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In considering problems of double taxation relief aris-
ing from different characterization of income, it is
important to eliminate problems caused by the interac-
tion of the treaty with internal law. Many credit states
give a treaty foreign tax credit by reference to internal
law rules,’ which usually give credit regardless of the
characterization of the income by the source state. Bel-
gium is an exception as it applies its own definitions of
dividends, interest and royalties when giving credit,
regardless of the treaty definition, and credit is not
given where tax is charged by the source state in accor-
dance with the treaty but on a basis of a characterization
of income that does not accord with the Belgian defini-
tion. Exemption states which also apply exemption
under internal law? necessarily characterize income
qualifying for exemption in accordance with their own
law when applying internal law. Where this characteri-
zation is different from the source state’s characteriza-
tion double exemption can occur which normally the
treaty cannot cure,’ because the income is exempt in the
source state by treaty, and in the residence state by inter-
nal law.

Under treaties, exemption states use credit for relieving
double taxation on dividends and interest. If the OECD
Model Treaty (hereinafter: the Model) is followed,
these items of income are identified by reference to the
treaty articles containing the definitions of those
expressions. The same is commonly true of royalties in
treaties. Since dividends, interest and rovyalties are
defined expressions in the Model the residence state is
obliged to give credit when the source state taxes in
accordance with these definitions which under the
Model refer to the source state’s law for all or part of the
definition of dividends and interest in many treaties.
Sometimes exemption states provide for credit for
source taxation on additional undefined types of income
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identified by reference to the treaty article concerned. In
this case we argue that credit has to be given if the
source state taxes in accordance with its meaning of the
terms, even though these may not correspond to the res-
idence state’s definitions in its internal law.

The position is different where relief is given by refer-
ence to income by naming the type of income, for
example, dividends (without any reference to a treaty
article number). This arises normally in the case of
relief on dividends from subsidiaries by exemption or
by credit for underlying tax, and in tax sparing provi-
sions.* In such cases the residence state will use its own
meaning of the type of income which, if different from
the source state’s, can lead to double exemption or dou-
ble taxation.

Where no category of income is specified, as is the case
for the remaining types of income in an exemption state,

and for all types of income in a credit state, relief is
required to be given under the Model where income is
taxed in accordance with the provisions of the Conven-
tion. We argue that there can be only one correct inter-
pretation of what is in accordance with the Convention,:
and this does not vary according to whether it is looked
at from the point of view of the source state or residence
state. This is necessarily determined by the character-
ization of income by the source state. This argument is
not generally accepted in all states and we argue that
this failure to accept is not a correct interpretation of the
treaty.

The argument is stronger in many treaties, which,
unlike the Model, state in the relief article that: “double
taxation shall be relieved as follows...”. Since there is a
requirement to avoid double taxation it seems clear that
the residence state must follow the source state’s char-
acterization.

[. INTRODUCTION

Double taxation, or its opposite, can occur when the two
parties to a tax treaty view a transaction differently. This
can arise from the categorization of the income into types
of income which are treated differently under the treaty,
the categorization of the transaction itself, including the
application of anti-abuse doctrines, the classification of an
entity receiving the income, the identity of the person
receiving the income, the source of the income, or the
quantification of branch income or income earned in relat-
ed-party transactions. We shall look here only at the prob-
lems caused by the characterization of the mcome.’ If it
should be thought from the lack of reported cases® or liter-
ature on the topic that the problem does not exist, refer-
ence should be made to the OECD Fiscal Committee’s
Reports on Software’ and New Financial Instruments.®
The latter report contains the following extreme example
of the difficulty in categorizing futures contracts:

Seven countries, Canada, Denmark, Ireland, Norway, Swe-

den, the United Kingdom and the United States, will apply
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1 The common law states, and Belgium and Japan. Switzerland refeis to
internal law rules but these apply only in cases where the treaty provides for
credit

2. France, Switzerland.

3. There are provisions in some German treaties changing from exemption to
credit in these circumstances which are possible because Germany does not give
credit under internal law Some French treaties also contain such a provision
which has effect because treaties can increase taxation in France

4. Occasionally exemption states, such as Germany, refer only to the income
qualifying for credit by type, rather than article number.

5. Categorization of an entity may indirectly categorize the income from it but
this aspect is not dealt with here as different considerations may apply. Nor do
we deal with the situation that each state takes a different view of the facts,
resulting in a different characterization of the income.

6. A recent Netherlands Hoge Raad (Supreme Court) case, 25 May 1994,
BNB 1994/219, deals with the different problem, that of categorization by the
source state where there were two possible ways of taxing a purchase of its own
shares by a company, dividends and a special capital gains provision dealing
with substantial interests.

7. “The Tax Treatment of Software” in Issues in International Taxation, No
4, (Paris: OECD, 1992); hereinafter: the Software Report

8.  Taxation of New Financial Instruments, (Paris: OECD, 1994); hereinafter:
The New Financial Instruments Report.
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the Business Profits article if the contracts are related to a
trade or business, and the Capital Gains article if the con-
tracts are on capital account. In Ireland and the United King-
dom contracts not related to trade or business will be dealt
with under the Other Income article if they are of an ordin-
ary income nature. 2 countries, Australia and Japan will
apply either the Business Profits or the Other Income arti-
cle. 5 countries, Austria, Germany, Italy, the Netherlands
and Switzerland will only apply the Business Profits article.
2 countries, Finland and France, will only apply the Other
Income article. New Zealand and Sweden has (sic) not
taken any position to the question.’

Given the variety of different characterizations of finan-
cial instruments by source states it is not surprising that the
residence state may not agree with the source state’s char-
acterization. The Software report dealt with the credit and
exemption problems arising from differing characteriza-
tions of payments for software as business profits, royal-
ties, capital gains and income from independent personal
services. Therefore, it is quite clear that differing charac-
terization of income does arise in practice and can lead to
credit and exemption problems.

We shall restrict our attention to the question of whether
the residence state must give credit or exempt income
when it characterizes the income differently from the
source state. For example, if the source state taxes an item
of income on the basis that it is income from services
which it is entitled to tax under the treaty, and the resid-
ence state, an exemption state, categorizes the item of
income as a royalty which only it is entitled to tax under
the treaty, the residence state may tax the income and not
exempt it as it would have done if it had agreed with the
source state’s characterization.'® The situation is more
complicated than merely looking at the category in which
the source state taxes the income under its law, as the
treaty may reduce or eliminate tax in the source state on
the income in a treaty article that deals with income of
another type or category. For example, the source state
may tax an item of income as being included in business
profits under internal law, but under the treaty, in the
absence of a permanent establishment, Article 7(7) pro-
vides that, say, the interest article is applicable to reduce
the tax. In this case the treaty will allow the source state to
tax interest included in business profits but limit the tax to
the rate of withholding tax under the interest article
applied to the gross income. The residence state may also
tax the income as business profits, but must respect the
treaty classification and give relief for the tax charged on
interest.” This is not likely to give rise to conflicts because
interest is a defined expression, but the treaty may place
another undefined category of income into a treaty catego-
1y on which the two states take a different view. We shall
consider actual treaty provisions as well as the OECD
Model since states do not generally follow the wording of
Article 23 of the Model (methods of elimination of double
taxation) in their treaties.”? We shall limit this examination
to treaties concluded since 1980 on the grounds that older
treaties may not reflect current policy in this area.”
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Il. THE EFFECT OF INTERNAL LAW IN LIMITING
THE PROBLEM

A. Treaty reference to internal law credit rules

Unlike the Model, a surprisingly large number of countries
make treaty relief subject to internal law relief rules in
their treaty double taxation relief articles.* This is found in
credit articles in treaties entered into by Australia, Bel-
gium, Canada, Germany, Japan, Switzerland,” the United
Kingdom and the United States of the countries represent-
ed by the authors.' The reason is presumably that credit
provisions already exist in internal law, they are compli-
cated and comprise more detailed rules than can conve-
niently be contained in a treaty; it is therefore more conve-
nient to cross-refer to internal law rules in a treaty. A ref-
erence to internal law provisions makes the question
whether credit is given in cases of differing characteriza-
tion of income primarily an internal law issue, rather than
one of treaty interpretation. This does not, of course, mean
that the residence state cannot question whether the source
state has correctly interpreted the treaty because its law is
likely to provide that credit is given if the tax was legally
payable in the source state."” For example, if the source
state categorizes an item of income as interest and charges
10% tax, there is nothing to prevent the residence state
saying that the source state has misunderstood the defini-

9. 1Id, Appendix 1, pata. 41. For other categotization problems, see Appendix
1, paras. 18 (interest rate swaps), 70 (options to buy shares) and 104 (deep dis-
count bonds).

10. The example is based on the US case of Pierre Boulez 83 TC 584 (1984),
in which Pierre Boulez, while a German resident, received payments from US
sources for his work conducting an orchestia in the United States for the purpose
of making recordings. The question was whether the payments were for person-
al services, as the US court found, or were royalty payments, as contended by
Germany. This question is now dealt with in the 1989 Unites States—Germany
treaty by providing in Protocol para. 12 that the income falls within the royalty
article. For other examples arising under German law, see Klaus Vogel, “Double
Tax Treaties and their Interpretation”, International Tax & Business Lawyer,
Boalt Hall School of Law, University of California, Vol. 4, No. 1, at 61.

11, Another example is that Germany used to tax capital gains on property as
business income and did not impose tax in the absence of a permanent establish-
ment or permanent representative. The Netherlands as residence state applied the
treaty category as income from immovable property which under the treaty only
Germany could tax

12. Japan follows the Model fairly closely, see the example supra note 34,
except that it makes the treaty relief subject to the provisions of internal law, as
discussed in II. In most treaties each country uses its own relief provisions and
references to a country’s treaties are to the relief provisions in the treaty affect-
ing that country

13 We shall include only treaties published before 1 July 1995; in some coun-

tries, such as Italy and Japan, trcaties are published only when they are ratified-

or brought into force. Some reference will be made to older treaties where this is
necessary to illustrate a point not dealt with in modein treaties. Extracts from
treaties are taken from the CD-ROM of tax treaties issued by the International
Bureau of Fiscal Documentation and include English translations made by the
Bureau.

14.  Asnoted in Article 23B Commentary para. 60. A summary of the methods
adopted by OECD countries in giving credit is contained in the OECD report
“Attribution of Income to Permanent Establishments”, Issues in Internanonal
Taxation, No. 5, (OECD: Paris, 1994), Section ILG.

15. In Switzerland these internal law rules apply only when the treaty provides
for credit; they are not unilateral credit provisions.

16. The Netherlands also refers in its credit provisions to the amount of the
credit being computed in accordance with Netherlands law, but as this relates
only to the amount it is dealt with in ILB.

17. This point is made in the IFA Canadian National Report by Déry and Ward
on treaty interpretation in Cahiers de droit fiscal international, Vol. LXXVIIIa,
1993, at 282
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tion of interest and the income should be categorized for
treaty purposes as a dividend liable only to 5% tax.

It is a feature of many internal law credit provisions, par-
ticularly in the common law countries and Japan, that it is
not relevant how the other state taxes the income. The
same is therefore true of treaty provisions where the treaty
relief is subject to internal law. In such cases the issue
whether relief is given in cases of differing characteriza-
tion is not primarily one of treaty interpretation, although
it could become a treaty issue if internal law denied relief
or was silent on the question of relief in cases of differing
characterization.

Treaty provisions that give relief subject to internal law
sometimes say that internal law is not to affect the general
principle of the treaty relief.’® The common law countries
all refer to this general principle in their treaties, but use
different wording which may have different effects. In
Australia and the United Kingdom, as shown in the exam-
ples below, the reference to the general principle is word-
ed in a way that allows the taxpayer to claim treaty relief
in a case falling within the general principle of the treaty
relief, not only if subsequent changes in internal law deny
the relief,” but alsc even if internal law in force at the date
of the treaty denies relief.* This means that if the internal
law relief is narrower than the general principle of the
treaty relief the-reference to internal law rules is merely to
the rules of internal law providing the mechanism for the
relief, including such matters as limitations in the amount
of credit.

Australia Subject to the provisions of the law of Aus-
tralia from time to time in force which
relate to the allowance of a credit against
Australian tax of tax paid in a country out-
side Australia (which shall not affect the
general principle hereof), tax paid in
Canada,” whether directly or by deduc-
tion, in respect of income derived by a per-
son who is a resident of Australia from
sources in Canada (not including, in the
case of a dividend, tax paid in respect of
the profits out of which the dividend is
paid) shall be allowed as a credit against
Australian tax payable in respect of that
income.”

United Kingdom  Subject to the provisions of the law of the

United Kingdom regarding the allowance

as a credit against United Kingdom tax of

tax payable in a territory outside the Unit-
ed Kingdom (which shall not affect the
general principle hereof):®

(a) [ ] tax payable under the law of [ ] and
in accordance with this Agreement,
whether directly or by deduction, on prof-
its income or chargeable gains from
sources within [ ] (excluding in the case of
a dividend, tax payable in respect of the
profits out of which the dividend is paid)
shall be allowed as a credit against any
United Kingdom tax computed by refer-
ence to the same profits, income or charge-
able gains by reference to which the [ ] tax
is computed.... '
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In these cases internal law applies only so long as it does
not affect the general principle of treaty relief. However, if
internal law relief is more generous than treaty relief,
which it is in some cases,” the fact that, in the United
Kingdom, a tax treaty applies “notwithstanding anything
in any enactment”,” and, in Australia, the Act giving effect
to the treaty has effect notwithstanding anything inconsis-
tent with those provisions in the Income Tax Assessment
Act, does not cut down the internal law relief,”* because
internal law has priority since the treaty relief is subject to
the provisions of internal law.”” Since in both these coun-
tries internal law does give relief in cases of differing char-
acterization of income, the issue considered in this article
of whether credit would be extended under the treaty does
not arise. If internal law, whether or not in force at the date
of the treaty, were to deny the relief in cases of differing
characterization this issue would arise because it would be
a matter of interpretation of the treaty whether credit was
required by the general principle of the treaty relief.

In US and Canadian treaties the effect of the reference to
the general principle is more limited as it merely governs
changes in internal law subsequent to the treaty:®

United States In accordance with the provisions and sub-
ject to the limitations of the law of the

United States (as it may be amended from

18. See Atticle 23B Commentary, para. 60.

19. This is expressly stated in Australian treaties by the words from time to time
in force, but the same must be implicitly the case in the United Kingdom.

20. A UK example is where the treaty provides a deemed source rule that all the
income which may be taxed in the other state in accordance with the treaty has a
source in that state and is eligible for relief, whereas under internal law, as in
Yates v. GCA International Ltd. {1991] STC 157, only the income for work done
in the other state would arise in that state and be eligible for relief.

21. Inmany Australian treaties there is a requirement that the foreign tax must
be paid in accordance with the law of the other state, as in the UK example below
In addition to the treaty with Canada, this requirement is also not contained in the
Australian treaties with: Italy (1982), Malaysia (1980) or Switzerland (1980).
22. Australia—Canada (1980). This is standard wording in Australian tieaties.
23. This is standard wording in UK treaties. It is generally considered to be
ambulatory.

24. For example, United Kingdom—Germany (1964) provides for relief for
underlying tax only if the shareholding was 25% of the voting power, whereas
internal law provides for relief for holdings of 10% (Taxes Act 1988 (hereinafter:
TA 1988), 5.790); or if the treaty provides for relief for holdings of 10% but, in
some circumstances, internal law provides for relief for a lower percentage
(s.790(6)); or internal law deems underlying tax in the other state to include third
country and UK tax which the company resident in that state pays (s 801); or
underlying relief is given under internal law for second and lower tier sub-
sidiaries, while under the treaty it is given only for first tier subsidiaries; or the
treaty denies relief on certain classes of shares, e.g. preference shares, while
internal law provides for relief on all classes of shares where the company con-
trols 10% of the voting power in the company (s.800)

25. TA 1988, 5.788(3). In fact, these words do not have the effect of cutting
down unilateral relief because under internal law the treaty has effect “subject to
the provisions of this Part” [of the Taxes Act], and one of such provisions is uni-
lateral relief. Both the treaty and the provisions of internal law giving effect to the
treaty are therefore made subject to the internal law 1elief provisions

26. If the treaty provides, for example, for-a reduced rate of foreign tax, only
credit for this can be claimed under the treaty on the basis that the full rate of for-
eign tax is not in accordance with the provisions of the Convention, see III., and
the taxpayer cannot claim unilateral relief for the full rate of foreign tax.

27. See Oliver, “Double Tax Treaties in United Kingdom Tax Law” [1970]
BTR 388, 392 on the relationship between internal law and treaty relief.

28. Anisolated use by the Netherlands is found in Netherlands—Italy (1990) in
relation to the usual Netherlands provision that exemption is computed in accor-
dance with the provisions of Netherlands law, with the addition “which may be
subject to modifications without affecting the general principle thereof”
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time to time without changing the general
principle hereof), the United States shall
allow to a resident or national of the Unit-
ed States as a credit against the United
States tax on income

(a) the appropriate amount of income tax
paid or accrued to the Netherlands by or on
behalf of such citizen or resident;....”

Canada Subject to the existing provisions of the
law of Canada regarding the deduction
from tax payable in Canada of tax paid in
a territory outside Canada and to any sub-
sequent modification of those provisions —
which shall not affect the general principle
hereof — and unless a greater deduction or
relief is provided under the laws of Cana-
da, tax payable in the Netherlands on prof-
its, income or gains arising in the Nether-
lands shall be deducted from any Canadian
tax payable in respect of such profits,
income or gains;....*

Unlike the position in Australia and the United Kingdom
therefore, there is no independent principle of treaty relief.
Internal law and the treaty relief are the same at the effec-
tive date of the treaty, and the general principle governs
only amendments in the law.* This is explicit in the Cana-
dian provision, which refers to the existing provisions of
Canadian law. The same must be true of US treaties since
the wording clearly means that the general principle gov-
erns amendments to internal law.*? In Canada, the effect of
the reference to a greater deduction under internal law,
which must mean the law from time to time in force, is that
if a modification grants wider relief than the relief existing
at the time of the treaty, the wider relief also applies to the
treaty. The same is implied by the US provision which
gives relief under internal law as amended from time to
time, the general principle therefore only preventing a nar-
rowing of the relief. Thus, in the United States and Cana-
da, contrary to the position in Australia and the United
Kingdom, if internal law at the date of the treaty did not
give relief in cases of differing characterization of income,
as it does today, the treaty would not give relief, and so the
interpretation of the treaty on this issue does not arise. On
the other hand, as in Australia and the United Kingdom, if
internal law at the date of the treaty gives relief in cases of
differing characterization of income, as is the case today,
this can only be taken away if the general principle of
treaty relief does not require it to be given, which is the
queéstion of treaty interpretation considered in this article.

Japanese treaties also make reference to internal law cred-
it rules but, unlike the common law countries, there is nor-
mally no mention of the general principle of treaty relief:*

Japan Subject to the laws of Japan regarding the
allowance as a credit against Japanese tax
of tax payable in any country other than

Japan:

(&) Where a resident of Japan derives
income from Luxembourg which may be
taxed in Luxembourg in accordance with
the provisions of this Convention, the
amount of Luxembourg tax payable in
respect of that income shall be allowed as
a credit against the Japanese tax imposed
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on that resident. The amount of credit,
however, shall not exceed that part of the
Japanese tax which is appropriate to that
income.*

Internal law in Japan also gives relief in cases of differing
characterization of income and so no issue of treaty inter-
pretation arises. Japan does not state whether the reference
to internal law is static or ambulatory but the general view
is that the treaty merely confirms internal law,* in which
case it is ambulatory. If this is the case, the only difference
between this and the wording used by the common law
countries is that the absence of a reference to the general
principle of treaty relief permits Japan to reduce the scope
of the relief under the treaty by changing internal law.

Switzerland is different since, although there are internal
law credit rules, they do not apply in the absence of a
treaty; they apply only if the treaty provides for credit by
reference to internal law, as in the following example:

Where a resident of Switzerland derives
dividends, interest or royalties which, in
accordance with the provisions of Articles
10, 11 and 12, may be taxed in Australia,

Switzerland

Switzerland shall allow, upon request, relief

to that person. The relief may consist of:

(a) a deduction from the Swiss tax on the
income of that person of an amount equal
to the tax levied in Australia in accordance
with the provisions of Articles 10, 11 and
12; such deduction shall not, however,

29, United States—Netherlands (1992). The US tieaties with Germany (1989)
and Spain (1990) and also Netherlands-Italy (see supra note 28) instead refer to
the general principle ther eof, meaning of internal law, but since the treaty relief
and internal law relief start by being the same and since this is a test of the degree
of changes to internal law, there is no difference in meaning, Para. 20 of the Pro-
tocol to the United States—Germany treaty defines the general principle: “...the
‘general principle hereof’ (sic) means the avoidance of double taxation by allow-
ing a credit for tax imposed on items of income arising in Germany, as deter-
mined under applicable US sources rules, as modified by the Convention. While
the details and limitations of the credit pursuant to this paragraph may change as
provisions of US law change, any such changes must preserve a US credit for
German taxes...”. This makes clear that no difference in meaning is caused by
ther eof, although it seems that hereof is intended.

30. Canada—Netherlands (1986). Some older Canadian treaties require the tax-
ation in the other country to be in accordance with the Convention, as in the
Model, but this has not been used since Germany (1981), presumably because it
is unnecessary in view of the definition of income arising in the other state to
mean income which ig taxable in the other state in accordance with the Conven-
tion.

31. An example of a change which might contravene the general principle of
the refief might be the Canadian restriction of the credit on non-business income
t0 15%, see ILB. Another example are the substantial changes made in the 1995
1LT.A. Amendment Bill (effective 1994) to the definition of active income which
has the effect of narrowing the concept of exempt surplus and the cases where
exempt dividends will be paid out of exempt surplus and enlarging the cases
where dividends will be considered to be paid out of taxable surplus rather than
exempt surplus. In the United States a change which limits the credit to 90% in
calculating the alternative minimum tax may be another example.

32, Canada has agreed with the US Technical Explanation to the United
States—Canada treaty (1980) which does not contain anything to suggest that the
rule in both countries is not the same.

- 33, As an exception, Japan-Hungary (1980) restricts this reference to internal

law to the laws in force at the date of signature of the treaty with subsequent
modifications which do not affect the general principle, as in the Canadian word-
ing.

34, Japan—Luxembourg (1992).

35. See Y. Komatsu, Sozeijoyaku no kenkyu (The Study of Tax Treaties),
(1981), at 114

36. Except in the treaty with Hungary, see supra note 33
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