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Editorial

This special edition of the journal provides significant coverage of Double Tax
Agreements (DTAs) in the East Asia/Australia region. It thereby provides some
redress to the overwhelming coverage of DTA issues in Europe and North America
that exists in the academic and professional literature. Is there any need to consider the
regions differently? Yes, there is. DTAs operate with significant differences in
different legal, economic and social environments despite their structural similarities.
The region that is the focus of this special edition is also one that is growing rapidly in
global economic significance and its needs must be considered by the tax community
as much as by other communities. This special edition is also the first of at least two
that will collect the papers that are being prepared by authors from various other
regional jurisdictions on the topic of DTAs.

In this edition, papers are provided from a variety of jurisdictions and approaches.
Overviews of DTA policy and approach in both China and Russia are provided. These
are highly significant given the recent emergence and rapid progression of both these
transition economies. The authors have done an excellent job of capturing the
priorities of China and Russia in establishing their relatively recent DTA networks. It
is suggested that more subtle insights into how these two countries view their role in
the globalised world may be garnered from a careful contemplation of their treaty

policy.
From a compl( )Tj6-1.18tnnpic of DITJ 18) -2541 -1.
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The occasion saw a group of five Atax academics present in Hong Kong which has
proved a successful initiative for further joint research programs.

Nolan Cormac Sharkey and Kathrin Bain (Editors)
School of Taxation and Business Law (Atax)
University of New South Wales

December 2011
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In practice, the Hong Kong Inland Revenue Department assesses tax, in certain
circumstances, on income that is attributable to activities occurring outside Hong
Kong. For example, if an employee has a Hong Kong resident employer, and the
employment contract was negotiated and concluded in Hong Kong, all of the income
from the employment will be assessed to tax as Hong Kong-sourced income regardless
of where the employee’s services were rendered, unless the employee can prove that
he or she spent no more than 60 days visiting Hong Kong during the year of
assessment.” Another example: if a Hong Kong-based company purchases products
located in a foreign country and sells them to customers in another foreign country,
and the products never enter Hong Kong, the resulting profits will generally be
assessed to tax as Hong Kong-sourced profits if the authority to conclude the contracts
of purchase and sale was exercised by someone in the home office in Hong Kong.°

As international business activity expanded in the Asia-Pacific region in the 1970s and
1980s, Hong Kong-incorporated companies began to be used for tax avoidance
purposes by investors based in high-tax countries. The combination of a limited tax
system, an English legal system, and low-cost, efficient business and banking services
performed by English-speaking staff made Hong Kong an unusually attractive location
in which to establish an investment holding company or trading company for
international business.

For many years, most of the high-tax countries in the world (with the notable
exception of the United States) tolerated their residents’ use of companies formed in
low-tax business and financial centres, even though domestic tax revenue was
certainly being lost, or at least deferred, as a result. This complaisant attitude changed
gradually. By 1990, nine high-tax countries had enacted controlled foreign company
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Meanwhile, the British and Mainland Chinese governments were negotiating the terms
of the handover of Hong Kong on 1 July 1997. Three points that emerged from the
negotiations were (1) Hong Kong’s legal system would continue for at least 50 years,
(2) Hong Kong would be independent in financial and tax matters, and (3) Hong Kong
would maintain the low-tax policy that it had followed prior to the handover.’® These
matters were decided against a backdrop of rapid economic growth and legal
development in the Mainland during the 1990s. Hong Kong’s economy was
becoming increasingly integrated with that of southern Guangdong province,
particularly the manufacturing towns of Shenzhen and Dongguan, where many Hong
Kong manufacturing companies had relocated their manufacturing operations.

In these circumstances, it is not surprising that the Hong Kong and Mainland China
governments concluded an agreement in 1998 for the avoidance of double taxation."*
The agreement—which was called an arrangeme nt” in order to avoid the implication
that the two governments were equals—was limited in scope, dealing only with
taxable business presence (ie permanent establishments), transportation income, and
income from personal services. But it marked a milestone in Hong Kong’s tax
history: its first DTA applicable generally to individuals and companies from all
sectors of the economy.

At around this time, the Hong Kong government decided to pursue DTAs with other
countries in an effort to build a worldwide treaty network. Competition with
Singapore was undoubtedly a factor in the decision, given the fact that Singapore had
a wide network of DTAs already in place. Potential treaty partners were reluctant,
however, to conclude DTAs that did not provide for the exchange of information
regardless of a domestic tax interest in the information requested.

Between 2004 and 2009, Hong Kong concluded DTAs with four countries:

Belgium (2004)
Thailand (2005)
Vietnam (2009)
Luxembourg (2009)

X X X X

In addition, the double tax arrangement  with Mainland China was expanded and
refined, first in 2006 and again in 2008.

A significant change occurred in April 2009, when the G-20 group of nations
threatened to punish countries that fail to cooperate in the effective exchange
information on tax matters.”> Failure was defined as having fewer than twelve
agreements in place providing for the exchange of information under the terms of
Article 26 of the 2004 OECD Model DTA.*® In conjunction with the G-20’s
announcement, the OECD Committee on Fiscal Affairs published a list of

10 Basic Law of the Hong Kong Special Administrative Re
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uncooperative countries. At China’s request, Hong Kong and Macau were not in the
list but were named in a footnote, which stated that they were committed to
compliance with the international standard for information exchange and were in the
process of amending their laws to permit full compliance in practice.

Soon after these events, the Hong Kong government introduced legislation in June
2009 empowering the Inland Revenue Department to obtain information, pursuant to a
request under a DTA, in which it has no domestic tax interest.™
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4. ISSUES ARISING UNDER THE DTAS

Although Hong Kong continues to have the limited tax system described at the outset
of this article, its DTAs contain most of the provisions of the OECD model DTA. In
order of importance to Hong Kong, these include:

Exchange of information on request, regardless of domestic tax interest
Permanent establishment (PE) provisions

Reduction of withholding taxes on dividends, interest and royalties
Provisions relating to individual residents and employment income
Limitation on benefits provisions

Allocation of taxing rights on capital gains

Provisions on transactions between associated enterprises

X X X X X X X

Issues are already beginning to arise under some of the DTAs. For example, some
treaties expressly preserve the right of the parties to apply the anti-avoidance
provisions of their domestic tax laws to items of income covered by the treaty.’® This
can cause a problem if, for example, anti-avoidance provisions in domestic law require
full withholding tax on deductible payments to a nonresident that is not subject to tax
on receipt of the payment under the tax laws of the nonresident’s home country. As
discussed earlier, Hong Kong profits tax does not apply to income arising outside
Hong Kong, under the terms of the Inland Revenue Ordinance. Consequently, Hong
Kong-based companies may encounter difficulty in obtaining withholding tax
reductions under DTAS with certain countries, Indonesia being one example.

Mainland China has also denied the benefits of the PRC-Hong Kong double tax
arrangement to a Hong Kong company in at least one case. The Hong Kong company
in question owned 15.6 percent of the shares in a PRC company, and sold some of the
shares, realizing substantial gains. The Hong Kong company claimed that it was
exempt from taxation in the Mainland under Article 13(5) of the double tax
arrangement, which provides a tax exemption for gains on share sales if the recipient
of the gains owns less than 25 percent of the company whose shares were sold. The
Fujian tax authorities denied the claim on the ground that the recipient of the gains”
was not the Hong Kong company but rather its sole shareholder, an individual who
also owned all of the shares of a second Hong Kong company that owned 22.49
percent of the shares of the same PRC company.’

Exchange of information will undoubtedly give rise to issues in practice. Under the
Inland Revenue (Disclosure of Information)
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Financial Secretary. It is too early to tell how all of this will play out in practice, but it
is reasonable to expect that taxpayers will do all in their power to resist information
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A comparative study of the OECD model, UN
model and China’s treaties with respect to
rights to tax income and capital

Bin Yand and Chun Ping SoAg

1.INTRODUCTION

As of December 31, 2010, China has signed eighty-nine tax treaties with other
countries and two tax arrangements withoiten special administrative regions, Hong
Kong and Macau. All these tax treaties angrimal tax arrangements have come into
effect. As the largest developing country wétlhuge net inflow of foreign investment,

it seems quite reasonable for China to sticthe UN model, which gives more weight

to the source principle than the OECDbael does. However, China’s current tax
treaties exhibit an opposite pattern. MosCéiina’s tax treaties, especially those with
the OECD member ates, are very close toghOECD model though somewhat
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performance of independent personalvees. Income from immovable property
which is attributable to a permanent efitdtment (PE for short hereinafter) shall be
deemed as business profits, which are suligeclifferent rules. The purpose of this
provision is to ensure that the state of
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the attribution of profits to a PE. TH@ECD model adopts the economic connection
principle in the attribution of profits. It stresses the economic connection of the
business profits and the PE’s activities, which follows that the state of source may
only tax business profits arising from a PHEstivities. In contrast, the UN model
proposes a restricted force of attraction principle with stipulates that “the profits of an
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and, in some cases, to resort to simplethaos for calculating the profits attributable
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3.2.2 The calculation of profits of mere purchase by a PE

In general, an organisation established solely for purchasing is not a PE. If a PE
carries on purchasing in atldn to other business activities, there are different views
on whether the profits shall be attributed to the PE for purchasing. The UN model
proposes clearly that the competent authordfdle Contracting States shall settle the
guestion by mutual agreement.

The 2010 OECD model deleted the provision fmofits shall be attributed to a PE by
reason of the mere purchase by that PE of goods or merchandise for the enfferprise”
for being inconsistent with the arm’s lengtfinciple. The arm’s length principle takes
into account all activities of a PE’s, whiclearly includes purchasing, in determining

its profits. Also, since a tax exemptioestricted to purchasing activities undertaken
for the enterprise would require that empes incurred for the purposes of performing
these activities be excluded in determining pirofits of the PE, such an exemption
would raise administrative problems. The profits from purchasing activities shall be
determined by using the arm’s length principle. In contrast, the previous OECD model
stipulates that no profits shall be attributed to a PE by reason of the mere purchase by
that PE of goods or merchandise for the mgmise. It's argued that if purchasing,
being not a complete business cycle, is tanotuded in profit attibution, it will be

very difficult to calculate the real profits.

3.2.3 Special methods for calculation of profits of a PE

The best way to determine the profit to digributed to a PE is by looking into its
accounting records on the basis of armigté profit. If the accounting records don’t
exist or are unreliable, the total profits of the enterprise can also be apportioned to the
PE by reference to various formulae. The UN model and the previous OECD model
both clearly stipulate that “in so far as @shbeen customary in a Contracting State to
determine the profits to be attributedad®E on the basis of an apportionment of the
total profits of the enterprise to its varigoarts, nothing in paragraph 2 shall preclude
that Contracting State from determininbe profits to be taxed by such an
apportionment as may be customary; the method of apportionment adopted shall,
however, be such that the result shall badgoordance with the principles contained in
this article”. The profits to be attributed the PE shall be determined by the same
method year by year unless there is good and sufficient reason to the contrary.

The 2010 OECD model removed the proéifgportionment method. It was necessary
to delete the provision because its laggtion had become very exceptional and
because of concerns that it was extrentdifficult to ensure that the result of its
application would be in accordance wittketarm’s length principle. Since it is not
allowed for the application of such fundamtally different methods, the OECD model
avoids the need for such a provision.

3.3 The practices of China’s treaties

China follows most of the provisions withgpect to PEs and its business profits in the
previous OECD model when signing intetinaal tax treaties, whilst some UN model
clauses are also adopted in a few taeaties with developing countries, and the

19 paragraph 5, Article 7 of the OECD model.
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internal tax agreements with Hong Koaigd Macao after 2002. For example, China’s
tax treaties with Nigeria, Algeria, Mexico, Sri Lanka, Morocco, Kyrgyzstan, Bahrain,
Tunisia, Omart! Kazakhstart? Venezuela, Moldov& Hong Kong and Macao rule

that no deduction shall be allowed in respect of amounts, if any, paid by the PE to the
head office of the enterprise, by way ofatiies, fees or other similar payments in
return for the use of patents or other rights, or by way of commission, for specific
services performed or for management, ocegx in the case of a banking enterprise,

by way of interest on moneys lent to the PE. The tax treaty between China and
Indonesia explicitly states the abandonment of using any force of attraction principle;
the tax treaty between China and the Philippiallows an income tax, in addition to

the enterprise income tax, not exceedi@o of the gross amount of the profits
repatriated from the branches to its head office.

3.4 An exception to the PE principle-international transportation

International shipping and air transpoida usually involve many countries. An
enterprise may have branches in different countries and a business activity may
involve many countries. Therefore, the PE principle may require that the business
profits be taxed in many countries. On thige hand, it is difficult to determine the
apportionment of profits to the involved countries (thus the PEs). But on the other
hand, the total taxes thus incurred may be too heavy a burden for the enterprise to
bear, which in some casesy even outrun its accountipgofits. Since it is common
knowledge that the international transportation industry earns a relatively low profit,
it's reasonable to tackle its internationatds, which under the PE principle would be
overwhelmingly heavy, in a different way for its better developrient.

The OECD model states that “Profits frothe operation of ships or aircraft in
international traffic shall be taxable only in the Contracting State in which the place of
effective management of the enterprise is situated. If the place of effective
management of a shipping enterprise oamfnland waterways transport enterprise is
aboard a ship or a boat, then it shall be d=kto be situated in the Contracting State

in which the home harbor of the ship or boat is situated, or, if there is no such home
harbor, in the Contracting State of which tperator of the ship or boat is a resident”.

Two alternatives are given in the UN modegmely Article 8 (alternative A) and
Article 8 (alternative B). Alternative A is ¢hsame as the OECD model. Alternative B
has special rules and states “Profits from diperation of ships in international traffic
shall be taxable only in the Contracting State in which the place of effective
management of the enterprise is sikgatinless the shipping activities arising from
such operation in the other Contracting State are more than casual. If such activities
are more than casual, such profits may bedamehat other State. The profits to be
taxed in that other State shall be deteedion the basis of an appropriate allocation
of the overall net profits derived by the enterprise from its shipping operations. The
tax computed in accordance with such altmsashall then be reduced by __ per cent.
(The percentage is to be estdfdéd through bilateral negotiations”).

" The treaty doesn’t mention the exception of the bankirinancial institutions with respect to interest.

12 As above.

13 As above.

14 Jin zhi Liu (translator),Commentaries of UN model Tax Convention between Developed and
Developing Countrie§China Financial & Economic Publishing House, 1996) 56.
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Table 1: An overview of China’s tax treaties after 2000

Tax | withholding Taxes: Taxation | Tax

Date of [ on i
Signature ' Cap- E)gfair?sg1 et ipf’:l)r-
ital?  Dividends I

Country
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Table 1 Notes:

! There are a few specialties with respect to investmentrieasf the relative articles of China’s treaties. Fifst,
the dividends generally don't includiee “jouissance” shares or “jouissa
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Portugal, Seychelles, Philippines, Ireland, South Africa, Barbados, Azerbaijan,
Albania, Sri Lanka, Morocco, Indonesia, Kazakhstan, Kyrgyzstan, Iran, Nigeria and
Macau are all of this kind.

The fourth category: a 10% withholding teate for all kinds of investment income,
while actually a 30%-40% discount in tax payable is given to royalties arising from
using industry, commercial and scientiegjuipment. The treaties with the United
States, the United Kingdom, France, Belgium, Germany, Finland, Denmark, Sweden,
Italy, Netherlands, Poland, Bulgaria, Switaad and Spain are all of this kind. The
treaty with Israel gives another preferenc&#f for the interest paid to a bank or any
other financial institutions; while thdreaty with Malaysia stipulates a 15%
withholding tax rate for royalties arising from the use of cultural copyrights.

The fifth category: a 15% withholding taxteafor dividends and a 10% withholding
tax rate for interest and royalties. Fexample, the treaties with Norway, New
Zealand, Australia, Papua New Guinea, Qatar are all of this kind.

The sixth category: a 5% withholding taxedor dividends and a 10% withholding
tax rate for interest and royalties. Fommple, the treaties with Mongolia, Mauritius,
Croatia, Slovenia, Yugoslavia, SudaMacedonia, Laos, Saudi Arabia, Mexico,
Brunei, Oman Barbados and are all of this kind.

We notice a strong resemblance betweem&s treaties withthe OECD member
states and the OECD model, while the otineaties diversify greatly and are difficult

to be classified. However, it is worthwhite note that an anti-avoidance clause was
directly added to the articles with respéctinvestment income in China’s newly
signed treaties with Singapore and Nigefitadenies the application of relevant
articles if the rights giving rise to the dividend, interest or royalty were created or
assigned mainly for the purpose of taking advantage of the treaty and not for bonafide
commercial reasons. Although the rules argegalementary and more observations
are needed to determine its application, ifjuste evident that China has been giving
more concern to combatting intational tax evasion and avoidance

5. THE RESPECTIVE RIGHTS TO TAX CAPITAL GAINS

Both the OECD model and the UN model gitre exclusive right to tax income from
immovable property to the state of sounsjch is followed by China. However, the
two models diverge on the respective righistax income from the alienation of
immovable property.

The four identical aspects are as follows: 1) Gains derived by a resident of a
Contracting State from the alienation of ilovable property and situated in the other
Contracting State may be taxed in that other State. 2) Gains from the alienation of
movable property forming part of the business property of a PE which an enterprise of
a Contracting State has in the other Contracting State or of movable property
pertaining to a fixed base available to a resident of a Contracting State in the other
Contracting State for the purpose ofrfpeming independent personal services,
including such gains from the alienation of such a PE (alone or with the whole
enterprise) or of such fixed base, may be taxed in that other State. 3) Gains from the
alienation of ships or aircraft operated itermational traffic, bag engaged in inland
waterways transport or movable property pertaining to the operation of such ships,
aircraft or boats, shall be taxable onlytive Contracting State in which the place of
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effective management of the enterprise is sitdaidonly in the Contracting State in
which the enterprise is a resident. 4) Galegved by a resident of a Contracting State
from the alienation of shares deriving more than 50% of their value directly or
indirectly from immovable property situated in the other Contracting State may be
taxed in that other Statd.

The differences lie in the taxation of incorinem alienation of shares or comparable
interests. First, the UN model expands the rightax of the state of source, in that it
may tax gains from the alienation of interastartnerships, trusts and estates which
principally own immovable property situated thiex. That is to say gains, in whatever
form, from the immovable property situated in a Contracting State may be taxed in
that State. Secondly, the UN model stipulates that gains from the alienation of shares,
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6. CONCLUSION

The dual fundamental purposes of the double taxation treaties are: eliminating
international double taxation so as to gm&éea that the income from international
transactions shall be taxed only once; aadonciling contradictions of sovereign
states so as to distribute income taxeraies of international economic activities
properly. The prevailing view regardingxtéreaties assume that they benefit every
country involved. However, under the wabslide tax competition for highly mobilized
capital, each country has been driven tetanilateral measures, such as tax credits
and tax exemptions for foreign investmentvhich have eliminated international
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relative certainty in DTA principles of venue jurisdiction in comparison to those
employed in Australia and Hong Kong, ttagticle suggests that there is scope for
reform of jurisdictional nexus rules iustralia and Hong Kong regardless of DTA
completion.

Part 2 of this article sets the contexitloé question of a DTA between Australia and
Hong Kong by reviewing the treaty policy of both jurisdictions as well as their tax
systems and the relationship between th&art 3 provides a detailed analysis of the
impact a DTA would have on the tax claimfsboth Hong Kong and Australia. It finds
that this impact is significant and should daefully considered by both jurisdictions
as to benefits it could bring as well as the revenue loss it may create.

2.BACKGROUND

Australia’s history of DTAs dates back 68ars, with the first DTA being signed with

the United Kingdom in 1946. In contrast, Hong Kong did not enter into any DTAs
until 1998, and until recently, there was little expansion in Hong Kong's DTA
network. Since 2010, there has been rapid expansion of Hong Kong’s DTA network.
As yet, no negotiations have beerheduled between Hong Kong and Australia,
despite an indication by Hong Kong thttey would like to enter into such
negotiationg. This part will first compare Ausdlia’s and Hong Kong’s tax systems,
DTA history and policies, as well as discuss the potential usefulness of an Australia-
Hong Kong DTA.

2.1 Comparison of Australian and Hong Kong tax systems

One of the relevant considerations beforteeng into a DTA is the similarity of tax
systems. Despite the fact that both #estralian and Hong Kong tax systems were
based on United Kingdom tax legislatiadhgre are significant differences between
them. The key differences are discussed below.

Australia uses a combination of both desice and source bastkation. Broadly
speaking, Australian residents are talwaon their worldwide income, and non-
residents are taxable on Australian sourced incbrire.contrast, Hong Kong uses a
purely source based taxation system, wik only being imposed on income that
arises in or is derived from Hong Kofig.

The tax bases of both countries are significantly different, with Australia having a
much broader tax base. Although incorise not comprehensively defined in
Australian tax law, it is a wide concept, including both amounts of income (for
example, salaries, business profits, income derived from property) and taptal.
income tax rates vary based on the typerasitiency of taxpayer and, for individuals,

2 |inda Tsang, ‘Tax agreement betwedong Kong and Australia — negotiation$8FD (online), 24
June 2011 <www.ibfd.org>

3 Income Tax Assessment Act 198h) ss 6-5, 6-10.

4 Ayesha MacPherson and Garry Laird,
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level of income. Companies are currerglybject to a flat tax rate of 30 percént.
Individuals are subject to progressive taxation, with tax rates for the 2010-11 year
ranging from zero percent to 45 percent for residents, and from 29 percent to 45
percent for non-residents.

In terms of income, Hong Kong essentially taxes only business profits, salaries and
rent from real property. Profits Tax is imgaosat a flat rate (for the 2010-11 year) of
either 16.5 percent (for corporationsy 15 percent (non-corporate taxpayérs).
Salaries Tax is a progressive tax, with rates for the 2010-11 year ranging from 2
percent to 17 percent. The total tax pagaisl not to exceed a rate of 15 percent.
Property Tax imposed under Hong Kongiisand Revenue Ordinands a flat rate of

tax (15 percent for the 2010-11 yean)the net assessable value of properfhere is

no capital gains tax in Hong Kong.

Hong Kong does not tax dividends. Under s 26(a) ofritend Revenue Ordinangce
dividends from corporations that are subject to Profits Tax are specifically excluded
from assessable profits. Although the wogdof this exemption may imply that
dividends paid by a corporation that has heen subject to Profits Tax will not be
excluded under s 26(a), the Hong Kondaiid Revenue Department treats all
dividends as non-assessableinterest derived from bank deposits, most Government
Bonds and various debt instruments atso excluded from Hong Kong taxatidn.

Australia’s treatment of didiends is rather unique and sty of discussion. Under

the classical system of taxation, company profits are taxed at the company level.
When the profits are distributed to shlaolders in the form of dividends, the
dividends are also taxed. This effeeti results in economic double taxation — with

the same amount of income being taxedcéw albeit in the hands of different
taxpayers. In 1987, Australia introduced what is known as an imputation /stem

an attempt to eliminate the effect of doubbeatzon. Under this system, tax paid by a
company can be attributed (‘imputed’) shareholders. When a company pays a
dividend out of profits on which tax has alrgdzken paid, they can attach a ‘franking
credit’ to the dividend (a dividend with franking credit attached is a ‘franked
dividend’). The franking credit reflects the tdpat has been paldy the company. If

a dividend is paid from profits which have roten subject to tax at the company level
(or the company decides not to attach franking credits to the dividend), it is known as
an unfranked dividend. When a residerdrsholder receives a franked dividend, they
are required to include both the dividend received and the franking credit in assessable
income. However, this franking creditethh becomes a tax offset, which reduces the

% Income Tax Rates Act 1986th) s 12(1), Sch 7 Pt 1.

" Income Tax Rates Act 1986th), s 23(2)Most Australian resident indigiials are also subject to an
additional 1.5 percent tax (the Medicare Levy) to help fund Australia’s public healthcare scheme. See
Medicare Levy Act 198@Cth).

8 Inland Revenue Ordinance 19¢HK) Schs 2, 8.

? Inland Revenue Ordinance 1947
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shareholder’s tax liability. When the tayea is a resident individual, any excess
franking credits are refundéd.
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Australia does not have a clearly publdH2TA negotiation policy, with the Review
of International Tax Arrangements stating:

Like many other contracts entered irttg governments, DTAs are negotiated
largely in secret. To somextent, this is changing: in Australia in recent years
the negotiation process has been padjyened to consultation, through the
ATO's Tax Treaties Advisory Panel and direct dealing with specific taxpayers
on particular issues. But the balanissstill very much on the side of secréty.

In January 2008, the then Assistant Treasand Minister for Competition Policy and
Consumer Affairs announced that thevgrnment was seeking public comment and
submissions on Australia’s future DTAegotiation program and policy. The
announcement included a summary of the main features of Australia’s recent tax
treaty practice, including the fact that although Australia broadly follows the OECD
Model, it would be modified to ensurthat Australia retained taxing rights over
natural resources. In terms of withholdiag rates, these would generally be limited

to five percent for inter-corporate non-giolio dividends, 15 percent for other
dividends, 10 percent for interest and five percent for royd4ities.

As part of the process of seeking public input, the government was particularly
interested in submissions indicating coiggrthat Australia should seek to negotiate
or update a DTA. In this regard, thevitav of International Tax Arrangements had
indicated that updating DTAs with AuslieEds major trading partners was more
important than entering into new DTAs witlountries with which Australia has only
low levels of trade or investmefft. The current levels of trade and investment
between Australia and Hong Komgll thus be examined in Section 2.4 of this article.

2.3 Hong Kong DTA network

Due to Hong Kong's source-based taxatiostegn, double taxation is less of an issue
than in a country suchs Australia that utilises concepts of both residency and source.
However, the Hong Kong Inland Revenue Department has stated:
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entered into a DTAJ? In order to protect taxpayer privacy, thdand Revenue
(Disclosure of Information) Rulesame into effect at the same time as the amending
legislation that sets out the IRD’s practice dealing with exchange of information
requests, procedures to be followadd safeguards available to taxpayers.

In regards to the amending legislatidhe Commissioner of Inland Revenue, Chu
Yam-Yuen, stated that “Hong Kong has entered a new phase in supporting the
international effort to enhance tax traasgncy”. The Commissioner further stated
“Our target is to sign the new comprehensive agreement with all our trade partners.
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impact on tax revenue), it is relevantewamine the current levels of trade between
Australia and Hong Kong.

In a 2008 speech entitled “The Australiartg) Kong Connection”, 8phen Smith (the
then Australian Minister for Foreign Affairand Trade) highlighted the relationship
between the two countries, stating: “Aaditt and Hong Kong have long shared a
special relationship in Asia, underpinnedstsong people-to-people links and a highly
complementary trading and investment partnership. As one of the world’'s freest
economies, Hong Kong plays a significant rdhethis region’s, and Australia’s,
prosperity”>® At the time the speech was giveHong Kong represented Australia’s
second largest expatriate communiftyFurther, in the same year (2008), Hong Kong
was Australia’s fourth largest source of foreign investmenh terms of trade, Hong
Kong was Australia’s 20largest trading partner, #3argest export market and 27
largest source of impors.

More recent figures are available from Hongni§ts perspective. In 2010, Australia
was Hong Kong's 17 largest trading partner, $3argest domestic export market™1
largest re-export market, and the2argest source of importsin terms of bilateral
investment, in 2009 Australia was the“‘]Jérgest source of inward direct investment
into Hong Kong, and the fOmajor destination of outward direct investment from
Hong Kong>’ More detailed figures regarding the amount of trade and investment
between Hong Kong and Australia (from Hokgng's perspective) is shown in the
table below.

Table 1: Hong Kong’s trade and investment with Australia®

Type of trade / investment Amount Year
($HK million)

Domestic Exports (HK into AU) 1,148 2010
Re-exports (HK into AU) 36,926 2010
Total Exports (HK into AU) 38,074 2010
Total Imports (AU into HK) 16,064 2010
Total Trade 54,138 2010
Inward Direct Investment (AU into HK) 19,100 2009
Outward Direct Investment (HK into AU) 34,100 2009

3 Stephen Smith (Australian Minister for Fayei Affairs and Trade), ‘The Australia Hong Kong
Connection’ (Speech delivered at the Austrattdramber of Commerce, Hong Kong and Macau, 6 May

542008) <http://www.foreignminister.gov.apleeches/2008/080506_atmstmy_hong_kong.htmlI>.

Ibid.

%5 Department of Parliamentary ServicEsyeign Investment in Australia: Recent Developmght&pril
2011) Parliament of Australia
<http://www.aph.gov.au/library/pulisi/eco/AustForeigninvestment.pdf>.

%% Hong Kong Regional Cooperation Diwsi, Trade and Industry Departmehiong Kong Australia
Trade RelationgApril 2011) Hong Kong Economic and Trade Office Sydney

57<http://www.hketosydney.gdvk/hkaustraderel.php>.

Ibid.
%8 Sourced from Hong Kong Regional Cooperation S, Trade and Industry Department, above n 56.
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By way of comparison, it is noted thitong Kong and New Zealand signed a tax
treaty in December 2010, which entered into force in November 2011. On the one
hand, the existence of a Hong Kong-Neealand DTA may be considered irrelevant

from Australia’s point of view. On the ot
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The significance of trading relationship thairrently exists between Australia and
Hong Kong lends support to the argument thastralia should consider entering into

DTA negotiations. As cross-border trade and investment increases, so too does the
potential for double taxation. However, theeggth of the existing relationship is just

one factor that is relevant in deterinigg whether a DTA should be entered into
between Australia and Hong Kong. Also relevance is the impact a DTA would
have on each country’s tax system and aasegieffect on taxation revenue, the focus

of Part 3 of this article.

3. IMPACT OF A DTA ON AUSTRALIAN AND HONG KONG TAX OUTCOMES

Part 3 provides an analysis of how the signing of a DTA by Australia and Hong Kong
would impact tax outcomes in both jurisdictions. As discussed in Part 2, there may be
various reasons why two jurisdictions wowlonclude a DTA that go beyond altering
technical tax outcomes. A treaty may simply be viewed as symbolic of the two
jurisdictions willingness to bind themselvesr@spect of their taxing jurisdictions and
therefore show that they have a good coatpee relationship. There may also be
taxation related reasons that don’t actuathpact the manner in which the taxes
operate. These would include using theAD{b allow cooperation between revenue
and other government authorities. Howewdtimately DTAs are meant to prevent
double taxation and share revenue jurisdictbetween two countries. It would be
expected that a DTA would only beeeded when it actually makes a material
difference to taxation outcomes. The question that arises is what difference to tax
outcomes would a DTA between Hong ri{p and Australia make? If these are
negligible, a DTA may not be considerewcessary. On the other hand, if the
differences are material, then AustraliedaHong Kong would need to consider such
differences and whether they are desiratriaundesirable in how they impact both
taxpayers and the revenue claioighe countries themselves.

On the face of it, it may be expected that given Hong Kong’s limited source based tax
jurisdiction, the signing of a DTA would make little difference to tax outcomes. In
Australia as well, the tax claim against n@sidents is generally consistent with that
allowed under DTA principles. However, detdilanalysis of how the tax laws of the
two jurisdictions operate and how DTAs ogte to shape tax laws often reveals
unexpected outcomes. Therefore it exassary to conduct a thorough and detailed
analysis of the tax claims that both Australia and Hong Kong make under domestic
laws and the manner in which DTAs operat€he following analysis does this by
considering the major categories of incodsalt with by DTAs in turn as well as the
critical areas of residence. As DTAs all differ, the nature of any future DTA between
Australia and Hong Kong is anticipated tne developing practice of Hong Kong and
Australia. Reference has been madeettent DTAs of both jurisdictions as well as
international models. As will be demdrsted, a DTA between Australia and Hong
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Australian taxation of Hong Kong peoplehavcame to Australia for relatively short
periods of time. This is because Australiaisltiple tests of residency for tax purposes
and the way they have been administeassl very wide and verge on the aggressive.
For example, based on TR 987 person who spends very little time in Australia
may be regarded as a resident for tax purposes if they are working in Australia. Given
the very significant numbers of people from Hong Kong who come to Australia for a
variety of work, study and leisure activitielis approach would certainly have been a
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from many other tax jurisdictions. A resident of Hong Kong for DTA purposes can be
a person who ordinarily resides in Hong Kpmdho spends more than half a year in
Hong Kong or more than 300 days in two y€eans.is clear that it would be far easier
for expatriate workers to meet these Hongh&aesidency tests than it would be to
escape Australian residence rules. Thewldiaherefore become dual residents and
under the tie breaker rules discussed abmag; be allocated to Hong Kong. While
not all persons would end up withis outcome, there will be far more certainty in the
Australian tax treatment of Australian workén Hong Kong. In addition, of concern

to Australia would be the certain losstak revenue due to losing a significant number
of tax residents if a DTA was concluded with Hong Kong.

3.1.2 Corporate residence

As with individuals, the introduction of a Hong Kong DTA results in the introduction
of a corporate residence concept for Hong Kong tax purposes that is not generally
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categories of income derived by such desits would be impacted by a DTA. The
following will assume a clear residency status of taxpayers as either Hong Kong or
Australian.

3.2 Active income
3.2.1 Employment income

As noted in Parts 2.4 and 3.2.1, there are significant numbers of Australians working
in Hong Kong and Hong Kong people workimgAustralia, makinghe impact a DTA
would have on employment income veglevant. A DTA based on the anticipated
model would make notable changes intielato Australian and Hong Kong residents
who earn employment income that hasoarection with the other jurisdiction. As

will be seen with several other instancetole one of the key changes that a DTA
would bring about is a significant increasecirtainty in relation to taxing rights in
both Australia and Hong Kong. iBhis primarily the result of the continued reliance of
both jurisdictions on uncertain common law tests to determine their taxing rights
rather than mechanicahd predictable rules.

As noted in Section 2.1, Australiailwgenerally only tax non-residents on their
Australian sourced inconfd. Common law principles determine whether a non-
resident’s employment income has an Australian sdlréestralian case law has
developed a significant focus on the place where work is done as being the source of
employment incom& which is consistent with DTAthat also focus on where work

is performed as the key taxing nefBislowever, Australian law is not certain on this
nexus with precedents establishing that ttee@lthat work is done is not always the
source of employment income. In the fact§6fT v Mitchurfi’ for example, there was

a clear finding that the place where the work was done was not significant in
determining the source of employment income. However, the case did not clearly
articulate what the other relevant factors are. It is therefore submitted that DTAs
provide a significant increase in certaititynon-resident employees whose work has
some connection to Australia in that it eresuthat the test is one that looks to where
the work is performed as the sole relevant nexus.

In addition to providing certainty in rdlan to the source of employment income, a
DTA will also impact Australian taxing rightin relation to work done in Australia by

non-residents. It will do this by restriog Australia’s taxing rights in relation to

persons who do short term work in gtalia. Under current Australian law, non-
residents will be taxed on their Australiaourced employment income even if they
worked in Australia for a very short time.
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significant difference to their tax outcomesAnstralia in that they will not be taxed
at all in relation to this income. At pregeall such income is subject to Australian
taxation.

As with Australia, a DTA prima-facie rkas little difference to the taxation of
employment income by Hong Kong as Hadkgng generally only taxes employment
income sourced in Hong KorfgHowever, a more detailed analysis demonstrates that
a DTA significantly alters the concepts that Hong Kong employs in taxing
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signing of the DTA would have been a map@nefit to many Australians working in
Hong Kong for period of greater than 90 days and less than 180 days in particular, as
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determined in accordance with commdsw precedents and is, by its nature,
something that evolves over time and dan difficult to determine with certainty
given the array of possible business activitte$hus, precedent indicates that the
place of contracting may be important in trade while the place of manufacture may be
highly significant in cases of manufacturitfigdowever, there is always the possibility
that in a particular case, a particular factay be held to be highly significant to the

287



eJournal of Tax Research An Australia-Hong Kong DTA:
Assessing the costs and benefits

Under its Profits Tax, Hong Kong will seek to tax a business profit when a trade,
business or profession is carried on in Hong Kang then to the extent that the profit
arises in Hong Kond* The concept of a profit arising in Hong Kong is very similar
to the concept of an Austrian sourced hass profit in Australia and courts in both
jurisdictions have looked to similaprecedents in deciding on these matters.
Consideration of when a trade, businesproffession is carried on in Hong Kong has
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major benefit of the DTA is the predicility it creates in relation to tax claims over
business profits in both jurisdictions. Thus, the merit of the conclusion of a DTA
between Hong Kong and Australia will netlbe evaluated through a balancing of
the reduced tax claims with the desimbicrease in certainty in tax claims.

3.3 Passive income
3.3.1 Interest income

The taxation of interest income in bothigdictions would remain largely unchanged

by the conclusion of a DTA but there are some notable points for consideration.
Australia’s tax claim on interest through itghtholding tax regime is structurally very
similar to that allowed by a DTA. In Auslia, interest derived by non-residents is
taxed at 10 percent (withholding on gross) unless it is connected to a PE in
Australial® If it is, then it is taxed by assessment. This is little different to what
occurs under most DTAs except that thenay be minor differences as to what
constitutes a PE’ In these unusual circumstances the DTA may alter outcomes. One
area in which a DTA may make a significarffelience is when interest is sourced in
Australia under common law principles but not subject to the withholding tax regime
because it is not paid by an Australian or
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3.3.2 Royalties

The analysis of how a DTA would impattte taxation of royalties by Australia and
Hong Kong has some similarities to the an@lya respect of interest. In Australia,
royalties paid to a non-resident are generally taxed through a final withholditg tax.
Unlike with interest, there is no exclusion from withholding when the royalty is
derived through a PE. Also, the withholding tate is a very significant 30 percent of

the gross royalty. The alteration of these two features would be the most significant
impact that the signing of a DTA would hawe taxation of royalties by Australia. A
DTA would ensure that when dividends are derived by a Hong Kong resident through
a PE in Australia, they will be subject to taxation by assessment rather than
withholding!** This is a very significant change and would provide a notable
incentive for Hong Kong residents to carryrofalty generating business in Australia

as they would get the beitedf having business expendituas a tax deduction against
their royalty income. For royalties thateanot connected to a PE, the DTA should
reduce the withholding tax rate from 30 percent of the gross to 15 percent or lower on
the gross. This again is a major redoctto the Australian tax claim over Hong Kong
residents.

Finally, as was discussed with interest, a DTA would clarify Australia’s residual
taxing rights over royalties based on the source concepts. At present, there remains the
possibility that royalties derived by Hong Kong residents but that are not paid by an
Australian or a non-resident with a PE in Aaa may remain taxable if the source of

the royalty can be found to be in Australidis is because as with interest, s 128D
only excludes from assessment royalties taktinto the withholding tax regime. As

the common law source of royalty incomenist related to the location of the paykr,

such situations may arise. However, the actual common law source rules are again
very unclear. A DTA would prevent Australia from taxing any royalty of a Hong
Kong resident that is not either paid by an Australian or effectively connected to an
Australian PE. In doing this it will creategsiificant certainty in relation to Australia’s

tax jurisdiction over royalties and also reddasestralia’s jurisdiction. This would be a
notable benefit to Hong Komgsidents as it is unlikelyhat Hong Kong would impose
taxation in Australia’s place.

The final point above is something that sh@lia should consider carefully if it is
going to conclude a DTA with Hong Kongdnoffer a low rate of withholding tax for
royalties unconnected to Australian PEs.eThduced tax claim together with Hong
Kong’'s narrow tax base means thaD@A with Hong Kong may create significant
treaty shopping possibilities for residentstbird countries who can structure their
Australian involvement through Hong Kong.
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have to curtail its claims in relation to royalties derived by Australian residents if it
concludes a DTA with Australia. Under s 15 of thmdand Revenue Ordinance
royalties as well as rents for moveable property are deemed to be business profits and
sourced in Hong Kong if the property they relate to is used in Hong Kong. However,
as outlined above, a DTA would restrict Hong Kong taxation of royalties derived by
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are connected with Australia. Hong Kong would not collect the tax saved through
Australia’s reduced claim.

Income from real property and from the alienation of real property should be
minimally impacted by the conclusion ®DTA between Australia and Hong Kong. A
DTA is likely to allow the country where theal property is situated to retain full
primary taxation rights over both rents andngaon disposal. As both Australia and
Hong Kong are unlikely to exceed this gdiction under their domestic rules, this
would not be a constraint. Australia gerigranly taxes gains made on Australian real
property and rents from real property in Australia when these are derived by a non-
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DTA as well. However, the tax that is lomger payable to Hong Kong may simply be
collected by Australia under its worldvéidtax base. Hong Kong should therefore
consider the desirability of this outcomeaoDTA. On the other hand, tax given up by
Australia under a DTA would not be likely to be subsequently collected by Hong
Kong due to its narrow tax base. Hong Kong residents under the DTA therefore stand
to significantly benefit from it. This may b& concern for Australia in that it will
create the possibility that persons from dhaountries will structure their Australian
business through Hong Kong to take advantafjés benefits together with Hong
Kong’s minimal tax base. Australia shoulderefore pay careful attention to the
inclusion of anti-treaty shopping and limitatiohbenefits clauses in any DTA that is
contemplated with Hong Kong. It is sulited that Australia should determine the
rates of withholding tax granted to royalties and dividends under any DTA very
carefully to determine whether a low rate is in its interests.

Hong Kong has indicated a desire to emé&r DTA negotiations with Australia. Due

to the significant relationship between tiweo countries, Australia should genuinely
consider entering into such negotiations. widger, also of concern to Australia will

be the potential loss of taxation revenue, whashjndicated in Part 3, is likely to be
significant. This will affect Australia’svillingness to enter into treaty negotiations
with Hong Kong. The analysis in Parh3s also indicated areas where a DTA would
have most impact. If treaty negotiations do commence, it is these areas that warrant
the most discussion and negotiation.
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1.PART I: HISTORICAL P

294






eJournal of Tax Research Some distinctive features of Australian tax treaty practice

Chart 1: Australian treaties and protocols by decade

Chart 2: Australian new treaty partners by decade

Chart 2 shows the number of new Tyepartners with Australia by decade
since 1946.
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Chart 3: Australian treaty partners by region by decades

2.PART II: ORIGINS OF DISTINCTIVE FEATURES OF AUSTRALIAN TAXATION TREATIES

As will be discussed in more detail belofwstralian taxation treaty practice still has
many distinctive features which set it apart from the treaty practice of many OECD
countries. Examination of Australian treaty practice between 1980 and the present
shows the continuing influence of the Austa model that had developed by 1980.
Despite changes in Australian treaty prazince 1980 several idiosyncratic features

of the 1980 model persist in current Australteeaty practice. In several instances the
archival evidence shows that these featyresisted in the Australian model up to
1980 simply because they had always beeretland that by 1980 the original reason

for inserting these features had been forgotten.

Part Il will examine the following featurt®f Australian treaty practice that either
continue to be distinctive or have bedistinctive and controversial until recently:

X the definition of permanent establishment;

* Emphasis has been placed on those distinctive feahaebave a more general application rather than
on those that are only or primarily relevant to pattc industries. Emphasis has also been placed on
features where currently available archival eviderssésts in understanding the origin of the distinctive
feature.
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X the savings clause in non arm’s-length situations;

X treaty articles giving income an Audtea source that it would not have under
domestic law;

X the other income article;

X not agreeing to and then modifying the non discrimination article;
X capital gains articles; and

x rates of withholding taxes on investment income.

In each case the historical backgroundhese distinctive features will be discussed
based on archival evideriddat has been available tethuthor. The argument of the
paper is that these distinctive features continue to reflect their origins as part of
Australia’s attempts to maximise sourcguntry taxation in the treaty context or to
respond to Australian domestic law concerns.
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definition in the 1945 United States — United Kingdom Tréat¥he definition in the

1953 treaty had, however, in the words thé then Australian Commissioner of
Taxation, been ‘broadened iorformity with Australian aims® Clearly Australia’s

aims in this respect were to maximize seubased taxation of the Australian branches

of foreign enterprise$. In addition to indicia of a permanent establishment under the
Australia — United Kingdom Double Taxatidireaty of 1946 the draft Australia —
United States Treaty proposed that a permanent establishment should include a
workshop, oilwell, office, an agency, management and the use of substantial
equipment or machinery. The most interesting inclusion was the specific reference to
the use of substantial equipment. Hagne inclusion had been made in th8 d@ne

1950 Supplementary Convention to the 1942 United States — Canada Taxation
Treaty® but had not been made in any other United States treaty up to 1952 and was
not made in any other United States trdatythe rest of the 1950s. However, specific
reference to ‘substantial equipment’ was inldd in several other Canadian treaties of
7th
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A ‘substantial equipment’ provision wassalfound in Australia’s 1957 Treaty with
Canada and 1960 Treaty with New Zealand.

Australia tried unsuccessfully to have a g¢ah8al equipment provision included in its
1967 Treaty with the United Kingdom. The #tralian Commissioner of Taxation, Sir
Edward Cain in correspondence with M/ B Johnson the Under Secretary of the
United Kingdom Board of Inland Revenuagorto commencement of negotiations on
the 1967 Australia — United Kingdom Trgaenclosed whatwas evidently the
definition in the Australian modéf. Johnson’s response was that while it was helpful
to have Australia’s views he was not sure that the Australian draft (particularly
paragraph (2)(ii) dealing with substahtegquipment) was entirely satisfactory from
the United Kingdom viewpoint. Johnson went on to say that he did not think that
further discussion could be usefully carried on through correspondence but that it
ought to be possible to reach a solution atad#p to both sides in the negotiatidfis.

During the negotiation of the 1967 Treaty in Canberra Australia raised the case of a
United States company which had appainéeUnited Kingdom company as its sole
distributor in Australia on a commission basis of its products. The United States
company licensed the United Kingdom company to manufacture its products and use
its trade marks, reimbursed the costs of manufacture and loaned all the machinery
necessary to manufacture its products.e Thited States company was treated as
having an Australian permanent establishinemder the Australia — United States
Treaty where permanent establishmenaswdefined as including ‘the use for
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Two other distinctive features of Australian treaty practice, mentioned in the then
Assistant Treasurer’'s Media Release, oatga with the Australia — United Kingdom
treaty of 1967. These were including ailtimg or constructin, installation or
assembly project within the set of exasplof a permanent establishment where it
existed for more than six months (in castrto the twelve month requirement in the
OECD Model) and deeming supervisorytigties for more than six months in
connection with a building site, or construcij installation or assembly project to be

a permanent establishment.

The Australian Taxation Office Memordum and a letter from the Acting Second
Commissioner of Taxation to the Secretary of the Australian Trédstosnmenting

on the definition of permanent establishment in the United Kingdom draft of the 1967
Treaty noted that it differed in several respects from the Australian ffodehong

these differences were that the definitiod dot regard as instances of a permanent
establishment an installation project thatseed for more than twelve months nor
supervisory activities on a building site arconstruction, installation or assembly
project for more than twelve monthaNo previous Australian treaty had included
installation projects or supervisory adties within the definition of permanent
establishment. However, supervisory activities in relatioimter alia installation
projects with a twelve month time limitah had been deemed to be a permanent
establishment under Article 11(1)(p)(iv)(aa) of the 1966 United Kingdom — New
Zealand Treaty. The Australian Treasurer’'s submission to cabinet on the decision to
commence negotiations for a new treaty with the United Kingdom in 1966
recommended pressing for a more comprehensive definition of permanent

operation of substantial equipment, in explorationdioexploitation of natural resources for period in

aggregate of 90 days in any twelve month perad] Article 5(4)(c) operating substantial equipment
for periods in aggregate exceeglil83 days in any twelve month period; Australia — Turkey Treaty,
2010 (not yet in force) Article 5 (3)(b) [operating statmgial equipment for more than 6 months in any
12 month period].

22\ J O'Reilly (Acting Second Commissioner of Taxation) to The Secretary to the Treasury (Sir Richard
Randall) and accompanying memorandum!" W@vember 1966 ‘Double Taxation : Re-negotiation of
the Present Agreement between the United Kingdowoh Australia”, National Archives of Australia,
Series Number A571 Control Symbol 66/3007 @adter ‘1967 UK — Australia Treaty, Australian
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establishment which would include an agenay oil well and an installation project
existing for more than twelve montffs.

The United Kingdom appears to have reabbnaeadily agreed to the Australian
requests in relation to ‘installations’n@ ‘supervisory activities’. The United
Kingdom ‘Notes of Meetings’ of the negdiians in Canberra relating to the 1967
Australian — United Kingdom Treaty record that on the third day the word
‘installation’ was added tsub-paragraph 2(g) to cava person who contracts to
manufacture, supply and install equipm&ntt was also agreed on the third day that
provision dealing with supervisory activities along the lines in the United Kingdom —
New Zealand agreement would be added. It is clear from handwritten notes by an
Australian Treasury official that theseditions were requested by Austraifa.The
existence of a provision dealing with supervisory activities in the 1966 United
Kingdom — New Zealand Treaty presumably madstralia’s argument easier on this
point.

Precisely how the minimum periods in these paragraphs came to be reduced to six
months is not entirely clear. The United Kingdom Notes of Meetings record that on
the fourth day, at Australia’s requeste tminimum period in sub-paragraph 2(g) was
agreed to be reduced to six months.The 1967 Treaty with the United Kingdom is

the first instance in an Australian treaty with six months being the minimum required
period for a building site, construction, intdon or assembly project to be classified

as a permanent establishment. The mlisin Taxation Office Memorandum to the
Secretary of the Australian Treasury hadi¢ated that the Australian model of the
time required a minimum period of twelveonths before an installation project was
regarded as a permanent establishmentditetten notes by an Australian Treasury
official at the negotiations indicate that here Australia asked for the inclusion of a
reference to an ‘installation’ project laggi twelve months and make no mention of a
request to reduce the minimum period to six mofitNghen seen in the context of the
Australian Taxation Office MemorandymO’Reilly’s (the Acting Second
Commissioner of Taxation) letter and McMm’s cabinet submission the reduction in
the minimum time to six months was clearly aimed at giving greater scope for source
basis taxation of industrial or commercial profits.

From the 1967 Australia — United Kingdofmeaty onwards including ‘installation
projects’®
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to six months® All of these features were in the Australian drafts sent to Japan and
Singapore in February and August of 1968 respectively. While there are exceptions,

30 See Australia — Singapore Treaty, 1969, Article 4 2)(d Article 4(3)(a) [6 months within a 12 month
minimum period]; Australia — Japdmeaty, 1969, Article 3(2)(h) and Article 3(4); Australia — Germany
Treaty, 1972, Article 5(2)(h) and Protocol Article Australia — Netherlands Treaty, 1976, Article
5(2)(h) and Article 5(4)(a) [includes installatiorofEct and supervisory aciies but minimum period
is twelve months]; Australia — France Treaty, 19ATticle 4(2)(h) and Article 4(4)(a) [12 months
minimum on building sites, construction, installa
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most notably the 1982 Australia — Unitecht®s Treaty, the trend with a developed
countries has been to not reduce the minintioma period below twelve months but to
reduce it with less developed countries. Alsosome instances, with less developed
countries the reference is to ‘servicéscluding consulting services’ and not to
‘supervisory activities’, although, in someadaties with developing countries, separate
articles refer to services and to supervisory activities.

2.2 Savings clause for domestic law in non arm’s length situations

Every Australian Taxation Treaty has contained (either in the tits&yf or in a
protocol to it) a savings clause for domestic law in relation to arm’s length
adjustments in the Business Profits Artieled in the Associated Enterprises Article.
A similar provision can be found in ov200 current taxation treaties worldwide and
in the 2000 Malaysian Model Income Tax Agneent. The progenitor of the savings
provisions in all subsequent Australiamaties was introduced in Australia’s 1946
Treaty with the United Kingdom.

The background to the provision in the 1946 United Kingdom Treaty was that
Australian Boards of Review had determirnibd profits of oil companies operating in
Australia under the theimcome Tax Assessment A&36 (Cth) s138' Section 136
empowered the Commissioner of Taxation determine the taxable income of a
business carried on in Australia that weither: (a) controlled principally by non-
residents; (b) carried on by a companywhich the majority of shareholders were
non-residents; or (c) carried on by a company which (directly or indirectly) held the
majority of shares of a non-resident company. The Commissioner’s powers could be
exercised where it appeared to the Comroissi that the business either produced no
taxable income or less taxable income thaght otherwise be expected of a business
of that nature. On appeal from a deimation by the Commissioner, Australian
Boards of Review had pow&y make assessments under s136.

including consulting services, for a period or pds aggregating 120 days in a 12 month period],
Article 5(4)(a) [supervisory activities for more th&mmonths]; Australia — South Africa Treaty 1999,
Article 5(3) and Article 5(4)(a) [183 days in ah? month period]; Australia Slovak Republic Treaty
1999, Article 5(2)(h) [12 month minimum period for buiid site, construction, installation or assembly
project], Article 5(2)(i) [services, including consualg services for a period or periods aggregating six
months in a 12 month period], Article 5(4)(aufervisory activities for more than 12 months];
Australia — Argentina Treaty 1999, Article 5(2)(ahd Article 5(4)(a); Ausalia — Romania Treaty
2000, Article 5(2)(h) [9 month minimum on buildingjte, construction, installation or assembly
project], Article 5(4) [6 month minimum on supésory activities]; Australia — Russian Federation
Treaty 2000, Article 5(2)(h) [inddes installation projects andipervisory activities but minimum
period is 12 months]; Australia — Mexico Treaty 2088jcle 5(4) [installationprojects and supervisory
activities included n same paragh]; Australia — Chile Treaty 2010 (not yet in force) Article 5(3)
[building site, construction or installation prdjewith six months minimum with an aggregation
provision in Article 5(5) that takes into account aitiéa by associated enterprises] and Article 5(4)(a)
[no specific mention of supervisoractivities but refers to sends performed by one or more
individuals for a period or period in aggregate of #8$s in a twelve month ped. In calculating the
minimum period the aggregation prowsiin Article 5(5) also applies]; and Australia — Turkey Treaty
2010 (not yet in force) Article 5(2)(g) [building site construction or instalteon or assembly project
with a six month minimum].

31 For contemporary commentary on s136 and the ragyjlirisprudence see JAEunn, OE Berger, JM
Greenwood and RE O’NeilGunn’s Commonwealth Income Tax Law And Practgiterworth & Co
(Australia) Ltd, Sydney, 1948 at paras [1382]1397] and NE Challoner and CM Colliiecome Tax
Law And Practice (Commonwealttijaw Book Company Sydney, 1953, at paras [895] to [906].
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sufficient information were available, it was not truly an arm’s length BasiEhe

view of the United Kingdom Board dhland Revenue was that United Kingdom
enterprises were entitled to know that thwiofits would be determined on an arm’s
length basis and that preservation of s136 would produce uncertainty for them and
would be inconsistent with the arm’s length principle which was present in all United
Kingdom taxation treaties of the time. Iretlwords of the Secretary of the Board of
Inland Revenue at the time:

‘If ....the agreement were to provide ttgction 136 should remain unaffected
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words of the draft saving provision as they might have prevented the taxpayer from
exercising appeal rights to have profit detiered in accordance with Article Ill. To
meet Australia’s con

308



eJournal of Tax Research Some distinctive features of Australian tax treaty practice

is found can it be said that actual armisgih consideration has been ascertained. In
many cases, as the OECD Transfer Pricing Guidelines recgrose or another
method of estimation, some of which are far removed from the search for a
comparative uncontrolled transaction, hasb®used to determine an arm’s length
price for a transaction. Arguably in all easwhere an estimation method is used it
has not been possible or practicable to @arean actual arm’s length price. Under

the current terms of the Business Profits rtand the Associated Enterprises article

in the OECD Model the adjustment contemgthis to a hypothetical figure based on
assumptions rather than to a figure corresponding to an amount charged in an actual
situation?> Where one treaty partner uses one estimation method and the other treaty
partner uses a different estimation methael tdxpayer will often invoke the mutual
agreement procedure or arbitration in &iore to remove the international economic
double taxation that would otherwise result. The result of that lengthy process will
often be a pragmatic compromise betwé®ntwo tax administrations. If the saving
provision were not there and the taxpayer were to challenge a transfer pricing
adjustment made under s136AD(4) on thasis that it was inconsistent with
Australia’s treaty obligations under eitheethusiness profits or associated enterprises
articles of the OECD Model it is likely, ithe author’s opinion, that the challenge
would fail given the hypothetical natudd figure sought to be found under those
articles and given the diversity and indirectture of the methods accepted by the
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commercial profits articles of the 1946 Australia — United Kingdom, the 1954
Australia — United States, the 1957 Australi€anada and the 1960 Australia — New
Zealand tax treaties, although it may hdeen deeming an Australian source for
some items of income which would not athiise exist, was arguably not extending
Australia’s taxing powers beyond those thzisted, albeit on a different basis, under
s136.

The industrial or commercial profitstite in the 1966 United Kingdom draft tax
treaty sent to Australia as part of the negotiations that led to the 1967 Australia —
United Kingdom Tax Treaty did not contain a source rule. The definition of industrial
or commercial profits did include income from the furnishing of services of employees
or other personnél. In commenting on the draft Australian tax officials recognised
the inclusion was necessary ¢oable the country of source to tax profits of public
entertainer companies but observed thaoarce rule along the lines of those in
Australia’s earlier tax treaties was necessary given that the ordinary source rules might
mean that the income of tkempany arose outside Austraifa.

The comment has to be seertlie context of the then recent High Court decision in
FCT v Mitchum(1965) 113 CLR 401 under which it was uncertain when the income a
company which provided the services of a public entertainer would have an Australian
source. INFCT v Mitchumthe actor, Robert Mitchum, who was not an Australian
resident at any relevant time, enteretbim contract in June 1959 with a Swiss
company to be employed to provide consulting services (including performing) to the
producer on behalf of the Swiss company in relation to two motion pictures and to be
paid $50,000 for each motion picture fomperiod a 12 weeks with two weeks free.
The Swiss company agreed to lend Mitcfaigervices to Warner Bros. Pictures Inc

311



eJournal of Tax Research Some distinctive features of Australian tax treaty practice

(California) nor from Warners (London) for the services he performed. The Swiss
company subsequently assigned its rights utifdecontract with Warners (California)

to a Californian company DRM Productionsland Warners (California) then paid
DRM Productions Inc the consideration it had agreed to pay the Swiss company in
relation to Mitchum’s services connected withe Sundowners DRM Productions

Inc then paid Mitchum in the United States $50,000 in discharge of the Swiss

312



eJournal of Tax Research Some distinctive features of Australian tax treaty practice

services of public entertainers or athletesch as are referred to in Article
151.51

The United Kingdom objected that the Australian draft would deem there to be an
Australian source and enable Australia to get tax in circumstances where this might
not be possible under Australian domestig.lal'he United Kingdom view was that it

was justifiable to ensure that a treaty did not open up avenues for avoidance but it was
‘quite another matter’ to use a treatynmke good gaps in domestic anti avoidance
legislation®? It is possible that the United Kingdom reference to domestic anti
avoidance legislation was tncome Tax Assessment A8B6 s136 discussed above.

In FCT v Mitchum(1965) 113 CLR 401 no attempt had been made under s136 to
assess the Swiss company which loaned Witt's services to Warner Brothers for

the filming of The Sundowners Australia. This may have reflected doubts as to
whether the Swiss company was carrying on business in Australia for the purposes of
s136. The Australian alternative draft webllave deemed the Swiss company to be
carrying on business in Australia in thesewmstances. This would have opened up
the possibility of a s136 assessment andddg®med source rule in the industrial and
commercial profits article. The United Kingdom, however, did not object to the
presence of the deemed source rule in relation to profits determined under the arm’s
length principle in both the industrial orromercial profits article and the associated
enterprises article and both of these articles in the final treaty contained the deemed
source rule.

The solution to the public entertainers peshlwhich was ultimately reached in the
negotiations, at Australia’s requ&stwas to exclude supplying the services of public
entertainers from the definition afdustrial or commercial profits? Australia had
previously indicated that it wanted Angc15 (dealing with Artistes and Athletes)
strengthened to cover companies whiohgied the services of entertainétsDuring
negotiations it was then agreed that, aga$ conceivable that Australian courts might

in some circumstances deem income from ‘leyient, etc.” exercised in Australia to
have a non Australian source, a source rule was necessary in Articles 13, 14 and 15
(professional services, dependent personal services and entertainers resp&ctively).
This is the first unambiguous example afcontinuing Australian treaty practice of
deeming there to be an Australian source where there might not be an Australian
source outside the treaty.

Interestingly the United Kingdom does not appanave objected to the existence of
a deemed source rule in this context although, as noted above it objected to such an

51 ‘Notes Of Meetings In Canberra’, Third Day" April1967, Afternoon Session, p3, 1967 UK —
Australia Treaty Inland Revenue file

52 ‘Notes Of Meetings In Canberra’, Third Day‘,h M\prill967, Afternoon Session, p3, 1967 UK —
Australia Treaty Inland Revenue file

53 Notes of discussions 13/3/67 14/4/67, 1967 UK- Australia TreatAustralian Treasury file,
handwritten notes by an Australian Treasury offici&l April 1967 ‘Article 4 (Cont)'. The handwritten
notes record that this was at Australia’s request was based on the form of the Australia — New
Zealand treaty which excluded such profits fritra definition of industrial and commercial profits.

54 Notes of Meetings, Third Day™4April1967, Morning Session, p3, @Motes of Meetings, Fourth
Day, 5" April1967, Morning Session, p2, 167 UKAustralia Treaty Inland Revenue file.

5 Notes of Meetings, First Day, 31st March 198#fternoon Session, p4,967 UK — Australia Treaty
Inland Revenue file.

%6 Notes of Meetings, Fifth Day"6April 1967, Morning Session, p1967 UK — Australia Treaty Inland
Revenue file.
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origins of the policy nor its apparent curteationale make it necessary to limit the
operation of a treaty source rule by a domdstic provision. The approach taken in
the Australia — Germany Treaty of 1972 (of allowing Australia to deem, in its
domestic law, income which it was entitled tax under the treaty to have an
Australian source) referred to above wouldthie author’s view, be far preferable to
the current Australian approach.

2.4 The ‘other income’ article

Australian tax treaty practice varies from the OECD Model by partially reversing the
effect of the ‘other income’ article. UndArticle 21 of the OECD Model income not
dealt with in preceding articles in the Modether than income paid in respect of a
right or property effectively connectedtiva permanent establishment through which

a non resident carries on business in the sagaetry) is to be taxed exclusively on a
residence basis. Australian tax treatresyever, typically add an additional provision
the effect of which is to give the source country the right to tax income from sources
in that country not otherwise dealt witflhis variation from the OECD Model dates
from the 1980 Australia — Canada Treaty Article 21(2). In most cases the version of
the ‘other income’ article in Australian xatreaties is eitheridentical with or
substantially similar to the equivalentiele in the United Nations Double Taxation
Convention of 1978 and the United Natidhsuble Taxation Convention of 1980.

As will be seen below, prior to the 19&@stralia — Canada Treaty, Australia had
received requests to include an ‘other incbaréicle in its treaties but had refused to

do so. It will be argued below that the faduo include an ‘other income’ article in
Australian treaties prior to 1980 and the modification of the ‘other income’ article in
Australian treaties after 1980 both reflect the longstanding Australian emphasis on
source basis taxation. It will be further ardue this paper that the failure to include

an ‘other income’ article in Australiatreaties prior to 1980 was part of their
distinctive structure and that this distive structure should be taken into account in
interpreting particular articles in those treaties.

2.4.1 Initial rejection of ‘other income’ article in 1967 United Kingdom Treaty

The United Kingdom draft of September 1966 which was to form the basis for the
negotiation of the 1967 Australia — Unit&kingdom Taxation Treaty contained an
‘other income’ article which gave the country of residence exclusive right to tax
income not expressly mentioned in other arti€fesDuring the negotiation of the
Treaty in Canberra in March and April 19672 tAustralian delegation clearly rejected

the draft article. The United Kingdom notestloé negotiation record that the article
‘contradicts the Australian’s general philosophy concerning the taxation of income
flowing abroad and they cannot accept it as it stands.” The notes record that the
Australians were prepared to accept the ltesaf the article as regards third country
tax. It was observed that if the article wéoebe so restricted then there would be
nothing in the Treaty dealing with alimony, but this was seen as being of
comparatively minor importance. Australia at the time regarded alimony as exempt to
the recipient and as non deductible to the pajRastricting the article to third country

tax was not seen to create problems in relation to trusts as both the United Kingdom

53 Article 20 of United Kingdom Draft, Septemb&966, 1967 UK — Australia Treaty Inland Revenue
File.
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and Australia treated income flowing through a trust in which beneficiaries had an
absolute interest as retaining its origiig@ntity. The notes ¢coment that the absence

of another income article would only be felt in the case of discretionary trusts which
would be treated on an empirical basis. The notes then record that ‘It was in
consequence agreed that the Article shouldinended to restrict its scope to third-
country tax’®*

In the final version of the 1967 Australia — United Kingdom Taxation Treaty Article

18 dealt with the income of dual residents from third countries. The effect of the
article was that, where the dual resident was treated as a resident of one only of the
two treaty countries, the dual resident was exempt from tax in the other treaty country
on income from a third countfj.A corresponding provision was often inserted in
subsequent Australian Tax Treaties priottte Australia — Canada Treaty of 1980.
Provisions of this nature appear to haween unique to Australian treaties of the
period.

It is reasonably clear from the notes that, rbgtricting the other income article to
third-country taxes both parties considereat tiney would retain full taxing rights in
relation to income not otherwise dealt withtire Treaty. This is particularly evident
from the Australian comment that the origjirarticle, which gave exclusive taxing
rights to the residence country, contradictestralia’s general philosophy concerning
the taxation of income flowing abroad. The restriction of the other income article to
third country taxes was thus both consistesth the ‘colonial model’ structure of
earlier Australian treaties and was intentieanaximise the scope for source country
taxation. Maximising source country taxatiwas consistent with Australia’s fiscal
interests in relation to most of the countries (the United Kingdom 1946, the United
States 1953, Canada 1957 and New Z&hl4960) with which it had concluded
taxation treaties at up to 1967. In 1967talia was a net capital importer from all of
these countries except New Zealand. Atdbeclusion of the negotiation of the 1967
Australia — United Kingdom Treaty Auslia was to embark on negotiations with
Japan in relation to whom it was also a net capital importer.

2.4.2 The inclusion of an ‘other income’ article in the 1980 Canada Tax Treaty

As discussed in Part | Australia becamenember of the OECD in 1972 and as a
consequence had entered into tax treaties mithy of the then OECD member states.

54 ‘Notes Of Meetings In Canberra; March — AftD67' 1967 UK — Australia Treaty Inland Revenue
File. Fifth Day, & April 1967, Afternoon Session, p.2. The #alian delegatiomade similar points
on the first day of negotiations.e& Notes Of Meetings, First Day*3Warch 1967, Afternoon Session,
p.5.

% Correspondence between officidfsdicates that restricting thexemption to dual residents was
intended to circumvent planning by single resideinwolving diverting income to third countries to
obtain the benefit of the exemptioree ET Cain to WHB Johnson™éune 1967, Inland Revenue
file, Part Il; FB Harrison to Chief Inspector (Mr Williams), Australian Agreemeﬁ'f,lhhe 1967; FB
Harrison, Comments on the ameretits proposed in the attachmem Mr Cain’s letter of 18 June
1967, Inland Revenue file, Pdtt To: Mr Harrison, & July 1967, 1967 UK — Australia Treaty Inland
Revenue file, Part II; WHB Johnson to ET Caifl,September 1967, Inland Revenue file, Paft BT
Cain to The Commonwealth Treasurer (William McMahof)S&ptember 1967, 1967 UK — Australia
Treaty Australian Treasury file.

% See, for example, Australia — Singapore Treaty 1@8®r to amendments by subsequent Protocols)
Article 16; Australia — Germany &aty 1972, Article 20; Australia Netherlands Treaty 1976, Article
22.
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1978 and 1980 respectively. Archival stes relevant to the negotiation of the 1980
Australia — Canada Tax Treaty were not available to the author at the time of writing
of this paper. Hence the author does hepte documentary evidence of influence of
the United Nations Draft Model on the othecame article in the Australia — Canada
Treaty of 1980 but given the similaritieseffect and the relatively close proximity in
time influence from the United Nations Draft Model seems at least possible.

The next Australian tax treaty to contain an other income article was the 1982
Australia — United States Treaty. Theithe ‘other income’ article exactly
corresponded with the 1978 Draft UN Model and thus differed from both the OECD
Model and the US Modéf. Archival sources relevant to the negotiation of the 1982
Australia — United States Tax Treaty were not available to the author at the time of
writing this paper. However, thellowing comment United States Congress Joint
Committee on Taxation Explanation of the Treaty may indicate that the UN Model, or
at least considerations relevant to tevelopment of the UN Model, influenced
several aspects of the Treaty:

‘The proposed treaty resembles in a few respects a treaty between a developed
country and a developing country. In these respects, it does not conform to the
U.S. model treaty. It provides for relatively high rates of source country
withholding taxes and it provides permanent establishment rules that permit
taxation of enterprises imases where the U.S. model treaty would not. In
addition, its non discrimination provision does not apply to existing rules.
Although Australia is not so industrialized as the United States, it is a
developed country. Australia is, however, a capital importer. Also, on balance,
it can be argued that the proposed trea@ythe product of a hard bargaining
over a7lperiod of 14 years and is better for U.S. interests than the existing
treaty.’

As noted in Part | from the 2001 Protocol to the Australia — United States Tax Treaty
of 1982 Australian tax treaty policy shifteeo a more residence based tax treaty
policy. Under the Protocol Australia lowered its rate of withholding taxes on
investment income and subsequently,its 2003 Treaty with the United Kingdom
agreed to a modified form of the non-discrimination artitléThe change in policy
reflected an awareness of the increaseghgement of Australian business in offshore
investment and the fact that Australia waset capital exporter in many of its bi-
lateral relationships. Despite these changesdther income’ article in Australian tax
treaties generally still follow the model establisheid the 1980 Australia — Canada
Treaty and in the 1982 Australia — Unit&dates Treaty, modified in more recent

® Compare Article 21 of the Australia — United StdBemible Taxation Treaty of 1982 with Article 21 of
the 1977 OECD Model, Article 21 of the 1978 Drbhited Nations Model, Article 21 of the 1980
United Nations Model and Article 2if the 1996 United States Model.

™ Tax Analysts,Worldwide Tax TreatiesUnited States, Australia, Joint Committee on Taxation
Explanation (JCS-15-83, May 24, 1983)

2 pustralia — United Kingdom Double Taxation Tre&§03, Article 25. Compare Article 24 OECD
Model.

3 One exception is the Australia — Sweden Treaty9#1. The Australia — Italy Treaty of 1983 contains
the income of dual resident/third country tax artlmlg not the standard Australian other income article
of the period. Article 22 of the Australia — Chifieeaty of 1990 differs from the standard Australian
‘other income’ article but arguably produces a similar end result.
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treaties to reflect changes in Australtamation of capital gains as discussed béfow
irrespective of whether Australia is a metpital importer or a net capital exporter in
the relationship with the treaty partner in quesfiihe persistence of this feature in
Australian tax treaty practice reflects: (a) ttwntinued influence at the level of detalil
of prior Australian tax treaty practicen both the Australian draft and on the
expectations of Australian treaty partners:tfi® fact that in overall terms Australia is
still a net capital importer and that moving a more residence based tax treaty
practice in this and other respects wblive a revenue cost to Australia.

2.5 Not agreeing to and then modifiyng the non discrimination article

Between its 1967 and 2003 Tax Treatieshwthe United Kingdom a distinctive
feature of Australian tax treaty pramti was to refuse to agree to the non
discrimination article. As will be seenlbw, with one exception, throughout this
period Australia managed torgaade its treaty partneis omit the non discrimination
article in their treaties with Australia.

2.5.1 The 1967 United Kingdom Treaty

The United Kingdom draft of September 19&#htained a non discrimination article.
None of Australia’s previous Doubldaxation Treaties had contained a non
discrimination article and, moreover, ron discrimination article had not been
requested by Australia’s treaty partner in any of those earlier treaties. A Japanese draft
sent to Australia in 1964 during preliminary negotiations had included a non
discrimination article which the Australiamegotiators rejected. Australia did not
conclude a taxation treatvith Japan until 1969°

4 See, for example, AustraliaUnited Kingdom Treaty 2003, Article 28)and Australia — Japan Treaty
2008, Article 21(2).

S See Australia — United Kingdom Treaty 2003, Arti2@(3); Australia — United States Treaty 1982,
Article 21(3); Australia — Canada Treaty 1980, Agi@1(2); Australia — N& Zealand Treaty 1995,
Article 22(1); Australia — Japan Treaty 2008, Arti@d&(2); Australia — Frage Treaty 2006, Article
20(3); Australia — Malaysia Treatl981, Article 21(3); Australia Benmark Treaty 1981, Article 21(2);
Australia — Ireland Treaty1983, Article 23(2); Austaali Korea Treaty 1983, Article 22(2); Australia —
Norway Treaty 2006, Article 21(3); Australia — Malfaeaty 1984, Article 2(R); Australia-Finland
Treaty 2006, Article 20(3); Australia — Austriachty 1986, Article 21(2); Australia — Papua New
Guinea Treaty 1989, Article 21(2); Australia — Thad Treaty 1989, Article 22(2); Australia — Sri
Lanka Treaty 1990, Article 21(2); Australia — Fijreaty 1990, Article 23(2); Australia — Hungary
Treaty 1991, Article 22(3); Australia — Kiribafireaty 1991, Article 21(2); Australia — India Treaty
1991, Article 22(2); Australia — Poland Treat§9l, Article 22(1); Australia — Indonesia Treaty 1992,
Article 22(2); Australia — Vietnam Treaty 1993, Atéc21(2); Australia — Spain Treaty 1992, Article
21(2); Australia — Czech Republic Treaty 1995, Article 21(2); Australia — Taipei Treaty 1996, Article
21(2); Australia — South Africa Treaty 1999, Arti@4(3); Australia — Slovak Republic Treaty 1999,
Article 21(2); Australia — Argentina Treaty 1998rticle 22(2): Australia — Romania Treaty 2000,
Article 21(2); Australia — Russia &aty 2000, Article 21(3); Australia — Mexico Treaty 2002, Article
21(3); Australia — Chile Treaty 2010 (not yet inde), Article 21(3); Australia — Turkey Treaty 2010
(not yet in force), Article 21(3).

"8 The Japanese draft of 1964 is contained in Alimtra axation Office file ‘Double Tax — Australia —
Japan Tokyo Papers and Agreement Negotiation f@scdNational Archives of Australia, Series
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Australian tax officials reviewing the 1966 United Kingdom draft pointed out respects
in which Australian domestic tax law currntliscriminated between residents and
non residents and respects in which the lartiould limit Australia’s future freedom

of action. The Acting Second Commissioneilakation commented in a letter to the
Secretary of the Treasury, ‘Even if it weredmfted to permit us to continue all our
present “discriminations” it would still be clearly restrictive on future poli¢y’.

A similar attitude was evident at the ministerial level. The Treasurer’s submission to
cabinet on the September 1966 United Kingdom draft noted that the proposed article
would conflict with certain provisions of Australian law such as the restriction of the
inter-corporate rebate to resident companiBise Treasurer commented that, ‘While it
might be possible to negotiate provisions with sufficient qualification to make them
compatible with our law, | think it would be best to avoid any provisions on “non-

discrimination”.”®

During the afternoon session of the first day of negotiations on the 1967 Australia —
United Kingdom Treaty in Canberra the AuBtma delegation indicated that the article
was not acceptable to Australian ministers.
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negotiable: in fact, for Australia the éfusion or exclusion of the clause could
not be weighed in the overall balance of concession and counterconcé&sion.’

Cain’s comment is consistent with the mgemeral point he made in the negotiations,
that, as Japan had initiated the negotiatibreould not expect greater concessions
than those that Australia had given to the United Kingdom in the 1967 Australia —
United Kingdom Treaty® The final version of the 186Australia — Japan Treaty did

not contain a non discrimination article.

The absence of a non discrimination artfcten the Australian draft sent to Singapore
in August 1968 does not appear to have aied in the negotiation of the treaty and
the final version of the treaty did not contain a non discrimination afticle.

Australia maintained its pposition to the non discrimitian article throughout the
1970s, 1980s and 1990s. The basis of raliats objection to the non discrimination
article in the early 1970s was set out in de
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Subsequent Australian treaties containilgimcarve outs, with varying degrees of
precisiori®, from the Non Discrimination article. Australia’s 2006 treaty with France
does not contain a non discrimination articlé.is understood that France would not
agree to the carve outs from the non discritmmsarticle that Australia was seeking.

2.6 Capital gains articles

Australia’s first taxation treaty, witthe United Kingdom in 1946, unlike the 1945
United Kingdom — United States Treaty, did not contain a capital gains article. Nor did
either party to the negotiations ever propose that the Australia — United Kingdom
Treaty of 1946 contain a capital gaindi@de. This was understandable as neither
Australia nor the United Kingdom at the tineexed capital gains as a general rule.
Under the ‘colonial modet® structure of the 1946 treaty the intention was clearly that
domestic rules were to operate in relatioriteons not specifically dealt with in the
treaty. This can be seen finothe correspondence at the tithand the treatment
ultimately given to interest and mineral royalties in the Treaty and from the definition
of industrial and commercial profits. THeeaty defined ‘industrial and commercial
profits’ in terms which excluded items ah were either dealt with under the
distributive articles of the treaty or in relation to which the source country was
intended to retain full taxing rights. Henceame in the form of dividends, interest,
rents, royalties, management charges,remuneration for personal services was
excluded from the definition. The treaty contained distributive rules for dividends,
some royalties (but significantly neither mineral royalties nor film royalties) and
personal services but not for the other iterrsluded from the definition of industrial
and commercial profitdefining ‘industrial and commercial profits’ in this way and
not dealing with items where the sourcauetry was intended to retain full taxing
rights were to become structural featuretheftreaties that Australia entered into until
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article would thus seem natural to Uniteshgdom tax officials as it would mirror the
structure of United Kingdom domestic law taxing capital gains.

During the afternoon of the first day négotiations in Canberra on the 1967 United
Kingdom — Australia Treaty the Australians pointed out that, although Australia had
no capital gains tax at present, the existesfcthe article would ‘tie their hands’ in
relation to the United Kingdom if they ever introduced one in the future. The United
Kingdom pointed out that the draft articleasvreciprocal but that an article based on
the OECD Model was an alternative if Awgdia did not like the draft article. The
Australians questioned the need for the Brtend indicated that they would prefer
that the article be dropped altogetsemething which the United Kingdom delegation
indicated they would considét: Handwritten notes by an Australian Treasury
official observe that the political climati® the Senate for example, was against CGT
and that the inclusion of the article mighrevent passage of the Treaty through the
Senaté” The article is not mentioned again in either official record of the
discussions until the fifth day where both oidil records confirm that the article was

to be omitted® It is clear from the notes of the meeting that the Australian
delegation considered that by not inchglia capital gains tax article in the treaty
Australia would retain full rights to levy capital gains tax on United Kingdom
residents if it subsequently introduced a capital gains tax.

Australia’s 1969 Treaty with Jap&h and its 1969 Treaty with Singapttedid not
contain a capital gains article and retained the ‘colonial model’ structure. The 1972
Australia — Germany Treaty did not containagital gains or an alienation of property
article.

The 1976 Australia - Netherlands Treaty was first Australian treaty to contain an
alienation of property article. The articgave the source country the right to tax
income from the alienation of real property, rights to exploit or explore for natural
resources, and shares in companies the assets of which consisted wholly or principally
of real property or rights to exploit natural resources situated in the source country.
The article, however, differed from the OECD Model in several respects. First, its
title was *‘Alienation of Property’ not ‘Capit&ains’. Secondly, it referred to ‘income

from the alienation of property’. Thirdlyit referred only to the limited range of
possible forms of income from the alienation of property referred to above. Fourthly,
it did not contain a catch all provision egalent to Article 13(3) of the 1963 Draft

101 Notes Of Meetings, First Day, 31st March 198®rning Session, p4, 1967 UK — Australia Treaty
Inland Revenue file. See also Notes of distuss 13/3/67 — 14/4/6, 1967 UK — Australia Treaty
Australian Treasury file, handwritten not@san Australian Treasury official, 3March 1967.

102 5ee also Notes of discussions 13/3/67 — 14967 UK — Australia Treaty Australian Treasury file,
handwritten notes by an Auatian Treasury official, 1March 1967..

103 Notes Of Meetings, Fifth Day,"6April 1967, Morning Sessioml, 1967 UK — Australia Treaty
Inland Revenue file. Report of discussions BrA@ril 1967, Australian Treasy file. The Australian
record makes it clear that the article was omitted at Australia’s request.

104 Neither the February 1964 Draft nor the January 1968
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‘6. Gains of a capital nature from the alienation of property, other than that
referred to in the preceding paragraphsadl be taxable only in the Contracting
State of which the alienator is a resident.’

2.7 Rates of withholding taxes on investment income

Consistent with the Australian policy nfaximizing source basis taxation, Australian
rates of tax on investment income beginning with its 1946 Treaty with the United
Kingdom have always been high by OECD standards. Between the 1967 Australia —
United Kingdom Treaty and the 2002 Protocol to the Australia — United States Treaty
Australian tax rates in treaties on investmamtome were remarkably consistent.
From the 2002 Protocol to the AustralidJnited States Treaty of 1982 Australia has
lowered its treaty rates of withholdingxt@mn some dividends and royalties but its
treaty rates, particularly on interest, remain high by OECD standards.

Prior to the 1946 Australia — United Kingdohneaty, Australia taxed all Australian
sourced income derived by non residents omgsessment basis at relevant marginal
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(2) Australian source dividends paid by
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States delegation to agree to a uniform 15% rate on all divid€lagparently arguing
that this would mean that the total leeélAustralian tax on dividends flowing to the
United States would approximate the tarviously payable on such dividends prior
to recent Australian tax increases and notingt there had still been substantial
United States investment in Australia whiaxes had been at the previous lev&ls.
Australia also appears to have argued thamniform rate would encourage the joint
supply of capital to Australian companies by Australian and United States investors
without United States investors suffering taxation disadvantage$he Australian
Commissioner of Taxation advised the Treastinat a lesser reduction in Australian
tax on dividends would not encourage Unitetdhtes investment in Australia, that a
uniform rate would encourage Australian —tgdd States joint contributions to capital,
and that any greater reduction in Australiax on dividends wodlbenefit the United
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royalties'® Article XII permitted Australianasidents deriving mineral royalties from

the United States to continue to be taxed on a 30% gross withholding tax basis or to
lodge a return claiming expenses and to have tax imposed at a rate appropriate to the
net income'?’

As was the case with the 1946 Australia
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United Kingdom Treaty, Australia wouldain revenue in the 100% subsidiary
situation but would lose revenue in the 28%bsidiary situation. They pointed out
that that, because of the availability of a United Kingdom credit for underlying tax for
United Kingdom companies having at least 10% of the voting power in the paying
company, the United Kingdom revenue wbigenerally not benefit in these cases
from any reduction in the Australian tax on dividends below 15%. They noted,
however, that the United Kingdom’s 1966 Treaty with New Zealand had applied a
15% source country rate tb dividends. By this stage Australia imposed withholding
tax on dividends at the rate of 30% btill $axed interest and royalties paid to non
residents on an assessment basis althoughgltireé course of negotiations Australia
advised the United Kingdom of its intention to introduce a withholding tax on interest
and to alter its taxation of royalties paidnon-residents. On interest they pointed out
that neither the 1946 Australia — United Kingdom Treaty nor the 1966 New Zealand —
United Kingdom Treaty contained an interedtcée and advised that this meant that
full source country taxing rights were retainedelation to interest. On royalties they
contrasted the draft article with theuevalent provision in the United Kingdom —
New Zealand treaty. That treaty imposed an upper tax rate of 10% on the source
taxation of royalties except in the case rofalties effectively connected with a
permanent establishment. The offisi@bommented that under the United Kingdom —
New Zealand treaty motion picture royalties were excluded with the effect that they
remained taxable under the provisions oflve of each country. The officials noted
that New Zealand currently levied taxeguralent to 11% of the gross rentals of
British films.**°

The Australian Treasurer recognised thay new treaty with the United Kingdom
would stand as ‘something of a precedent’. The Treasurer’'s submission to cabinet
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question was reserved for further discussion fdfer. The United Kingdom raised the

issue of rates again on the morning session of the second day suggesting that the
OECD rates of 15% for portfolio dividends and 5% for non portfolio dividends apply.
The United Kingdom also suggested that the OECD definition of the type of company
qualifying for the lower rate be adopted llitl not consider this test sacrosafitt.
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subsidiaries®” During the negotiations and subsequent correspondence rates of
source country tax on investment income we
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but (except in the case of back to backni®) no source country tax was payable on
interest derived by financial institutiongaling independently with the payer. Where
interest was effectively connected with arpanent establishment or fixed base of the
lender in the source country then the liegt was taxable under the business profits
article or independent personal services artféleThe rate on royalties was reduced to

5% but, as had been the case under the original treaty, royalties were taxable under the
business profits or independent personal services article where the royalty was
effectively connected with a permanentaddishment or fixed base in the source
country of the person beneficially entitled to the royaltfs.

By the late 1990s investment flows indaout of Australia were changing. While
Australia remained a net capital importeer had been a significant increase in both
non portfolio and portfolio outbound investment by Australidhs.This led the
Australian Board of Taxation in 2003 tecommend that, in future, Australia should
move towards a more residence based treaty policy. The Board of Taxation also
recommended that the key country treatiesdgewed and kept up to date in line
with the recommendation of moving towards a more residence based treaty policy.
Furthermore the Board of Taxation recommehttet in future Australia should enter

into treaty negotiations with other countries in the order of the most important
investment partners with Austrafi&. The Government accepted these
recommendations and they generally haeerbreflected in Australia’s subsequent
treaty practice.

3.PART Ill: CONCLUSION

Although Australian tax treaty policy and practice since 2001 has moved closer to
OECD norms (particularly in the rates of withholding tax imposed and in agreeing to
the non discrimination article) this paper Isasight to demonstrate that Australian tax
treaty policy and practice still has many distinctive features. In virtually every case
there is evidence that these distinctivatfees were a product of Australia’s emphasis
on source basis taxation and in manyadnses were responses to Australian domestic
law concerns. Even in two areas in which Australian practice has clearly moved
closer to OECD norms, withholding tevates and the non discrimination article
Australian policy and practice still diffefeom the OECD Model. Current Australian
treaty withholding tax rates are at the outer limits of the OECD Model (and exceed it
in the case of royalties) and, as has been seen above, the Australian non discrimination
article has savings clauses in relationséweral Australian domestic law provisions
and is not acceptable to some Australian yreatrtners such as France. Even in the
case of capital gains, where the moderrstfalian article closely aligns with the
OECD Model, many extant Australian téveaties contain a capital gains article in
similar form to the article in the 1988 Aualia — China Treaty which gives the source
country the right to tax capital gains not otherwise mentioned in the article.

142 ynited States — Australia Protocf01, Article 7 of the Protocol amding Article 11 of the Treaty.

143 United States — Australia Protocf01, Article 8 of the Protocol amding Article 12 of the Treaty.

144 The Review of Business Taxation in 1999 noted Wiareas in the first half of the 1980s Australian
outbound investment represented only 20% of inboundsimant by the late 1990s it represented 60%.
Australia, Review oBusiness TaxatiorA Tax System Redesign&hnberra, 1999, at p679.

145 Australia, Board of Taxatiorinternational Taxation: A Report To The Treasurer: Volume 1 — The
Board’s Recommendation€anberra, 2003, pp 89 to 97, Recommendations 3.5, 3.7 and 3.8.

337



eJournal of Tax Research Some distinctive features of Australian tax treaty practice

Hence, the pervasive influence of thepdasis on source basis taxation in Australian
tax treaty practice and policy up to 2001 remains evident in many of the detailed
provisions in Australian tax treaties. If Australia is to move to a more residence based
treaty practice then significant rethinking need take place in relation to the articles
discussed in this paper and in other distirectivticles that are products of Australia’s
earlier emphasis on source basis taxation.
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Recent changes in international taxation
and double tax agreements in Russia

Evgeny Guglyuvatyy*

1. INTRODUCTION

The Russian Federation inherited a confusing and inefficient tax system after the
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In the international context, the Russian tax code provides double taxation relief by
way of a tax credit for foreign taxes paid on foreign sourced income, subject to a limit
equivalent to the maximum sum of Russian tax payable on the same income. Any
excess foreign tax credits may not be transferred to future or previous periods. Russia
is also a party to a number of double taxation agreements (DTA) with various
countries. In general terms, it is rather unproblematic to repatriate capital (particularly
dividends, interests and royalties) from Russia to other countries. Similarly, it is
relatively simple to invest in the Russian economy through low-tax countries (or tax
havens — also referred to as ‘offshore zones’ in Russia) and international holding,

financial, licensing and service companies and banks.9 The largest part of foreign
direct investment (FDI) inflow comes from countries which have favourable tax
treaties with Russia. Popular locations of offshore companies utilised when
conducting international business with Russia include Cyprus, Holland, Switzerland,
Luxembourg and the British Virgin Islands. However, the Russian government is
currently attempting to tighten the tax law and in this vein, has been updating
international tax law and the existing DTA network.

2. DOUBLE TAX AGREEMENTS

From 1970 until 1991, the USSR developed a DTA network including DTAs with
India, Finland, Malaysia, the Netherlands, Denmark, Japan, France, the UK, Canada,

. . 0 .
Spain, Italy, Cyprus, Germany, Sweden, Austria and the USA.1 However, since there
were (almost) no cross-border private businesses, the application of these treaties was
relatively low. After the Soviet era, Russia became party to a number of DTAs, and

has continued to extend its DTA network vigorously since then.11 For example, in
1997, Russia had DTAs with 37 countries (including those inherited from the

USSR),12 and by 2010, had increased this number to 77. v This includes DTASs with
most European countries, Australia, China, the USA, Canada, Japan, India, and other

. . . .. 14
countries important economically and politically.

With some deviations, the treaties of the USSR resembled the Organisation for
Economic Cooperation and Development (OECD) or United Nations (UN) model tax

treaties of the time.15 The tax treaties to which the former USSR was a party are
honoured by Russia, unless the other party to the treaty has rejected it. The Russian
Tax Treaty Model (RTTM) was accepted in 1992 and in general follows the OECD

model of that time. By and large, with some exceptions, Russian DTAs have been
based on the updated OECD model. This approach corresponds to the general route of
the country to join main international economic organisations, including the OECD. It
is essential to emphasise that DTAs concluded by Russia with other jurisdictions are
an integral part of domestic tax legislation. Russian tax law clearly indicates that if a

® Zhidkova E. Y. 2009. Taxes and taxation. Moscow. Eksmo.

10 sodnomova S. K. 2008, above n 1.

1 panskov V. G. 2006, above n 2.

12 International Conventions of Russia. Available at: http://www.taxpravo.ru/zakonodatelstvo/90278-int
13 panskov V. G. 2006, above n 2.

1% International Conventions of Russia, above n 12.

15 Sodnomova S. K. 2008, above n 1.

16 Resolution of the Government of the Russian Federation of 28 May 1992, No. 354, “On Conclusion of
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2.1 Residency

double tax agreements in Russia

DTA provides other regulations than the law itself, the regulations of the DTA will

17 L . o . .
prevail. Hence, it is of no surprise that tax treaties significantly influence Russian
domestic tax law and fiscal authorities frequently rely on DTA provisions.

The relatively large number of DTAs concluded has forced the Russian fiscal
authorities to embark upon the problems connected with the application of some their
provisions. One of the major issues in the international taxation context relates to
concept of residency. The key criterion of fiscal residency (for corporations) in Russia
is the place of incorporation. The notion of a Russian/non-Russian tax resident for
corporate tax purposes is at present not defined under domestic tax law. Despite the
lack of definition, Russian tax law does distinguish between domestic and foreign
enterprises. Domestic enterprises are those which are established under the laws of
Russia and are taxed on their worldwide income. Foreign enterprises controlled and
managed in Russia are subject to tax on profits derived from business activities carried
on through a permanent establishment in the Russian Federation. Despite the fact that
Russia is not an OECD member state, the definition of permanent establishment under

Russian domestic Iaw18 broadly follows the permanent establishment concept provided
in the OECD Model Convention. Generally, foreign companies may have certain
advantages in conducting business activities in Russia through a permanent
establishment. Contrary to a Russian company, after-tax profit distributions from a
permanent establishment to the head office of a foreign company are not subject to

- . . 19 . . o
dividend withholding tax. Further, currently Russian “thin capitalisation rules” apply
to resident borrowers only. This makes a permanent establishment an attractive form
of business structure to enter the Russian market.

When determining profit attribution to a permanent establishment, the domestic tax
code stipulates the indirect profit allocation method as a general rule. However, the
majority of Russian DTAs use the direct profit allocation method. ‘Force of

attraction’20 clauses are present in a small number of tax treaties (with Indonesia,
Kazakhstan, the Philippines, and Vietnam) but lacking in treaties with key investment
and trade partners (the US, the UK, Cyprus, France, Germany, and the Netherlands).
As noted above, international treaties prevail over the domestic law. For that reason, if
a permanent establishment of a foreign enterprise utilises the direct profit allocation
method, it cannot be forced to use the indirect method unless a relevant DTA
stipulates the use of the indirect method.

Notwithstanding the Tax Code allowing the application of the indirect method, the

. - ! oo :
Russian Tax Ministry recommendation stated that the attribution of a foreign
enterprise’s profits to its Russian permanent establishment shall be founded on the
relevant principles in DTAs. That is, the permanent establishment’s profit is

7 Russian Tax Code, Article 7. Available at: http://www.info-law.ru/kodeks/12/

18 Russian Tax Code, Article 306. Available at: http://www.info-law.ru/kodeks/12/

19 polezharova L., A Permanent Establishment of A Foreign Company, Russian Tax Courier, May 2003.

0 Generally, “force of attraction clause’ implies that one State may tax the business profits arising to a
resident of the other State by virtue of a PE in the first state or otherwise.

2L Order of the Tax Ministry, No. BG-3-23/150, of 28 March 2003 “On Approval of the Methodological
Recommendations for Tax Authorities on the Application of Certain Provisions of Chapter 25 of the
Tax Code of the Russian Federation Taxation of Foreign Organisations”.
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considered to be a profit made by a separate and independent enterprise. This
resemblance between domestic law and the OECD Model illustrates that tax treaties
have served as a conduit and influenced the development of Russian domestic tax law
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