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A n I n t r o d u c t i o n t o Ta x Tr e a t i e s

8 . 1 I N T R O D U C T I O N

Bilateral tax treaties are an important feature of the international tax landscape that
serve as a bridge between the tax systems of the contracting states. Over 3,000 bilateral
income tax treaties are currently in effect, and the number is growing. Most bilateral tax
treaties are based in large part on the OECD Model Treaty or the UN Model Treaty. The
UN Model Treaty is substantially similar to the OECD Model Treaty, but includes some
additional and different provisions that permit source countries to impose more tax
than is permitted by the OECD Model Treaty. Both of these models are discussed
b e l o w.

Sections 8.2 through 8.6 below provide an overview of several of the most
important general aspects of tax treaties, including the legal nature of tax treaties, their
relationship with domestic law, their objectives, and the interpretation of treaties. The
main features of the influential OECD and UN Model Treaties are summarized in
section 8.7 in order to give readers a basic understanding of the provisions a typical tax
treaty. Some special topics, including treaty abuse, nondiscrimination, resolution of
disputes, and administrative cooperation, are examined in section 8.8.

Although this chapter focuses exclusively on income tax treaties, several other
types of treaties deal with tax issues. For example, countries that impose estate or
inheritance taxes may have treaties to eliminate double taxation with respect to those
taxes. In addition, as of June 30,2015 over ninety countries had signed the Multilateral
Convention on Mutual Assistance in Tax Matters, sponsored by the OECD and the
Council of Europe, which entered into force in 1995 and was significantly revised in
2011. This Convention deals with tax administration issues such as exchange of
information, assistance in the collection of taxes, and dispute resolution. In addition,
there are many types of treaties that deal primarily with non-tax matters but also
include tax provisions. These non-tax treaties include air transportation agreements

1 3 5

























Chapter 8: An Introduction to Tax Treaties

to Article 12 of the OECD Model Treaty dealing with royalties, any royalties paid by
residents of Country A to residents of Country B will be taxable exclusively by Country
B, and vice versa. If royalty flows between Country A and Country B are relatively
equal, the allocation of the tax revenues from those flows will also be relatively equal.
However, if the flows are disproportionately from residents of Country A to Country B
(as would usually be the case if Country A is a developing country and Country B is a
developed country), the tax revenues would be allocated disproportionately to Country
B. Country A might attempt to avoid this result by insisting that Article 12 of the treaty
allow the source country to tax royalties paid by its residents to residents of the other
country at a limited rate of, say 15 percent. In this case. Country A would derive tax
revenues equal to 15 percent of any royalties paid by its residents to residents of
Country B, and Country B would derive tax revenues equal to its tax rate on royalties
derived by its residents from residents of Country A, less 15 percent of those royalties.

8.6 INTERPRETATION OF TAX TREATIES

8 . 6 . 1 I n t r o d u c t i o n

In certain respects, the interpretation of tax treaties is similar to the interpretation of
domestic tax legislation. The meaning of the words of the treaty, the context in which
they are used, and the purpose of the treaty are generally important factors in
interpreting both treaties and domestic tax legislation. As a result, it seems likely that
a country's tax authorities and its courts would interpret tax treaties in the same
manner as domestic tax legislation. There are, however, several important differences
between tax treaties and domestic tax legislation:

(1) Because tax treaties are bilateral, questions of interpretation should be
resolved by reference to the intentions of both states.

(2) Tax treaties are addressed to both the governments and the taxpayers of both
countries, whereas domestic tax legislation has a narrower scope.

(3) Tax treaties are often drafted using different terms from those used in
domestic legislation. For example, the OECD and UN Model Treaties use the
term "enterprise," which is not used in the domestic legislation of many
count r ies .

(4) Unlike domestic tax legislation, tax treaties do not generally impose tax; they
limit the taxes imposed by the contracting states.

(5) The influential OECD Model Treaty and Commentary and the UN Model
Treaty and Commentary have no counterparts in the context of domestic tax
legislation.

These differences may suggest that tax treaties should be interpreted differently
from domestic tax legislation. However, the interpretation of any language, including
the provisions of tax treaties and domestic tax rules, is a matter of judgment that cannot
be reduced to mechanical rules.
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