013/14 and 
claims that he is entitled to credit under the France–United Kingdom 
DTA in respect of his French tax liability even though tax has not 
been paid.

 Should John be entitled to a foreign tax credit?
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7. Nils, an engineer and a resident of Denmark, has lived away from his 
wife and two children since mid-2014. They continued to live in the 
Netherlands in a house owned by Nils. For the 2015 tax year, Nils 
claimed deductions in his Danish tax return for support payments 
equal to DKR 91,000 and DKR 25,000 for mortgage interest and 
property taxes for his house in the Netherlands. 

 The local tax authorities approved only the deduction for the mort-
gage interest and property taxes and disallowed Nils’ claim for 
support payments on the grounds that support payments to a fam-
ily living apart may be deducted only if they have been fixed or 
approved by an official authority. This was not done until December 
2016. Nils argues that the tax authorities’ position conflicts with the 
Denmark–Netherlands DTA (1996), since his wife is subject to tax 
in the Netherlands on the support payments. Hence, denial of the 
deduction results in double taxation. 

 Are the support payments deductible in Denmark under the 
Denmark–Netherlands DTA to avoid double taxation?
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