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Introduction

SCOPE AND PURPOSE OF THIS BOOK

Increasing globalization and the related cross-border flows of capital resources
make it likely that more and more people will face the issue of the taxation of
transnational capital gains. Thus, over time, the role played by the OECD Model,
and by Article 13 in particular, has grown in importance and will become even
more important in the future. Despite this, very little attention has been devoted in
the international tax literature to the systematic analysis of capital gains in relation
to tax treaties.

The purpose of this book is to contribute to a comprehensive analysis of Article
13 of the OECD Model. This does not mean that the book purports to give a detailed
overview of all the issues relating to capital gains. Choices had to be made about
the delimitation of the scope of the book. Preference has always been given to an
examination of the main issues in defining capital gains in the context of Article
13. On the one hand, the analysis of the specific paragraphs contained in Article
13 has been limited to those dealing with immovable property. This does not mean
that the other paragraphs have been ignored; they have been dealt with in relation
to both their interaction with the paragraphs that are specifically analysed and the
issues relevant to the definition of capital gains. On the other hand, a large part of
the book is devoted to the general issues that come up in defining the scope of the
entire Article 13.

The primary focus of this book is thus the definition of capital gains in the
context of Article 13. The OECD Model does not contain a definition of capital
gains and, moreover, the term ‘capital gains’ is only found in the heading of Article
13, while the paragraphs themselves only make reference to ‘gains’. Why? Is there
a rationale behind this apparently inconsistent wording? This is just one of many
questions concerning the definition of the scope of Article 13.

Xvii
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The nature of capital gains has always been debated and there is no consensus
on the characterization of capital gains as income. This is also reflected in the
substantial differences among the various systems as to the tax regime applied to
capital gains. In this context, the drafting of treaty provisions dealing with capital
gains was certainly one of the biggest challenges in international taxation. The key
for interpreting Article 13 can be found in the examination of the history of the
article along with the evolution of the capital gains concept in various tax systems.

The above sketch of some of the problems one has to deal with in defining the
capital gains covered by Article 13 illustrates the complex interrelation of different
issues that may arise. In light of this complexity and with the awareness that it would
have been impossible to deal with all possible types of capital gains in enough detail,
the scope of the analysis of specific paragraphs of Article 13 was limited to gains
on immovable property, as well as on shares of immovable property companies.

STRUCTURE

The book is divided in two main parts. The first part contains an historical anal-
ysis of the capital gains provision in tax treaties (Chapter I) and the definition of
capital gains falling within the scope of Article 13 (Chapter II). The second part
then analyses in detail the treaty regime applicable to gains derived from the alien-
ation of both immovable property (Chapter III) and shares of immovable property
companies (Chapter IV).

Chapter I examines the work of the League of Nations and the treaties con-
cluded before 1960 in order to trace the history of Article 13 and to ascertain the
reason for its late introduction in a model convention (1940). Analysis of many
documents (the relevance of which is not limited to capital gains) and, in particular,
those related to Carroll’s 1940 draft, the 1940 Hague draft and the 1940 Mexico
draft clearly shows that that the work undertaken by the Fiscal Committee in 1940
significantly influenced the capital gains articles of subsequent model conventions.
An explanation for the absence of a capital gains article in the 1927 and 1928 drafts
is given, based on an analysis of pre-1940 tax systems.

Chapter II first attempts to provide an explanation for the lack of an interna-
tional common definition of capital gains and to point out the patterns characterizing
capital gains taxation. The scope of Article 13 is then addressed, with particular
attention devoted to the following issues (about which proposals for changes in
either the OECD Model or in the OECD Commentary are made):

« the relevance of the term ‘capital gains’ when used only in the heading of
the article (the use of the headings in the articles of the OECD Model is
analysed);

» the definition of the terms ‘gains’ and ‘property’. The interaction between
Article 7 and Article 13 is discussed, i.e. are gains derived from the alienation
of inventory property covered by Article 7 or by Article 13? Why does
Article 13, unlike domestic provisions, refer to ‘gains’ and not to ‘capital
gains’ and why does it not require the alienated property to be a ‘capital
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asset’? The answer to this question includes a detailed analysis of the history
of the wording of Article 13. This leads to some interesting findings (e.g.
Article 13(2) is completely different from the equivalent provision of the
1946 London draft and, curiously, Article 13(2) seems to also differ from
the other permanent establishment proviso); and

» the definition of the term ‘alienation’. Particular attention is given to the
borderline cases of unrealized gains and changes in the use of capital assets
(dealt with in the recent OECD Report on the allocation of income to per-
manent establishments).

Chapter III analyses the attribution of taxation rights applicable to gains derived
from the alienation of immovable property. Among other things, the following
unresolved issues are addressed (about which proposals for changes in either the
OECD Model or in the OECD Commentary are made):

» the application of Article 13(5) vs. Article 21 to gains derived from the
alienation of immovable property outside the scope of Article 13(1) due to
its bilateral reach (the OECD Commentary changed its position in 2003);

« the interaction of Article 7 and Article 21;

» the analysis of the relationship between the situs rule and the permanent
establishment rule. Assessment of the consistency of the OECD Model with
the priority of the situs rule;

« the definition of the term ‘derived’. A detailed analysis is made of all the
terms used by the model conventions (in all the articles) to indicate the source
of the income and the person entitled to the income;

+ the definition of the term ‘immovable property’ for purposes of applying
Article 13(1). For example, is there a reason why Article 21(2) refers to the
definition of Article 6(2) while Article 13(1) simply refers to Article 6?

« the definition of the term ‘immovable property’ under Article 6(2); and

+ the definition of the term ‘situated’.

Chapter IV is devoted to the case of gains derived from the alienation of shares
of immovable property companies, which, since 2003, is expressly dealt with in
Article 13(4). The chapter examines the origin and the nature of the provision
in the context of the OECD Model. The chapter, which also makes reference to
existing domestic immovable property provisions (in the United States, Canada
and Australia), highlights the issues relating to the interpretation and application of
Article 13(4), such as:

« the definition of immovable property, in light of the absence of a renvoi to
Article 6(2);

« the definition of shares;

« thedefinition of immovable property company (e.g. definition of ‘immovable
property’, determination of the sources from which shares derive value, when
the requirement must be met, direct and indirect derivation of value); and

« the problems relating to the application of the provision, with particular
reference to the collection of information.



XX Introduction

This chapter analyses in detail some inconsistencies in Article 13(4) and in
this respect changes in either the OECD Model or in the OECD Commentary are
proposed:

« the interaction between Article 13(4) and Article 13(2). There seems to be
an inconsistency in the case of the alienation of shares of an immovable
property company that form part of the business property of a permanent
establishment;

» the value test. It is argued that it is not appropriate in the case of capital gains
taxation;

» the effects of the introduction of Article 13(4) on the attribution of taxation
rights between the contracting states; and

» the interaction of Article 13(4) with substantial interest provisions.

AUTHOR’S NOTE

This book adopts in broad lines the Harvard system of citation. References in the
footnotes to books, articles and other similar materials are to the author and year
in brackets, followed by the term ‘at’ and the page or section number(s) where
appropriate, e.g. M.B. Carroll, [1940], at 40. Full references are then provided in
the bibliography. In the case of more than one reference by an author for the same
year of publication, a distinction is made through the use of letters after the year of
publication, e.g. M.B. Carroll, [1940a] and M.B. Carroll, [1940b], etc.

Cross-references to other parts of the book are by section number followed by
a reference to the chapter, e.g. see section 2.2 of Chapter V.

Documents are ordinarily quoted in full in the footnotes. When abbreviated
in the text the abbreviation is also used in the subsequent footnotes. The main
abbreviations can be found in the bibliography in brackets.

For simplicity’s sake, when reference is made to a paragraph of a treaty article
and this paragraph is not numbered (as is the case in many old models and treaties),
reference is made as if there were a number, i.e. instead of ‘first paragraph of Article
12°, reference is made to Article 12(1).

As discussed in detail in Chapter II, the definition of the term ‘capital gains’ is
rather complex and there is no common definition in the various tax systems. In this
book the term ‘capital gains’ is generally used to refer to ‘gains derived from the
alienation of property’, i.e. the terminology employed by Article 13 of the OECD
Models since 1963.

Many of the model conventions drafted under the auspices of the League of
Nations and many treaties use the term ‘real property” instead of the term ‘immov-
able property’ contained in the OECD Model. Differences in meaning are not
explored, since the scope of this book is confined to an analysis of Article 13 of the
OECD Model.

The manuscript was closed on 1 January 2006.
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Chapter I

The Capital Gains Article in the Model
Conventions Drafted Under the
Auspices of the League of Nations

1. INTERNATIONAL DOUBLE TAXATION
AFTER WORLD WAR |

The increase in the level of domestic taxation in many states that took place after
World War I had the effect of drawing attention to the problem of juridical dou-
ble taxation.! Commercial and industrial organizations made it known from the

1. See, among others, J.G. Herndon, [1932], at 7 et seq., where the author points out that:

In the days when rates of tax on income were very low, there was no particular hardship
upon persons who were subjected to taxation under the laws of more than one country.
With, however, the tremendous increase in tax rates caused by the burden of the
World War, the pressure upon persons whose income was subject to tax by different
governments became very severe, in some cases running to more than 100 per cent on
certain parts of one’s income. Indeed even now, when excess profits taxes have been
eliminated by substantially all of the governments of the world, very heavy rates still
apply to corporation profits and to interest on corporation bonds.

See also M.B. Carroll, [1939], at 6 et seq. Carroll summarizes the issue as follows:

Although prior to the world war there had been a few provisions in national tax laws
and in bilateral treaties between Central European States for the prevention of double
taxation, the general movement to remove this serious obstacle to commerce did
not begin until after the war, when the leading nations turned their attention again
to foreign trade. Many countries had increased their tax rates to the maximum, and
business enterprises which ventured into the territory of other States in order to market

1



