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Foreword

The principle of non-discrimination in tax matters has been a focus of multinational
enterprises, tax and trade law lawyers, government negotiators and academics since
before the World Trade Organization agreement was signed in 1992. The principle
has been enshrined in fundamental trade agreements and in recent years has found
its way into agreements to liberalize the cross-border trade in services.
Commitments in these treaties include undertakings by signatory governments to
provide national treatment or most favored nation treatment to enterprises of the
partner jurisdiction, transparency undertakings and a host of other State obligations
to facilitate the cross-border trade in services. The notable omission from the trade
agreements is a commitment to non-discriminatory income tax measures.

In one sense, the absence of any income tax non-discrimination rules in services
trade issues seems odd. Trade experts focus on reducing or eliminating measures
that can be viewed as barriers to trade and discriminatory taxation, particularly
income taxation, can be a significant barrier to open international trade. There is an
almost universal expectation, however, that tax matters belong in tax treaties, not
trade treaties. If this sentiment were to shift, it is conceivable a solution to the
problem could be found by adding income tax clauses to non-discrimination articles
in trade treaties. If this view does not change, a solution would have to be found in
the context of tax treaties.

This path to full non-discrimination is not inconceivable. Already many tax
treaties have non-discrimination articles. But viewed from the perspective of
non-discrimination rules in trade treaties, existing tax treaty articles are truly
inadequate. Whether they can and should be modified to provide protection against
discriminatory income taxes is the central question explored in this volume.

The issue is explored in three stages. The first investigates the extent to which
non-discrimination obligations currently apply to a non-resident service provider
under tax and trade agreements. The second considers the extent to which current
non-discrimination obligations in tax and trade agreements can or cannot ade-
quately address the potential for the discriminatory use of tax measures in the
cross-border trade in services. Given the likelihood that final solutions are more
likely to come via changes to tax treaties rather than trade agreements, the third
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stage asks whether the OECD and the UN should make changes to the
non-discrimination obligations in the OECD and UN Model Tax Treaties to
respond to the growing global trade in services and, if so, what form changes might
take.

A unique and valuable feature of the book is its analysis of the interaction
between non-discrimination principles and trade related treaties including multi-
lateral treaties (the WTO treaty), regional treaties (NAFTA and AANZTA) and
bilateral free trade agreements. It also analyzes the concept of non-discrimination in
tax matters from the perspectives of interaction between domestic law and bilateral
tax treaties, regional trade agreements and, where relevant, the GATS international
agreements in North America, Australia, the EU and the UK.

The proliferation of global trade and free trade arrangements has left income
taxation as one of the few remaining means available to states to protect indirectly
national enterprises. In the absence of any non-discrimination obligation with
respect to tax measures that apply to a non-resident service provider, income
taxation may be an effective tool to undermine the spirit of trade obligations. As this
book shows, tax barriers to trade may come in many forms including laws, regu-
lations, informal policies and practices.

The proposal for inclusion in tax treaties of a new and more effective
non-discrimination obligation that extends to all aspects of income tax law and
practice and more closely parallels the non-discrimination obligations in trade
agreements provides a welcome blueprint for reform. Changes derived from the
recommendations in this book have the potential to greatly enhance global welfare.

Richard Krever
Monash Business School

Monash University
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Preface

This book is the product of three decades of observation on the developments in tax
and trade law on the cross-border trade in services. The developments in both areas
are not surprising given the dramatic increase in the importance of services in the
global economy. What is surprising is the lack of integration between basic trade
law non-discrimination obligations and those that apply in tax matters. The result is
that taxation remains one of the few unregulated barriers to trade. The book offers a
solution that many may dismiss as unworkable. Nonetheless it is hoped that it may
serve as a starting point in a meaningful search for a bridge between tax and trade
obligations that will benefit the global trade in services.

I wish to acknowledge and thank a number of groups and individuals who have
helped in the final work. These include the Faculty of Law at the University of
Calgary, the Department of Business Law and Taxation at Monash University, the
Social Sciences and Humanities Research Council of Canada and the many students
from the University of Calgary who provided research assistance. Although I will
no doubt forget some, I would like to especially thank Veronica Pinero, Julia
McGraw and Trent Blanchette. I would also like to thank Angela Bott (Monash
University) and Sue Parsons (University of Calgary) for their unfailing help with
the manuscript. Finally I would like to thank Professor Richard Krever of Monash
University for encouraging me to commit my thoughts to writing.

Calgary, Canada Catherine A. Brown
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Definitions

Contracting State

The term Contracting State is used in this work to refer to a Party to a tax treaty
under the OECD and UN Model Tax Treaty and the tax treaties based on those
Models.

Cross Border Trade In Services

See Trade in Services.

Direct Taxes

The meaning of direct taxes is borrowed from the GATS Article XXVIII(O).
“Direct taxes” comprise all taxes on total income, on total capital or on elements of
income or of capital, including taxes on gains from the alienation of property, taxes
on estates, inheritances and gifts, and taxes on the total amounts of wages or salaries
paid by enterprises, as well as taxes on capital appreciation.

Discrimination

Discrimination in the international trade context has been defined as “treating
persons unfavorably for reasons that are unreasonable, arbitrary or irrelevant.”1

1See Brian Arnold, Tax Discrimination Against Aliens, Non-Residents, and Foreign Activities:
Canada, Australia, New Zealand the United Kingdom and the United States, Canadian Tax
Foundation, (Toronto: Canadian Tax Foundation, 1990).
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Foreign or Non-resident Service Provider

The terms foreign or non-resident service provider in this work are used to refer to a
service provider who is not a tax resident of the country in which the payer is tax
resident or liable to tax under the domestic law of that country.

Indirect Taxation

Indirect tax generally includes value added tax (VAT), sales tax or goods and
services tax (GST). The tax is generally collected by an intermediary (such as a
retail store) from the person who bears the ultimate economic burden of the tax
(such as the consumer). Indirect tax can be contrasted with direct tax which is
collected directly by government from the persons (legal or natural) on which it is
imposed.

Most Favored Nation Treatment

Under the most favored nation rule a host country is required to extend to service
providers from one foreign country treatment no less favorable than it accords to
service providers from any other country.

National Treatment

According to the national treatment principle, the host country is required to treat
non-resident service providers in the same or comparable way as a domestic service
provider. In this way the national treatment standard seeks to ensure a degree of
competitive equality between domestic and non-resident service providers. The
scope of the most favored nation and national treatment provisions in any trade
agreement depend on the extent of the exceptions attached to them. In general
countries are unwilling to grant national treatment without qualifications, especially
when it comes to tax measures.
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Non-discrimination

Discrimination has as its core unjustified differences in treatment.2 To determine
whether discrimination has occurred one must apply the relevant criteria or prin-
ciples. These vary widely depending on the context. For example, the non-
discrimination principles underlying trade agreements like the WTO Agreement are
national treatment and most favored nation treatment.3 These principles extend to
both services and service providers in the GATS and to goods under the GATT.
Bilateral Investment Treaties (BITS) also introduce the notion of “fair and equitable
treatment”4 to describe the appropriate standard of treatment for investors. This may
be contrasted with the non-discrimination principles underlying human rights
agreements that focus on ethics or general behaviors rather than economic factors.
The important point is that discrimination is determined contextually.
Non-discrimination is the absence of discrimination based on the applicable criteria
or principles.5

The non-discrimination obligations in the OECD Model Tax Treaty take the
form of prohibitions designed to prevent source countries from discriminating

2One might also ask to who or what the criteria should be applied. This might include goods,
activities or persons.
3Most favored nation treatment is the principle under which a state must treat all states with which
it has trade agreements equally. National treatment is the principle under which a state agrees to
treat imported goods or services as equal with domestic goods or services.
4Fair and equitable treatment has been described as “an “absolute”, “non-contingent” standard of
treatment, i.e., a standard that states the treatment to be accorded in terms whose exact meaning has
to be determined, by reference to specific circumstances of application, as opposed to the “relative”
standards embodied in “national treatment” and “most favored nation” principles which define the
required treatment by reference to the treatment accorded to other investment.” See OECD,
Directorate For Financial And Enterprise Affairs, Fair And Equitable Treatment Standard In
International Investment Law, Working Paper No 2004/3 (2004) and Investor-State Dispute
Settlement and Impact on Investment Rulemaking, UNCTAD, UN Doc ITE/IIA/2007/3 (2007).
5Non-discrimination and the principles upon which it is based is a concept that, as the following
excerpt makes clear, is best described contextually. “Non-discrimination is a negative expression
or statement of the equality principle which goes back to Aristotle (Nicomachean Ethics). For its
formulation (equal treatment of equals) to be meaningful, it begs further definition of its essential
elements, mainly determining the criterion of reference, the scope of application, the comparable
circumstances and the justification, if any, of infringement. Applied to cross border situations,
non-discrimination may be differently worded and construed depending on the (national, bilateral,
regional, worldwide) instrument. It may also provide for implementation according to a variety of
principles: National Treatment, Most Favored Nation, Capital Import Neutrality or Capital Export
Neutrality in a perspective of inbound or outbound movement, different concepts of non-restriction
of cross border investment or activity, level playing field, reciprocity and alignment of tax burdens
according to capacity-to-pay. Still other non-discrimination principles are not primarily targeted on
economic measures but are more ethical or general focused (Human Rights and Personal
Freedoms, national Constitutions).” Non-discrimination at the Crossroads of International
Taxation, Cahiers De Droit International, 62nd Congress of the International Fiscal Association,
Brussels 2008 volume 93a (The Netherlands: Sdu Fiscale Financiële Uitgevers) at 50.
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against “foreigners” with sufficient nexus to the source country.6 The goal of these
provisions is to ensure no less favorable tax treatment for similarly situated persons
and businesses.

The concept of non-discrimination as used in this paper includes concepts found
in both tax and trade agreements but is not restricted to those concepts.

Services

For purposes of the book, the term “services” is generally used to describe work
done for another for an explicit or implicit fee. The services may be provided by an
individual, an employee or an agent. The book focuses on conventional service
activities and assumes that the work is performed at a particular location by an
individual, rather than electronically through computers or other telecommunication
facilities. Conventional service activities would include, for example, providing
assistance or advice, construction activities, engineering services, acting as a broker
or financial planner or as a medical or legal consultant.

Source (or Host) Country

For purposes of this study the expression source or host country is used to describe
the country that is the source of payment for the services provided. For simplicity, it
is also assumed that this is the country which receives the services are provided.

Taxation Measure

A taxation measure generally includes laws, regulations and government practice. It
is generally broadly defined in trade agreements. For example is given under the
NAFTA Article 2017 defines it taxation measure by exclusion and indicates that it
does not include customs duties and related measures. A measure under the General
Agreement on Trade in Services (GATS) is defined in Article XXVIII(a) as “any
measure by a Member, whether in the form of a law, regulation, rule, procedure,
decision, administrative action, or any other form.”

6Depending on the context, the non-discrimination principles found in trade agreements may apply
to determine if the host country is guilty of discrimination in the area of taxation.
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Trade Barrier

A trade barrier is broadly defined in this work as a foreign government policy,
practice, or procedure that unfairly or unnecessarily restricts trade in services. Trade
barriers may be imposed overtly, often for the purposes of shielding or artificially
stimulating domestic industries, occur as a result of a government failure to provide
the necessary infrastructure for competitive conditions or result from the failure of a
government to live up to trade agreement obligations. Foreign trade barriers to the
cross-border trade in services may come in the form of laws, regulations or informal
policies, practices, or procedures.

Trade in Services

The expression trade in services is used to refer generally to the sale and delivery of
a service between the service provider and the recipient of the services. Where the
service provider and the recipient reside in different countries the expression
international trade in services is used. What constitutes the international trade in
service is described in international trade agreements in different ways. For
example, international trade in services is defined in the GATS by the Four Modes
of Supply:

• (Mode 1) Cross-border trade, which is defined as delivery of a service from the
territory of one country into the territory of other country;

• (Mode 2) Consumption abroad this mode covers supply of a service of one
country to the service consumer of any other country;

• (Mode 3) Commercial presence which covers services provided by a service
supplier of one country in the territory of any other country, and

• (Mode 4) Presence of natural persons which covers services provided by a
service supplier of one country through the presence of natural persons in the
territory of any other country.

In contrast, international trade in services is referred to as the cross-border trade
under the NAFTA as the cross-border trade in services. This is defined as providing
a service: from the territory of one Party into the territory of another Party (e.g.,
cross-border), in the territory of one Party by a person of that Party to a person of
another Party (e.g., tourism) and by a national of a Party in the territory of another
Party (e.g., an on site visit to the service recipient by a non-resident service pro-
vider.7 Unlike the GATS, which includes in the definition of the supply of a service,
services provided by a service supplier of one Member through a commercial

7See the definition of “cross-border provision of a service” in NAFTA Article 1213.
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presence in the other, the NAFTA addresses this mode of supply through the
investment provisions in Chapter 11 (Investment).

Reference should be made to the definitions in a particular trade agreement
where the precise definition is important or relevant.

Residence Country

The residence country is the country tax residence for the non-resident service
provider.
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Chapter 1
Introduction

… taxation, and in particular direct (or income) taxation, is,
by definition, a barrier to international trade. On the other
hand, the elimination of income taxes is unlikely in the near
future, as most governments finance their operations to a
large extent with income tax revenues. Insofar as the ideal of
free trade cannot be achieved, a compromise that both
promotes free trade and allows for the existence of tax related
trade barriers must be established.

Yariv Brauner (2005) at 255–56.

1.1 Overview

Significant commitments have been made in recent years to liberalize the
cross-border trade in services by reducing barriers to trade. These commitments
include undertakings to provide national treatment, most favoured nation treatment,
and a host of other commitments to such matters as transparency in legislation and
administration. Direct tax measures were largely excluded from trade law obliga-
tions. Instead, tax treaties address tax issues.1

Tax treaties do not currently include a non-discrimination obligation that applies
to a non-resident in most circumstances. The absence of a non-discrimination
obligation for direct tax measures may significantly undermine trade obligations.2

1Brauner (2005) at 256.
2At present, there are few limitations on a country’s tax practices. Customary international law
provides virtually no protection against tax discrimination and constitutional or national limitations
on tax discrimination against non-residents are rare. The primary restraint against egregious tax
practices is international goodwill, limitations imposed in integrated agreements such as the Treaty
on the Functioning of the European Community or in limited circumstances, bilateral tax treaties.
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Tax barriers to trade may come in many forms including laws, regulations, informal
policies, practices, or procedures and may unfairly or unnecessarily restrict trade in
services.3 The carve-out for direct tax measures from trade agreements leaves
income taxes as one of the remaining measures that can potentially serve protec-
tionist purposes.

The issue of non-discrimination and the role of tax treaties in the taxation of
trade in services remains important and timely. As trade negotiators continue to rely
on the precedent set in early trade agreements like the General Agreement on Trade
in Services (GATS),4 part of the World Trade Organization (WTO) Agreement,5

and the North American Free Trade Agreement (NAFTA),6 it is clear that tax
measures will continue to be carved out of trade agreements and that tax treaties
will continue to be the primary tool in providing protection from potentially dis-
criminatory tax practices in the cross-border provision of services.

Tax treaties are a tool that could prove powerful in providing a minimum
standard of protection for a non-resident service provider. The challenge lies in
balancing trade principles with the sovereign right to tax.

1.2 Background

Beginning in the 1990s the liberalization of trade in services became a focal point in
trade negotiations. The reason was predictable. According to the WTO, services
represent the fastest growing sector of the global economy and accounts for two
thirds of global output, one third of global employment and nearly twenty percent
of global trade. The WTO estimates that by 2020, services will represent fifty
percent of world trade.

Consensus was quickly reached that efforts should be made to reduce or elim-
inate non-tariff barriers to trade in services. These efforts are reflected in multilateral
agreements such as the General Agreement on Trade in Services GATS, part of the
WTO Agreement, and in regional agreements like the NAFTA, and more recently

3The potential gains from protectionism are increasing with globalization. It is therefore likely that
countries will try to employ protectionist techniques that escape the tight WTO grip, such as
income tax measures. Ibid.
4The General Agreement on Trade in Services (15 April 1995) is part of the World Trade
Organization Agreement, Annex 1B, 1869 UNTS 183, 33 ILM 1167 (1994) [GATS].
5WTO, Final Act Embodying the Results of the Uruguay Round of Multilateral Trade
Negotiations, 15 April 1994 [WTO Agreement].
6North American Free Trade Agreement Between the Government of Canada, the Government of
the United Mexican States and the Government of the United States, 17 December 1992, Can TS
1994 No. 2, 32 ILM 289 (entered into force 1 January 1994) [NAFTA].
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in the ASEAN–Australia New Zealand Trade Agreement (AANZFTA)7 and the
Trans-Pacific Partnership Agreement (TPP).8 One issue that could not be readily
agreed on during the negotiations under the GATS was how the matter of taxation
should be resolved.

The reasons underlying the disagreement about the inclusion of direct tax
measures were understandable.9 Tax law and trade law were historically viewed as
distinct. Their parallel existence created few frictions because each dealt with
separate areas of taxation; bilateral tax treaties dealt with direct tax matters such as
income tax, and trade agreements like the General Agreement on Tariffs and Trade
(GATT),10 primarily dealt with indirect taxes and customs duties. The expanding
scope of non-discrimination obligations in trade agreements made it clear that the
lines between tax and trade obligations can no longer be clearly drawn. One of the
obvious areas of overlap was with respect to direct tax measures and their potential
impact on the cross-border trade in services.11

This did not mean that tax and trade law experts were not in full agreement that
tax discrimination would challenge competitiveness and economic efficiency in
world trade. There was also no debate about whether tax measures could have a
significantly negative impact on the cross-border trade in services. The issue was
how best to address the problem. Trade proponents argued that tax issues should be
included in trade agreements. Tax experts pointed to the existing network of
bilateral tax treaties and urged that matters of taxation were best left to that bilateral
network.

7Agreement Establishing the ASEAN-Australia-New Zealand Free Trade Area, 27 February 2009
(entered into force on 1 January 2010 for eight Parties: Australia, New Zealand, Brunei, Burma,
Malaysia, the Philippines, Singapore and Vietnam. The agreement has entered into force for all
parties, including Thailand, Cambodia, Indonesia and Laos).
8Trans-Pacific Partnership Agreement, 4 February 2016 (not yet in force) [TPP], online: http://
www.international.gc.ca/trade-agreements-accords-commerciaux/agr-acc/tpp-ptp/text-texte/toc-
tdm.aspx?lang=eng.
9Trade and tax experts approach the relationship between trade and tax issues from different
perspectives. Tax experts are primarily concerned with tax policies and administrative rules that
raise revenues in a fair and equitable way. Trade experts focus on reducing or eliminating mea-
sures that can be viewed as barriers to trade. Taxation, and in particular direct (or income) taxation
is, by definition, a barrier to international trade. However, the elimination of income taxes in the
near future is very unlikely. The result is an incompatibility between tax policies and the
administration of tax systems on the one hand, and the objectives of trade agreements on the other.
10General Agreement on Tariffs and Trade, 30 October 1947, 58 UNTS 187, 33 ILM 1153 (1994)
(entered into force 1 January 1948) [GATT].
11See for example Slemrod (1996) at 283, 304; Warren (2001) at 131–46; Brown and O’Brien
(2006) at 317, 323; van Raad (2007) at 55, 62.
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In the end, trade discipline over direct taxation (income tax) was for the most
part carved out of GATS, the first global free trade agreement to include trade in
services.12 This was not without considerable controversy. It was widely recognized
throughout the negotiations for the GATS for example, that discrimination in direct
tax matters could have just as deleterious effects on the cross-border trade in ser-
vices as the non-tariff barriers under review.13 Nonetheless in hotly disputed
negotiations, resolved virtually on the eve of the deadline for signing the WTO
Agreement, most obligations with respect to non-discrimination in direct matters
were effectively removed from the GATS.14 Instead bilateral tax treaties, generally
patterned on the Models established by the OECD15 or UN,16 were left to discipline
the imposition of direct taxes under the flagship agreement.

This strategy to carve out tax measures in favour of tax treaties was also adopted,
and in many cases expanded, in other regional trade agreements like the NAFTA
and AANZFTA, and in a host of bilateral free trade agreements.17 It is a precedent
that trade negotiators appear determined to follow in trade agreements at least with
respect to the trade in services.18

12The arguments by tax experts for excluding direct tax measures in particular, from the discipline
of trade agreements were threefold. First, many of the countries that would join the WTO had
already entered bilateral tax agreements. It was unpalatable that bilateral concessions made under
these tax treaties should extend to all WTO signatories under the most favored nation obligation.
Second, the national treatment obligation was incompatible with important policy reasons for
distinguishing between residents and nonresidents in tax matters. Third, the issue of
non-discrimination was already addressed in tax treaties leaving open the potential of jurisdictional
conflict between tax and trade agreements.
13Stahl (1994) at 429.
14See Mander (1993). See also Green (1998) at notes 63–75.
15OECD, Committee on Fiscal Affairs, Model Tax Convention on Income and on Capital (Paris:
OECD Publishing) [OECD Model Tax Treaty]. The Fiscal Committee of the OECD produced the
first draft convention for double taxation in 1963. The OECD Model Treaty currently impacts
more than 3000 bilateral tax treaties that are based on it.
16United Nations, Department of Economic and Social Affairs, Model Double Taxation
Convention between Developed and Developing Counties (New York: United Nations, 2011) [UN
Model Tax Treaty], which are substantially similar to those found in the OECD Model Treaty.
17See e.g., the Free Trade Agreement Between Canada and the Republic of Colombia, 21
November 2008, Can TS 2011 No 11 (entered into force 15 August 2011) [Canada-Colombia Free
Trade Agreement] and the Free Trade Agreement Between Canada and the Republic of Panama,
14 May 2010, Can TS 2013 No 9 (entered into force 1 April 2013) [Canada-Panama Free Trade
Agreement].
18As will be discussed in Chaps.3 and 4, these later trade agreements have expanded the carve out
for tax measures to include all tax measures, an open ended expression that appears to exclude
only customs and related duties affecting the trade in goods, and then to selectively certain
measures.
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The decision to largely carve out direct tax measures from the GATS and other
trade agreements and to provide primacy to tax treaties did not make the issue of tax
discrimination go away.19 Academics quickly noted that there was very little
protection in bilateral tax treaties against potentially tax discriminatory practices in
respect of non-residents, particularly if the non-resident did not have a permanent
establishment in the host country.20 Further, the existence of a tax treaty between
Member States generally negated even the limited non-discrimination obligation
under the GATS that otherwise subjected any direct tax measure imposed by a
Member State to the requirement that it did not constitute “arbitrary or unjustifiable
discrimination between countries where like conditions prevail, or a disguised
restriction on trade in services.”21 It also became evident that very different
non-discrimination principles could apply to a non-resident service provider
depending on what combination of tax and trade agreements were in place between
the service provider’s home country and the (source) country paying for the
non-resident’s services.

It is therefore of little surprise that more than two decades after the GATS was
signed, the issue of what non-discrimination principles if any should apply to tax
measures remains under debate.22 The expanding non-discrimination obligations in
trade agreements also call into question whether the limited non-discrimination
principles in bilateral tax treaties, in particular as they affect the taxation of
non-resident services and service providers, remain adequate.23

19For example, Michael Daly of the WTO released a paper in June 2005, Daly (2004), which
identifies the potential impact of direct taxation in trade and outlines the role of the WTO in
resolving disputes about WTO-inconsistent direct tax measures. Michael Lang and others pub-
lished the proceedings of a Global Conference on “WTO and Direct Taxation” in 2005, which
brought together 70 experts to discuss the relations between the WTO Agreement, domestic tax
law, tax treaty law and European Community law.
20Article 24 of the OECD and UN Model Tax Treaties include a non-discrimination principle if the
non-resident service provider has a permanent establishment in the source state.
21The GATS, Article XIV(d).
22See IFA (2008); the ongoing work of the OECD on Article 24 of the OECD Model Tax
Treaty; Farrell (2013); Avi-Yonah and Slemrod (2001).
23Although economists are only now formalizing the connection between taxes and competi-
tiveness, non-economists have long been concerned with considerations of competitiveness,
including how taxation can tilt the playing field between residents and nonresidents. Mason and
Knoll (2012).
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1.3 Structure

The book deals with income derived from the provision of services by a
non-resident. This chapter provides a general introduction. For purposes of the
book, the term “services” is generally used to describe work done for another for an
explicit or implicit fee. The focus is on conventional services, not services provided
electronically across borders.

Chapter 2 supplies the framework for examining what non-discrimination
principles apply to non-residents. The chapter begins with an overview of the
non-discrimination obligations in the multilateral GATS, including national treat-
ment and most favored nation treatment and examines how the GATS
non-discrimination obligations interrelate with the OECD and UN Model Tax
Treaties. It also includes an overview of the non-discrimination obligations found in
Model Tax Treaties, specifically the OECD and UN Model Tax Treaties and in
select bilateral tax treaties. It highlights, for example, that there is no violation of
the most favored nation obligation under the GATS if the difference in tax treatment
is based on the provisions of a tax treaty or convention. It also makes clear that
many differences in tax treatment that might otherwise contravene the national
treatment obligation under the GATS are also accepted under the GATS. Further,
any challenge that a tax measure violates the national treatment obligation under the
GATS may be restricted by a tax treaty. Finally the chapter discusses the limited
non-discrimination obligation in respect of tax measures under the GATS if there is
no tax treaty between the Member States.

The discussion then moves to regional trade agreements in Chap. 3, drawing on
provisions from the NAFTA, the AANZFTA and the TPP for examples. This
portion of the book examines the interface between the tax treatment of service
providers and non-discrimination obligations assumed under these regional trade
agreements and trade obligations assumed by the signatories under the GATS and
under bilateral tax treaties within each free trade region. The purpose of the dis-
cussion is firstly to outline the non-discrimination obligations that apply to
non-resident service providers in areas other than taxation in these regional free
trade agreements and secondly, to demonstrate that there are significant differences
in the non-discrimination obligations to which the signatories are subject within
these small free trade zones even in similar circumstances. It is easy to understand
derogations from the most favoured nation treatment that result from bilateral tax
treaty negotiations. It is more difficult to rationalize the potential differences in the
derogation from the national treatment obligation under both the NAFTA and the
GATS because of differences in how the non-discrimination article in the tax
treaties entered into between the NAFTA parties is interpreted and applied.

In Chap. 4, the discussion turns to the interaction of tax and trade obligations in
bilateral free trade agreements using as examples some of the bilateral free trade
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agreements entered into by Canada and Australia.24 The chapter also includes a
discussion of the newly negotiated Comprehensive Economic and Trade Agreement
(CETA) between Canada and the European Union (EU). Bilateral Free Trade
Agreements present their own set of issues and interpretation problems and result in
widely varying non-discrimination obligations in tax matters. For example, the free
trade agreements entered into by Australia provide in general, that “nothing in the
free trade agreement shall affect the rights and obligations of either Party under any
tax convention, and that in the event of any inconsistency relating to a taxation
measure between the Agreement and any tax convention, the latter shall prevail to
the extent of the inconsistency.” Australia rarely includes a non-discrimination
article in its tax treaties25 and did not include a non-discrimination article in the
majority of its tax treaties with the Parties with whom it currently has a free trade
agreement.26. Based on the language in the trade agreement it is arguable that no
non-discrimination obligation will apply with respect to direct tax measures under
Australia’s free agreements.27 The success or failure of the argument will depend on
what international norms are applied in interpreting the trade agreement28 and in
particular what the Parties view as an inconsistency between the non-discrimination
obligations in a tax treaty and the trade agreement.

Finally Chap. 5 addresses applicable non-discrimination principles impacting
two WTO Members, Canada and the UK, as a consequence of their respective

24In the case of Canada, the Canada-Colombia Free Trade Agreement and Canada-Panama Free
Trade Agreement and applicable tax treaties are examined as these are the two most recent free
trade agreements that Canada has entered into that have come into force. At the time of writing,
there was not text available for the Canada-EU Free Trade Agreement. In the case of Australia, the
Free Trade Agreements with Singapore, Thailand, the United Sates, Chile and Malaysia are
examined.
25Until 2008 Australia reserved its position on Article 24 in para 85 of the Commentary on Article
24 of the OECD Model Treaty. This reservation was replaced in 2008 as follows: “Australia
reserves the right to propose amendments to ensure that Australia can continue to apply certain
provisions of its domestic law relating to deductions for R & D and withholding tax collection.”
OECD Model Commentary on Article 24 at para 86.
26The exceptions include the tax treaties with the United States and Chile. A non-discrimination
obligation is also included in the Convention between Australia and Japan for the Avoidance of
Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, 31
January 2008, [2008] ATS 21 (entered into force 3 December 2008) [Australian-Japan Tax
Treaty]. See the Explanatory Memorandum of Article 26 of the Australia–Japan Tax Treaty,
Chapter 1, 2008 Australia-Japan Convention, International Tax Agreements Amendment Bill (No
1) 2008 circulated by the authority of the Treasurer, the Hon Wayne Swan MP, online: http://
www.austlii.edu.au/au/legis/cth/bill_em/itaab12008416/memo_0.html
27A potential exception is an indirect obligation that results from the non-discrimination clause in
the tax treaties with the United States and Chile as it applies to the deductibility of amounts paid to
a non-resident.
28The method of resolving treaty conflicts is ostensibly found in the Vienna Convention on the
Law of Treaties, opened for signature May 23,1969, 1155 UNTS 331, 8 ILM 679 (entered into
force on January 27, 1980) [VCLT].
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memberships in the NAFTA and in the EU.29 It will be no surprise that notwith-
standing that both Canada and the UK are WTO Members, the non-discrimination
obligations in tax matters splinter again when one looks at the operation of an
integrated trade agreement. In Europe, direct tax measures are filtered through the
lens of the free trade principles of the Treaty of Rome.30 EU members who are
signatories to the GATS are subject to very different non-discrimination obligations
with respect to tax measures when operating in a State that is a signatory to the
Treaty on the Functioning of the European Union (TFEU)31 than, for example a
service provider from a NAFTA Party operating in the same state. The
non-discrimination obligations if any, that apply to a service provider from a State
that is a GATS Member may therefore vary widely when providing services in
another Member State depending on whether there is an additional integrated trade
agreement like the TFEU with the source State. The non-discrimination obligations
affecting service providers from EU Member State may also vary depending on the
terms of the tax treaty between the EU Member States. The purpose of this chapter
is not to suggest that the same non-discrimination obligations should apply to a
non-resident service provider regardless of the existence of integrated or regional
trade agreements, but rather to examine other approaches to the matter of
non-discrimination in tax matters. The second purpose of the chapter is to point out
that there will be no minimum common standard of tax treatment for many
non-residents without a non-discrimination obligation in a tax treaty.

Chapters 6 and 7 of the book focus on the role of the national treatment obli-
gation under trade agreements in regulating host country behaviour in the trade in
services and the lack of any parallel non-discrimination in tax treaties and poses
some specific questions. First, is there potential for differences in tax treatment
between resident and non-resident service providers? Second, is there evidence of
differences in the tax treatment of resident and non-resident service providers?
Third, do these differences in treatment affect the competitive position of
non-resident service providers and can these differences be viewed as
discriminatory?

Chapter 6 examines the general provisions in the OECD and UN Model Tax
Treaties that are employed by bilateral tax treaty partners in the taxation of
non-resident service providers and how these are interpreted and applied.32

29At least at the time of writing.
30See Samuels (2008).
31European Union, Consolidated Version of the Treaty on the Functioning of the European Union,
26 October 2012, OJ L 326/47-326/390
32It draws from two main sources: First, research on the use of the UN Model Tax Treaty
provisions in services in tax treaties that was carried out by the International Bureau of Fiscal
Documentation (IBFD) at the request of the Committee of Experts on International Co-Operation
in Tax Matters in 2011 and 2012 as reported in Wijnen et al. (2012) [Wijnen Study]. This paper
provides a detailed study of the service provisions employed in tax treaties between 1997 and
2011. The second source is the 2012 International Fiscal Association study on Enterprise Services
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Chapter 6 demonstrates that the manner in which a country interprets and applies
the OECD and UN tax treaty provisions that apply to services, varies widely by
country and can result in the imposition of very onerous withholding taxes and/or
administrative and compliance issues. It also reveals that a significant number of
countries apply withholding taxes to services income including services related to
transfers of technology or know-how, technical services and personal or profes-
sional services. Aside from withholding tax issues there is also a comparability
issue. Specifically, there is no requirement that the characterization of income from
services in respect of a non-resident under a tax treaty be consistent with the
treatment of a similar payment under domestic law.

Chapter 7 looks at the tax treatment of a non-resident under Canadian domestic
law, and the domestic law of a number of countries including those in the Mercosur
Group. The chapter establishes that significant differences in the tax treatment of
resident and non-resident service providers result from the domestic laws or
administrative practices of many countries. These differences clearly affect the
competitive position of non-resident service providers. It is often not always evident
that the differences in tax treatment can be justified as a means of protecting the
country’s tax base. There is clearly room to argue that some differences in tax
treatment operate as a disguised restriction on trade. Thus the specific question
posed in this study: if trade agreements contain non-discrimination obligations in
respect of trade in services but relegate these non-discrimination obligations with
respect to tax matters to tax treaties, should tax treaties include a parallel
non-discrimination obligation? The research concludes that the answer is yes.

Chapter 7 also examines other uses of tax measures that may affect the com-
petitive position of non-resident service providers, but which are also not subject to
any non-discrimination obligation under a tax treaty. Specifically, it examines the
US Foreign Account Tax Compliance Act (FATCA)33 provisions that impose
financial penalties in the form of gross withholding tax on foreign financial insti-
tutions (FFI) if the FFI does not agree to report US investors. It argues that the
non-discrimination obligation in tax treaties should also be broad enough to prevent
the use of discriminatory tax measures as a form of economic retribution, partic-
ularly when such measures impact the competitive position of a non-resident ser-
vice provider.

Chapter 8 focuses on policy issues and recommends a new tax treaty
non-discrimination obligation aimed at non-resident service providers. It considers
whether the orthodox justifications for differential tax treatment between residents
and non-residents are still well-founded. It also examines the principles that should
and should not be used to craft a new non-discrimination obligation.

(Footnote 32 continued)

which included reports from 38 jurisdictions about how their income tax rules are applied under a
tax treaty. IFA (2012).
33Foreign Account Tax Compliance Act, 26 USC (2010) Pub L No 111-147.
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1.4 Observations

There a number of observations throughout the book that will be of particular
interest in determining what non-discrimination obligations, if any, apply to tax
measures imposed by a host country. The most important of these are listed below.

1. It is often permissible for a source State to discriminate against non-resident
service providers with respect to taxation.

All of the trade agreements under review give primacy to tax treaties or
agreements in determining what non-discrimination obligations, if any, apply to a
non-resident service provider. In general, there is no applicable non-discrimination
obligation under a tax treaty that would apply to a non-resident who receives
payment for services provided in another Contracting State absent a permanent
establishment in the other Contracting State. This can be to the detriment of the
non-resident.

2. In multilateral agreements like the GATS some tax measures are subject to trade
obligations. Non-resident service providers may be treated differently due to the
carve out of tax measures from trade obligations and separate tax treaties
between the Member states.

Under the GATS a non-resident service provider must be accorded both national
treatment and most favoured treatment with respect to indirect tax measures. Direct
tax measures are initially subject to a carve out from both the national treatment and
most favoured nation obligations under the agreement but remain subject to more
limited trade discipline under the GATS chapeau requirement; specifically, that the
measure may not be arbitrary, unjustifiable or a disguised restriction on trade in
services. The ability to challenge whether a measure falls within the GATS
exception from the national treatment obligation is circumvented if the matter falls
within the scope of a tax treaty. Who determines whether a measure falls within the
scope of a tax treaty may vary depending on when the tax treaty was entered into.
Because tax treaties are negotiated bilaterally, the ability to determine whether the
matter falls within the scope of a tax treaty may also be limited by the tax treaty. If
the matter falls within the scope of a tax treaty, there is no non-discrimination
obligation in respect of a non-resident. If there is no tax treaty between the Member
States, the non-resident may rely on the GATS chapeau requirement. As a result,
under the GATS structure there are different non-discrimination standards of pro-
tection for a non-resident with respect to the tax measures that may be imposed by
another Member State.

3. In regional trade agreements like the NAFTA tax measures are generally
excluded from non-discrimination obligations but are then selectively brought in
under a trade law discipline. The non-discrimination obligations can vary sig-
nificantly between signatory states, even in similar circumstances.
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The matter of determining what non-discrimination obligation if any applies to a
tax measure that impacts a non-resident service provider can be equally complex if
the non-resident is from a Party to a regional trade agreement like the NAFTA.
The NAFTA agreement generally excludes all tax measures from the NAFTA
non-discrimination obligations but then selectively brings some taxes under trade
law discipline. Included taxes are indirect taxes. Excluded taxes are generally direct
taxes. The agreement also explicitly provides that nothing under the trade agree-
ment “shall affect the rights and obligations of any Party under any tax convention.”
This may negate any non-discrimination obligations under the trade agreement if
there is no non-discrimination obligation in the tax treaty. For example, the NAFTA
includes a national treatment obligation with respect to all tax measures on income
and capital that relate to the purchase and consumption of services. There is no
equivalent non-discrimination obligation under any of the tax treaties in the
NAFTA Block. Instead there is a more limited obligation with respect to the
deductibility of certain disbursements paid to a non-resident.34

Trade law protections for indirect taxes may also be negated by the tax treaties in
the NAFTA Block. Although indirect taxes are subject to trade law obligations
under the NAFTA they are also referenced in the non-discrimination article in all
three of the tax treaties in the NAFTA region. However, the tax treaties do not
include a non-discrimination obligation that would apply to a non-resident with
respect to indirect taxes. Because the NAFTA expressly provides that the NAFTA
agreement shall not affect the rights and obligations under a tax treaty, it follows
that the lack of a non-discrimination respect to indirect taxes in the tax treaty would
be sufficient to argue that no non-discrimination obligation exists. These observa-
tions are made with respect to the NAFTA. Similar observations can be made about
the treatment of tax measures under other regional trade agreements like the
AANZTA and the interface between the signatories to such agreements with the
bilateral tax treaties that affect them.

The fact that tax measures are not subject to the national treatment and most
favoured national obligations found in trade agreements has additional implications
in a small regional free trade zone. In particular, the exception from the most
favoured nation obligation can put the service provider of one free trade partner at a
distinct disadvantage compared to a service provider from another free trade
partner. Because tax treaties are negotiated bilaterally such issues could be bilat-
erally addressed or addressed in a regional multilateral tax treaty.

4. Bilateral free trade agreements present their own set of issues and interpretation
problems and result in widely varying non-discrimination obligations.

For example, Canada’s free trade agreements with Colombia and Panama
address the issue of which agreement prevails if a similar provision with respect to a
taxation measure exists under the free trade agreement and under a tax convention

34See OECD Model Tax Treaty, Article 24(4) and discussion in Chap. 2 at 2.2.
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(‘tax treaty’).35 In these circumstances, the free trade agreements make clear that the
procedural provisions of the tax convention alone shall be used by the competent
authorities identified in the tax convention to resolve any issue related to the pro-
vision that arises under the trade agreement.36 This provides the competent
authority under a tax treaty with the authority to restrict the applicable
non-discrimination obligation to the non-discrimination obligations under the tax
treaty. It may also resolve the dispute resolution issue that was discussed above if
there are similar provisions under a tax treaty and the NAFTA.

A different interpretive problem occurs under the free trade agreements entered
into by Australia. These also provide in general, that “nothing in the free trade
agreement shall affect the rights and obligations of either Party under any tax
convention, and that in the event of any inconsistency relating to a taxation measure
between the Agreement and any tax convention, the latter shall prevail to the extent
of the inconsistency”. Australia rarely includes a non-discrimination article in its tax
treaties37 and did not include a non-discrimination article in the majority of its tax
treaties with the Parties with whom it currently has a free trade agreement.38. Based

35See Chap. 4 at 4.2. Such an overlap could occur, for example, in respect of the
non-discrimination obligation found in the OECD and UN Model Tax Treaties as it applies to the
deduction of amounts in determining taxable profits with the trade obligation with respect to tax
measures affecting the purchase or consumption of services. Both Model Tax Treaties provide that
“disbursements paid by an enterprise of a Contracting State to a resident of the other Contracting
State shall, for the purpose of determining the taxable profits of such enterprise, be deductible
under the same conditions as if they had been paid to a resident of the first-mentioned State.” Both
free trade agreements include a non-discrimination obligation that would fall within this general
wording. Specifically, Article 2204(5)(a) of the Canada-Colombia Free Trade Agreement imposes
the national treatment obligation in respect of services for “taxation measures on income, capital
gains, or on the taxable capital of corporations that relate to the purchase or consumption of
particular services.”
36There is no non-discrimination obligation in the Canada-Colombia Tax Treaty similar to that
found in the OECD and UN Model Treaty.
37Until 2008 Australia reserved its position on Article 24 in para 85 of the then Commentary on
Article 24 of the OECD Model. This reservation was replaced in 2008 as follows: “Australia
reserves the right to propose amendments to ensure that Australia can continue to apply certain
provisions of its domestic law relating to deductions for R & D and withholding tax collection.”
Para 86, OECD Model Commentary on Article 24.
38The exceptions are the tax treaties with the United States and Chile. A non-discrimination
obligation is also included in the Convention between Australia and Japan for the Avoidance of
Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, 31
January 2008, [2008] ATS 21 (entered into force 3 December 2008). See the Explanatory
Memorandum of Article 26 of the Australia–Japan Tax Treaty, Chapter 1, 2008 Australia–Japan
Convention, International Tax Agreements Amendment Bill (No 1) 2008: online: http://law.ato.
gov.au/atolaw/view.htm?locid='PAC/20080102'&PiT=99991231235958 circulated by the
authority of the Treasurer, the Hon Wayne Swan MP, online: http://www.austlii.edu.au/au/legis/
cth/bill_em/itaab12008416/memo_0.html
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on the language in the trade agreement, does this result in no non-discrimination
obligation for direct tax measures under Australia’s free agreements?39

5. Non-discrimination obligations in tax matters splinter again when trade agree-
ments are integrated.

Service providers from an EU Member State that is a signatory to the GATS are
subject to different non-discrimination obligations with respect to tax measures
when operating in another TFEU Member State that is a signatory to the GATS
than, for example a service provider from a NAFTA Party that is a signatory to the
GATS. A service provider from a TFEU Member State may rely on the four
freedoms to determine the applicable non-discrimination obligation. The service
provider from a NAFTA Party may not. The result is that the non-discrimination
obligations if any, that apply to a service provider from a country that is a GATS
Member when providing services in another GATS Member State, may vary widely
if there is an additional integrated trade agreement like the TFEU with that GATS
Member State. The non-discrimination obligations affecting service providers from
an EU Member State may also vary depending on the terms of the tax treaty
between the EU Member States.

The non-discrimination obligations that apply to a service provider from a
Country that is a signatory to the GATS and other regional or bilateral free trade
agreements may be affected by conflicting obligations under these latter agree-
ments. A preliminary assessment is that access to the GATS is not restricted by
other free trade agreements. Service providers from Member States that are sig-
natories to the GATS may rely on the obligations in the GATS. It is therefore not
inappropriate to assume that the GATS standard is the minimum standard that
would apply to a service provider from a Member State.

6. Treaty provisions are not always interpreted similarly around the world. This
can be harmful to the competitive position of non-resident service providers in
foreign markets.

The manner in which a country interprets and applies the OECD and UN tax
treaty provisions that apply to services, varies widely by country and can result in
the imposition of very onerous withholding taxes and/or administrative and com-
pliance issues. Tax treaties are grounded in the allocation of taxing rights between

39The imposition of a non-discrimination obligation under a trade agreement with respect to a tax
measure that falls under a tax treaty is clearly inconsistent with the rights and obligations assumed
by each of the free trade partners under the tax treaty. If this view is correct, the existence of a tax
treaty between the Parties that does not include a non-discrimination article would operate to
negate any non-discrimination obligation under the free trade agreement. If this conclusion is
correct then with the possible exception of Singapore, no non-discrimination obligation currently
applies to any tax measure under the majority of Australia’s free trade agreements as the result of
the interaction of these bilateral tax and trade agreements; A potential exception is an indirect
obligation that results from the non-discrimination clause in the tax treaties with the United States
and Chile as it applies to the deductibility of amounts paid to a non-resident.
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the source States. The tax treatment of income from services by the source state will
depend both on the approach adapted under the tax treaty and how the tax treaty is
interpreted and applied

1.5 Conclusions

Four central facts underlie this book. The first is that the importance of trade in
services has grown significantly in global trade in the last two decades. The second
is that the growth in the global trade in services was considered to be of sufficient
importance that significant trade commitments have been made at the global level,
through the WTO, through smaller regional free trade agreements and in bilateral
free trade agreements. Tax measures imposed by the state where the services are
performed by the non-resident can have a significant impact on the competitive
position of the non-resident and discriminatory measures can have pernicious
impacts on the benefits of cross-border trade in services. All of these trade agree-
ments include non-discrimination obligations in respect of each other’s service
providers. Each of these trade agreements also either carve out or limit these
non-discrimination obligations with respect to direct tax matters. As a consequence,
existing trade agreements are unable to address the problem of discriminatory tax
measures applied to trade in services.

In general, the exclusion of direct taxes from the most favoured nation obligation
may lead to different taxing rights for the source country. This means that
non-resident service providers may receive different tax treatment compared to
other service providers within the same trade block. Those differences are accepted
as appropriate40 within the current international framework as the differences are
negotiated bilaterally between the two Contracting States under a tax treaty.
Benefits so negotiated are often at a price and it is conceded that it would be
inappropriate to provide those same benefits to countries that had not agreed to pay
that price. A Contracting State can also protect itself by including a most favoured
nation clause in their tax treaties in respect of key provisions, for example those that
include a negotiated rate of withholding tax.

A different issue is raised with respect to the tax carve out from the national
treatment obligation. Differences in tax treatment may operate to the disadvantage
of the non-resident service provider and may impact his or her ability to effectively
compete against resident service providers in the resident’s home market. Like the
most favoured nation obligation, the national treatment obligation in trade agree-
ments is generally negated if there is a tax treaty between the parties.41 However,

40This assumes the differences are not arbitrary, unjustified or a disguised restriction on trade in
services contrary to Article XIV of the GATS.
41Specifically, under the GATS, the ability to challenge whether the national treatment obligation
has been violated is limited if there is a tax treaty in place between the two Contracting States.
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there is no tax treaty non-discrimination applicable to a non-resident service pro-
vider in the absence of a permanent establishment in the host country. This means
that the host country is free to impose tax on a non-resident generating income from
within its borders using any tax measures it considers appropriate.

It has been suggested that the current non-discrimination principles in the UN
and OECD Model Tax Treaties are entirely adequate because there is no evidence
of discriminatory treatment of non-residents or evidence that a country may be
imposing tax measures on a non-resident for a purpose other than to collect the tax
that it is due.42 The conclusion in this book is that there is wide potential for a host
country to impose discriminatory tax measures on a non-resident that will impact
the ability of the non-resident to effectively compete in that country, frustrating
trade law objectives. Tax treaties can play an important role in providing a mini-
mum non-discrimination obligation to prevent discriminatory tax treatment. A tax
treaty is the obvious place for the non-discrimination obligation. The trend in trade
agreements since the WTO is to restrict the resolution of disputes about key
non-discrimination obligations in tax matters to the procedures in a tax treaty.
Because these disputes generally arise based on a perceived violation of a trade
non-discrimination obligation, a tax treaty non-discrimination obligation based on
trade law principles is an obvious choice. A proposal for such a non-discrimination
obligation is offered.
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Chapter 2
The General Agreement on Trade
in Services

2.1 Overview

The provision of services is an integral part of global trade. When services are
provided across international borders both trade and tax agreements may apply.
International trade agreements typically include non-discrimination obligations
agreed to by the signatory states that apply generally in the treatment of a
non-resident. Tax measures create more complex issues in the application of
non-discrimination principles and are therefore often carved out of trade
non-discrimination obligations. That means that bilateral tax treaties often govern
these issues, not trade agreements. When services are provided by a tax resident of
one country to a tax resident of another, the applicable non-discrimination obli-
gations will therefore in large part depend on which trade agreement or tax treaty
applies and how they interact. The applicable trade agreement may be multilateral,
regional or bilateral. Tax treaties are almost always bilateral.

This chapter begins the discussion of the non-discrimination obligations that
apply to the trade in services with an examination of the multilateral World Trade
Organization Agreement. As the WTO was the first global agreement to address
non-discrimination obligations for trade in services, the issues raised in the nego-
tiations leading up to the final draft of this agreement as they relate to direct tax
matters also provides useful background for understanding how tax measures are
addressed in the regional and bilateral free trade agreements that follow.

The chapter begins with an overview of the principal non-discrimination obli-
gations found in the General Agreement on Trade in Services (GATS), including
the national treatment and most favoured nation obligations that a Member must
accord to the services and service providers of other Member States with respect to
measures covered by the agreement. It then examines the exceptions to these
obligations, in particular those that relate to direct tax measures.
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In practice, the GATS non-discrimination obligations are often inapplicable
where the two Member States have entered into a tax treaty. While the GATS
provides general non-discrimination obligations, Member States may not challenge
an alleged violation in respect of “matters that are the result of, or fall within, the
scope of an agreement on the avoidance of double taxation (‘tax treaty’)”. There are
currently over 3000 bilateral tax treaties in force between Member States based on
either the Organization for Economic Co-operation and Development (OECD)
Model Tax Convention1 or the United Nations Model Tax Convention.
A discussion of the provisions of these Model Tax Treaties that impact non-resident
service providers including the tax treaty non-discrimination obligations follows.2

These tax treaty provisions are important in understanding both the scope of a
typical tax treaty and how the national treatment and most favoured nation obli-
gations under the GATS are affected by a tax treaty. They also provide the
framework for understanding the specific tax treatment of a non-resident providing
services to, or earning income in, another Member State.

Since the GATS effectively excludes a challenge with respect to the national
treatment obligation if the measure falls within the scope of a tax treaty, the
non-discrimination provisions in the tax treaty may be the only applicable
non-discrimination principles upon which the non-resident service provider may
rely. The tax treaty non-discrimination principles are therefore examined against the
non-discrimination obligations found in the GATS.

Finally, the chapter comments on the potential for differing non-discrimination
obligations among WTO Members as a result of the interaction between the GATS
and tax treaties based on the OECD and UN Model Tax Treaties entered into
between Member States.

2.2 Non-discrimination and Trade Agreements: The
World Stage

The 1990s witnessed the first significant global cooperation to facilitate the
cross-border trade in services. TheGATScame into force on January 1, 1995 as part of
the Agreement Establishing the World Trade Organization (WTO) with some 1273

1The discussion also includes the non-discrimination obligations in the United Nations (2011),
which are substantially similar to those found in the OECD (2014).
2The OECD and UN Model Treaty non-discrimination obligations are viewed as integral to the
study as these are the provisions upon which most bilateral tax treaties are based.
3As of July 14, 2016 this number has now expanded to 163 Member governments accounting for
over 90% of the world’s trade. WTO (2016), online: WTO https://www.wto.org/english/thewto_e/
whatis_e/tif_e/org6_e.htm.
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initial Members4 and laid the groundwork for most favoured nation and national
treatment obligations for services and service providers on a global scale.

The immediate discussion focuses on the GATS, particularly the provisions of
the GATS that affect service providers and tax measures. An examination of the
OECD and UN Model Tax Treaties, including the specific provisions that impact
the cross-border trade in services and the tax treaty non-discrimination provisions
follows.

2.2.1 The General Agreement on Trade in Services (GATS)

2.2.1.1 Overview

The GATS marks the first global attempt to establish a multilateral understanding
and agreement covering trade in services. The agreement entrenched major trade
obligations for Member States including the obligation to accord most favoured
nation and national treatment to the services and service suppliers of other Member
States. This was an important and highly significant step forward in the interna-
tional arena to liberalize the trade in services.

The most favoured nation obligation in Article II of the GATS requires that with
respect to any measure covered by the GATS that each Member “shall accord
immediately and unconditionally to services and service providers of any other
Member, treatment no less favourable than that it accords to like services and service
providers of any other country.” The national treatment obligation requires that each
Member “shall accord to services and service suppliers of any other Member, in
respect of all measures affecting the supply of services, treatment no less
favourable than that it accords to its own like services and service suppliers.”5 As

4Further negotiations unfortunately ground to a halt in the Doha Round. A number of countries
including Canada, the United States, Mexico, Switzerland, Japan, Korea, Hong Kong, Australia,
and the European Union are negotiating a new international instrument to further liberalize trade in
services. The instrument will be called the Trade in Services Agreement (TISA). Parties to the
negotiations are responsible for some 70% of global services trade. The TISA negotiations were
borne out of the frustration felt by certain WTO Members when negotiations to liberalize services
trade became a casualty of the stalled Doha Round of WTO negotiations. The TISA is to be
negotiated outside of the WTO by a subset of WTO Members committed to services trade
liberalization. Expectations for the TISA are that it will reflect new types of services that have
emerged since the WTO’s GATS (1995) was negotiated some 20 years ago, lock-in liberalization
undertaken unilaterally by parties since the GATS came into force, and expand commitments
among the parties on market access and non-discrimination.
5The GATS, Article XVII.
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originally envisioned, these non-discrimination obligations would have applied to all
measures under the GATS, including both direct and indirect tax measures to the
extent that they affected trade in services. However, as will be seen, the national
treatment obligation would remain subject to negotiation and both the national
treatment and most favoured nation obligations were made subject to qualifications
and exceptions, in particular with respect to direct tax matters.

The GATS applies to all WTO Member countries. The final Agreement consists
of “a framework text setting out general multilateral rules governing trade and
investment in services”6 plus a series of annexes and understandings that deal with
such matters as the movement of personnel, transport, financial and aviation ser-
vices and access to telecommunication networks.7

The GATS covers four basic modes of service delivery:

1. cross-border services supplied from the territory of one party to the territory of
another (e.g., cross-border software support);

2. services supplied in the territory of one party to the consumers of any other (e.g.,
tourism);

3. services provided through the presence of service-providing entities of one party
in the territory of any other (e.g., banking); and

4. services provided by a service supplier of one Member, through presence of
natural persons of a Member in the territory of any other Member (e.g., con-
struction projects or consultancies).8

The scope and coverage of the GATS is reliant on basic definitions about who is
a service supplier and what is considered a measure “affecting trade in services.”9

Specifically, the GATS applies to measures by Members “affecting”10 trade in

6See Broadman (1993).
7The GATS.
8The GATS Article I at para 2.
9WTO (1997b), WTO Doc WT/DS27/R/USA at para 7.285 [EC Bananas Panel Report] defined
the scope of application of the in the following terms: “[N]o measures are excluded a priori from
the scope of the GATS as defined by its provisions. The scope of the GATS encompasses any
measure of a Member to the extent it affects the supply of a service regardless of whether such
measure directly governs the supply of a service or whether it regulates other matters but nev-
ertheless affects trade in services.” The Appellate Body upheld this finding and held that no
provision of the Agreement “suggest[s] a limited scope of application for the GATS.” WTO
(1997a), WTO Doc WT/DS27/AB/R at para 220 [EC Bananas Appellate Body Report].
10The Appellate Body, ibid also made the following comment: “[t]his Agreement applies to
measures by Members affecting trade in services. In our view, the use of the term ‘affecting’
reflects the intent of the drafters to give a broad reach to the GATS. The ordinary meaning of the
word ‘affecting’ implies a measure that has ‘an effect on’, which indicates a broad scope of
application.”
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services. A measure is broadly defined as “any measure by a Member, whether in
the form of a law, regulation, procedure, decision, administrative action, or any
other form the affects the trade in services”11 Trade in services is defined simply as
the “supply of a service.”12

The commitments by WTO Members with respect to measures “affecting trade
in services” may be categorized into two broad groups: first, general obligations,
which apply directly and automatically to all Members and services sectors, and
second, specific commitments concerning market access and national treatment in
designated sectors. These specific commitments are set out in individual country
schedules, whose scope may vary widely between Members.13

2.2.1.2 General Obligations (Most Favoured Nation Treatment)

The general obligations assumed under the GATS include a commitment to most
favoured nation treatment with respect to all measures affecting services and service
providers of other Members (“non-resident service providers”), transparency with
respect to measures of general application, the establishment of national inquiry
points to respond to other Members information requests, the establishment of
administrative review and appeal procedures, and discipline on the operation of
monopolies and exclusive suppliers.

These general obligations, and in particular obligations with respect to most
favoured nation treatment, are subject to limitations.14 Member countries could
deviate from the most favoured nation obligation in the “Annex on Article II
Exemptions” if the conditions for such exemptions were met.15 This flexibility was
considered necessary in order to maintain existing regulations or agreements
inconsistent with the most favoured nation obligation and to preserve the
prospective right to use reciprocal or unilateral liberalization measures. Almost all
countries have claimed some most favoured nation exemptions in areas such as civil

11The GATS, Article XXVIII(a): In WTO (2000), WTO Doc WT/DSI39/AB/R at paras 151–152
and 155 [Auto Industry Appellate Body Report] the Appellate Body held that whether a measure
“affects” trade in services must be assessed before any further consistency of a measure with other
GATS provisions is considered.
12The GATS, Article XXVIII(b): the “supply of service” includes, but is not limited to the
“production, distribution, marketing, sale and delivery of a service.”
13The GATS, Article XX.
14The wording “treatment no less favourable” in the GATS Article II(1) has been interpreted
broadly by the WTO Appellate Body to include both de facto as well as “de jure discrimination.”
See the Auto Industry Appellate Body Report at para 234.
15Members were allowed to seek such exemptions before the Agreement was entered into force.
New exemptions can only be granted to new Members at the time of accession or, in the case of
current Members, by way of a waiver under Article IX(3) of the WTO Agreement. All exemptions
are subject to review, and should in principle not last longer than 10 years. Further, the GATS
allows groups of Members to enter into economic integration agreements or to mutually recognize
regulatory standards, certificates and the like if certain conditions are met.
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and maritime aviation, telecommunications and financial services.16 Similar
exemptions have also been claimed with respect to national treatment. However, if
an exemption was not claimed, the most favoured nation obligation applies
unconditionally to any measure affecting trade in services unless, as discussed
below, the difference in tax treatment is the result of a tax treaty.

2.2.1.3 National Treatment and Market Access: Specific
Commitments

In addition to the general obligations described above the GATS sets out a
framework within which the terms of each Member’s specific commitments to
liberalize the trade in services on a sector-by-sector basis are recorded. This portion
of the GATS is often referred to as a ‘bottom-up’ agreement. This reference rec-
ognizes that each Member could choose the service sectors it wished to open up to
foreign service providers or to exclude by omission (e.g., include tourism, exclude
health care). The GATS ‘bottom-up’ approach can be contrasted with regional
agreements like the NAFTA, which adopt a ‘top-down’ approach that proceeds on
the assumption that all services are included in the agreement unless specifically
excluded.

As a result of the GATS approach to the liberalization of trade in services,
market access was and continues to be a negotiated commitment in specified sec-
tors,17 as is the commitment to provide national treatment to the services and
service providers of other Members.18 The extension of national treatment in any
particular sector could be made subject to conditions and qualifications. Each
country’s commitments thus tend to reflect national policy objectives and con-
straints.19 Once committed, a Member may not impose discriminatory measures
benefiting domestic services or service suppliers.

16See Schedules to the GATS to view a specific country’s schedules. For Canada see WTO
(1994a) WTO Doc GATS/EU16, online WTO http://docsonline.wto.org. Canada has claimed
exemptions for film, video and television co-production, with respect to fishing, banking, trust and
insurance services, air and marine transport, and for certain services related to agriculture.
17Further, market access commitments may be made subject to various types of limitations that are
enumerated in Article XVI(2). For example, limitations may be imposed on the number of services
suppliers, service operations or employees in the sector, the value of transactions, the legal form of
the service supplier, or the participation of foreign capital.
18The GATS, Article XVII provides that “each Member shall accord to services and service
suppliers of any other Member, in respect of all measures affecting the supply of services, treat-
ment no less favourable than that it accords to its own like services and service suppliers.”
The GATS limits the application of this standard to those sectors specified in each Member’s
Schedule of Concessions, and allows Members to set forth any applicable conditions.
19The existence of specific commitments triggers further obligations concerning, inter alia, the
notification of new measures that have a significant impact on trade (GATS Article III) and the
avoidance of restrictions on international payments and transfers (GATS Article XI).
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The national treatment obligation is met if a Member accords the services and
service suppliers of any other Member treatment no less favourable than that it
accords to its own like services and service suppliers. This can be achieved through
formally identical or different treatment but the treatment would be considered less
favourable if it modified, in law or in fact, the conditions of competition in favour of
the Member’s own service industry. The concept of what are “like services and
service suppliers” under the GATS is still to a large extent unchartered territory.”20

2.2.1.4 Taxation Measures

Taxation measures, to the extent that they affect services or service providers are
also subject to the national treatment21 and most favoured nation obligations. Some
countries therefore claimed national treatment22 qualifications or most favoured
nation exemptions.23 Canada, for example, listed a qualification to the national
treatment obligation for tax measures that result in differences of treatment with
respect to expenditures made on scientific research and experimental development
services.24 Further qualifications have been claimed at both the federal and
provincial levels related to small businesses that are Canadian controlled private
corporations.25 Surprisingly few countries claimed most favoured nation exemp-
tions and with exception of the United States drafted these exemptions very nar-
rowly.26 The specifics of each countries exemptions and qualifications can be found
in each country’s schedule to the GATS.27

It is important to note that the most significant exclusions for tax measures from
the non-discrimination obligations in the GATS are the result of specific provisions

20See Cossy (2006).
21See the GATS Article XVII.
22See the WTO (1994b), WTO Doc GATS/SC/90, online WTO http://docsonline.wto.org at 9–10,
setting forth limitations on national treatment for foreign employee benefit trusts and excise taxes
on transfers to foreign entities. See Lang and Stack (2000) at 566–581.
23A quick review of the schedules reveals that many countries, including Canada, the US and
Mexico, have claimed most favoured nation exemptions with respect to tax provisions. See for
example WTO (1994a) at para 3 detailing the exemption from taxes on income of non-residents
from international transport on the basis of reciprocity with the resident country. The US has also
listed tax measures relating to favourable treatment for Mexican and Canadian residents, the
Caribbean Basin Initiative, international transport income (including aircraft and rolling stock)
derived by residents of countries with reciprocal measures, earnings from communication satellites
and denials of deductions for residents of countries participating in international boycotts or
maintaining discriminatory tax regimes. WTO (1994a).
24See WTO (1994b).
25Ibid under Part I Horizontal Commitments.
26Farrell (2013) at Chapter 8.3.1.
27See WTO, Schedules of Commitments and Lists of Article II Exemptions, online: WTO http://
www.wto.org/english/tratop_e/serv_e/serv_commitments_e.htm.
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in the GATS rather than claims by individual Member countries. The three most
significant of these exclusions are outlined below.

First, the preferential tax treatment of parties from one country over another is
expressly authorized under the GATS provided it is the result of a tax treaty.28 The
most favoured nation obligation is limited by Article XIV(e) of the GATS. It
permits Members to adopt tax measures inconsistent with the most favoured nation
requirement if “the difference in treatment is the result of an agreement on the
avoidance of double taxation or provisions on the avoidance of double taxation in
any other international agreement or arrangement (“tax treaty”) by which a Member
is bound.”

Second, there is an exception from the national treatment obligation as it relates
to the tax treatment of services and service providers29 listed under the General
Exceptions to Article XIV of the GATS. Specifically Article XIV(d) provides that
any Member may adopt or enforce direct30 tax measures that are inconsistent with
national treatment, “provided that the difference in treatment is aimed at ensuring
the equitable or effective imposition or collection of direct taxes in respect of
services or service suppliers of other Member countries.” The meaning of the
expression “equitable or effective” is defined in a footnote31 that provides

28Subject to the requirement that such measures are not applied in a manner which would con-
stitute a means of arbitrary or unjustifiable discrimination between countries where like conditions
prevail, or a disguised restriction on trade in services.
29As discussed, the potential for discrimination in direct tax matters became a major issue in the
final days of negotiating the WTO Agreement in the Uruguay Round. The US strongly opposed
the inclusion of direct taxes in the national treatment requirements under the GATS. See Stahl
(1994).
30Direct taxes are defined in the GATS Article XXVIII(o) as “all taxes on total income, on total
capital or on elements of income or of capital, including taxes on gains from the alienation of
property, taxes on estates, inheritances and gifts, and taxes on the total amounts of wages or
salaries paid by enterprises, as well as taxes on capital appreciation.”
31Specifically, the footnote to the GATS Article (XIV) refers to the following activities: “Measures
that are aimed at ensuring the equitable or effective imposition or collection of direct taxes include
measures taken by a Member under its taxation system which:

• apply to non-resident service suppliers in recognition of the fact that the tax obligation of
non-residents is determined with respect to taxable items sourced or located in the Member’s
territory; or

• apply to non-residents in order to ensure the imposition or collection of taxes in the Member’s
territory; or

• apply to non-residents or residents in order to prevent the avoidance or evasion of taxes,
including compliance measures; or

• apply to consumers of services supplied in or from the territory of another Member in order to
ensure the imposition or collection of taxes on such consumers derived from sources in the
Member’s territory; or

• distinguish service suppliers subject to tax on worldwide taxable items from other service
suppliers, in recognition of the difference in the nature of the tax base between them; or

• determine, allocate or apportion income, profit, gain, loss, deduction or credit of resident
persons or branches, or between related persons or branches of the same person, in order to
safeguard the Member’s tax base.
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illustrations of taxes and tax policies that may be excluded from the national
treatment obligation. These include, for example, the right to impose withholding
tax, as well as to apply special provisions such as transfer pricing rules to prevent
tax avoidance. The footnote further specifies that tax terms or concepts listed in the
footnote describing the tax carve out from the national treatment obligation are to
be determined according to tax definitions and concepts or their equivalent under
the domestic law of the Member taking the measure.32

Note that the exception from the national treatment obligation for direct tax
measures described above is not absolute. Each Member State remains subject to
the overriding non-discrimination obligation in Article XIV of the GATS which
imposes the requirement that “such measures are not applied in a manner which
would constitute a means of arbitrary or unjustifiable discrimination between
countries where like conditions prevail, or a disguised restriction on trade in ser-
vices.” This non-discrimination obligation, which is basic to international trade law,
imposes an important albeit limited restriction on the discretion of a Member State
when imposing direct tax measures on the services or service providers of other
Member States in contravention of the GATS national treatment obligation.33

Third, the role of the GATS, including the non-discrimination obligations, is
severely limited with respect to tax measures if a bilateral tax treaty is in effect
between the Member countries.34 A Member may not invoke the national treatment
obligation under either the consultation or dispute resolution provisions in the
GATS with respect to a measure of another Member that falls within the scope of an
international agreement related to the avoidance of double taxation.35 The result of
this exclusion is unclear. The OECD has opined that the phrase ‘falls within the
scope’ of a tax treaty is inherently ambiguous, leaving some doubt as to whether a
tax treaty will apply to all measures relating to taxation,36 or whether some tax
measures may remain subject to the non-discrimination obligations in the GATS.

(Footnote 31 continued)

Tax terms or concepts in the GATS Article XIV(d) and in the footnote are determined
according to tax definitions and concepts, or equivalent or similar definitions and concepts, under
the domestic law of the Member taking the measure.”
32The GATS Article XIV(d).
33Note however, that no justification is required under Article XIV unless the national treatment
obligation is otherwise violated. To establish such a violation three conditions must be met; first
the non-resident service provider must be ‘like’ a national service provider, second, the difference
in treatment must be based on the national origin of the service or service provider and third the
treatment accorded to the non-resident must be less favourable than that accorded to a resident
national. See WTO (1 December, 1993).
34The GATS, Article XXII(3). This will serve to prevent debate about a Member government’s
right to exercise wide powers under its domestic law to both safeguard the tax base and to define
its scope.
35The GATS, Article XXII(3).
36See OECD (2014), Commentary to Article 25, para 44.1.
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The OECD provides the following additional guidance. “While it seems clear that a
country could not argue in good faith that a measure relating to a tax to which no
provision of a tax convention applied fell within the scope of that convention, it is
unclear whether the phrase covers all measures that relate to taxes that are covered
by all or only some provisions of the tax convention.”

If one accepts the widely held view that all matters of non-discrimination with
respect to direct tax measures fall within the scope of a tax treaty,37 it follows that any
disputes relating toanallegedviolationof thenational treatmentobligationwith respect
to a tax measure must be resolved using the mechanism provided in the applicable tax
treaty. This would clearly include any challenge with respect to direct taxes but could
also include any challenge with respect to an indirect tax measure if indirect tax
measures are addressed in the non-discrimination provisions in the tax treaty.38

If one is of the view that a direct tax measure may violate a GATS non-
discrimination obligation but falls outside the scope of a tax treaty, the issue of the
‘scope’ of the tax treaty must first be resolved before the GATS non-discrimination
obligation will apply. In case of disagreement between Members as to whether a
measure falls within the scope of such an agreement between them, the GATS pro-
vides that “it shall be open to eitherMember to bring this matter before the Council for
Trade in Services. The Council shall refer the matter to arbitration. The decision of the
arbitrator shall be final and binding on the Member.”39

In some tax treaties, the treaty partners have attempted to add some clarity about the
scope of their tax treaty. For example, in the case of theCanada-USTaxTreaty, a Third
protocol provides that “for the purposes of GATS, Canada and the US agree that a tax
measure will fall under the tax treaty if it relates to Article XXV (Non-Discrimination)
or, if it does not relate to non-discrimination, it fallswithin another tax treaty provision,
but only to the extent that the measure relates to a matter dealt with in that tax treaty
provision.”40 If there is a tax treaty between theMember States but it does not include a
non-discrimination clause the issue is less clear. One argument is that that GATS
limited non-discrimination obligations apply. The other argument is that the issue of
non-discrimination falls within the scope of a tax treaty and that no non-discrimination
obligation applies if none is included in the tax treaty.41

37The OECD and UN Model Tax Treaties both include a non-discrimination article. See 24(3). In
order to avoid doubt some tax treaties have clarified the role of the GATS.
38See for example Article XXV of the Canada-US Tax Treaty.
39A footnote to Article XXII(3) provides that if there is a disagreement about whether the matter
falls within the scope of a tax treaty and the tax treaty was in existence at the time the WTO
Agreement entered into force, one country cannot unilaterally challenge the issue of the tax treaty’s
scope under WTO procedures. Both parties to the existing tax treaty must consent if the WTO
dispute resolution procedure (rather than a tax treaty procedure) is to be engaged. However, if
future tax treaties are silent on the issue, either treaty partner may unilaterally apply to determine
whether a matter falls within the scope of a tax treaty before the WTO’s Council for Trade in
Services, which may then refer the matter to binding arbitration.
40Canada-US Tax Treaty, Article XXIX.
41See the discussion in Chap. 3 at Sect. 3.2.3.4.
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Whether or not a measure falls within the scope of a tax treaty can have
important consequences for a non-resident. If the matter falls within the scope of a
tax treaty the limited non-discrimination obligation under Article XIV of the GATS
for direct tax measures in respect of a non-resident service provider is effectively
eliminated. If the matter falls within the scope of a tax treaty, there is no
non-discrimination obligation that would prevent a Member State from applying a
tax measure that is arbitrary or a disguised restriction on the trade in services. The
non-resident must rely solely on the non-discrimination obligations in the appli-
cable tax treaty.

Tax treaties will play a central role in determining which non-discrimination
obligations apply to the tax treatment of a non-resident service provider. Tax
treaties will also play a central role in the determination of how taxing rights are
allocated between the source and resident state.42

2.2.2 The OECD and UN Model Tax Treaties: The Taxation
of Non-resident Service Providers and Tax Treaty
Non-discrimination Obligations

The OECD and UN Model Tax Treaties, and the more than 3000 bilateral tax
treaties based on these Models prevent double taxation, provide for the exchange of
information, and help to reduce fiscal evasion. The treaties operate by allocating the
right to tax income to the resident or source State, or in some cases, to both. Both
Model Tax Treaties provide for the taxation of several broad categories of income,
including income from business, real property, transportation, dividends, interest,
royalties, gains from alienation, income from employment, directors fees, payments
to artists and sportspersons, income from pensions and annuities, income from
government services, payments to students, other income and in the case of the UN
Model Tax Treaty, income from independent personal services.

Which tax treaty article applies is important in determining both host country tax
liability and the applicable non-discrimination obligation, if any.43 As there can be
considerable overlap among the tax treaty articles in the case of payments for
services, a question frequently posed is whether the payment for services represents

42As will be discussed below, the most favourable non-discrimination obligation under a tax treaty
for a non-resident arises in circumstances where the non-resident provides services to a tax treaty
partner through a permanent establishment, although even that obligation is very limited. See
discussion in Chap. 3 at Sect. 3.2.3.3.1.
43Some assistance in resolving the distinction between these Tax Treaty articles can be found in
the Commentary to the OECD Model Tax Treaty.
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business profits,44 royalties45 or other income.46 If the applicable tax treaty includes
an independent personal services article, that article would also be included in this
inquiry. The details of these tax treaty articles are discussed further in Part III.
Importantly, any applicable non-discrimination obligation found in a tax treaty is
determined by whether the non-resident meets the specific conditions outlined in
the non-discrimination article. This in turn will depend on which of the income
allocation rules in the tax treaty is applied by the source country to the non-resident
service provider.47

2.2.2.1 Taxation of Service Providers

Income earned from the provision of services by a non-resident under the OECD
and UN Model Tax Treaties is generally subject to the business profits article or in
some cases the independent and dependent personal services articles in the appli-
cable tax treaty. Payments for specific services, such as those provided by directors
or senior managers, government,48 artists and sportspersons49 or that affect students
or apprentices,50 may be subject to separate tax treaty provisions. The details of
these tax treaty articles are not important to this part of the study and are not
included in the discussion that follows.

In general, payments made for services performed by a resident of one
Contracting State on behalf of a resident of the other Contracting State are not
taxable in the other State unless the service provider has or had a fixed base (or
permanent establishment) in the other State. If so, payments are taxable only to the

44“Business profits,” a term undefined in the OECD Model Tax Treaty and most tax treaties, are
not taxable in the host country unless the enterprise carries on business in that country through a
permanent establishment. The OECD Model Tax Treaty provides that business profits do not
include income dealt with separately in other treaty articles. Thus business profits would generally
include amounts not specifically covered in the personal service income articles.
45In the past, a blurring has occurred between business profits, royalty income and income from
personal services. The problem has been distinguishing a payment in respect of management or
technical service fees, which may be exempt as business profit under the OECD Model Tax Treaty
Article 7, or the OECD Model Tax Treaty Article 14 (Independent Personal Services), from a
royalty for the transfer of know how, which is potentially subject to a withholding tax under the
royalty provisions.
46OECD Model Tax Treaty, Article 21.
47See discussion in Chap. 6 at Sect. 6.2.
48See e.g. Article 19 of the Convention between the Government of Canada and the Government of
the United Mexican States for the Avoidance of Double Taxation and the Prevention of Fiscal
Evasion with respect to Taxes on Income, 12 September 2001 (entered into force 12 April 2007)
[Mexico–Canada Tax Treaty].
49Ibid, Article 17.
50Ibid, Article 20.
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extent that the services are performed in the other State and profits are attributable
to that fixed base (or permanent establishment).51 Even if payments are exempt
from host country taxation under a tax treaty they may remain subject to interim or
other taxes under the domestic law of that country, particularly if payment for the
services is sourced there.

Both the OECD and UN Model Tax Treaties include a business profits article.
Only the UN Model Tax Treaty continues to include an independent personal
services article. This minor difference between the OECD and UN Model Tax
Treaties is important for service providers. Business profits that are attributable to a
permanent establishment benefit from a non-discrimination obligation under both
Model Tax Treaties. There is no tax treaty non-discrimination obligation if the
independent personal services article in a tax treaty applies.

Business Profits

Whether payments for the provision of services will be considered income from
business will depend on the specific tax treaty. The answer may vary widely, and
for good reason. The OECD Model Tax Treaty has undergone significant changes
over the past two decades that have affected how income from services may be
taxed. For example, Article 14, which formerly governed the taxation of inde-
pendent personal services under the OECD Model Tax Treaty, was removed from
the Model Tax Treaty in 2000. Provision for these services was subsumed under the
business profits article, Article 7.52 Some countries followed the OECD lead and
eliminated the independent services article from their tax treaties. However, many
older tax treaties retain the independent personal services article, as do tax treaties
based on the UN Model Tax Treaty. The independent personal services article is
still commonly found in the OECD and UN based tax treaties and is the basis for
taxing payments for services that in other tax treaties would otherwise fall under the
business profits article.

51Ibid.
52Article 14 (Independent Personal Services) was deleted from the OECD Model Tax Treaty on
April 29, 2000, on the basis of the report OECD, Issues Related to Article 14 of the OECD Model
Tax Convention, Issues in International Taxation, No 7 (2000) which was adopted by the
Committee on Fiscal Affairs on January 27, 2000. According to the OECD Commentary at that
time there were no intended differences between the concepts of permanent establishment, as used
in Article 7, and fixed base, as used in Article 14, or between how profits were computed and tax
was calculated according to which of Article 7 or 14 applied. It was also thought it was unclear
which activities fell within Article 14 as opposed to Article 7. The result of the deletion of Article
14 is that income derived from professional services on other activities of an independent character
is now governed by Article 7 as business profits under the OECD Model Tax Treaty.
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Permanent Establishments

The importance of determining whether a permanent establishment exists in the
host country is first that it establishes the host country’s right to tax the income
sourced in the host country based on the treaty provisions and second it engages the
tax treaty non-discrimination obligation for any income attributable to the perma-
nent establishment. Assuming the domestic tax law of the host country imposes tax
on income from business activities in the host country, the right of the host country
to tax business profits sourced within its borders depends on whether the individual
or entity has a permanent establishment in the host country. The existence of a
permanent establishment in the host country also engages one of the
non-discrimination obligations in Article 24 of both Model Tax Treaties.

Both the OECD and UN Model Tax Treaties include specific provisions that are
intended to clarify what is considered to be a permanent establishment for purposes
of the Treaty. In summary, and beginning with Article 5(1) of the OECD Model
Tax Treaty, a permanent establishment “means a fixed place of business through
which the business of the enterprise is carried on”53 (‘the general rule’). The OECD
Model Tax Treaty then provides an illustrative list in Article 5(2) of specific kinds
of operations that prima facie come within this general rule, followed by specific
deeming rules in Articles 3 through 7 to include or exclude certain activities within
the meaning of permanent establishment. It ends with a general statement clarifying
that the existence of a subsidiary corporation does not of itself create a permanent
establishment for the parent corporation.

The term ‘permanent establishment’ includes especially a place of management,
a branch, an office, a factory, a workshop, and a mine, an oil or gas well, a quarry,
or any other place of extraction of natural resources. The illustrative list provides an
indication that a permanent establishment may exist; it does not provide that one
necessarily does exist. The OECD Commentary is clear that the condition in the
general rule in Article 5(1) that there must be a fixed base through which the
business is carried on must also be met before a permanent establishment exists.54

This proviso does not extend to “a building site or construction or installation
project which also constitutes a permanent establishment under Article 5(3) if it
lasts for more than twelve months.”

The OECD Model also includes deeming rules that either exclude certain
activities that would otherwise fall within the general meaning of permanent
establishment or include activities that would otherwise fall outside it. For example,

53According to the OECD Commentaries, a general principle to be observed in determining
whether a permanent establishment exists is that the place of business must be “fixed” in the sense
that a particular building or physical location is used by the enterprise for the conduct of its
business, and that it must be foreseeable that the enterprise’s use of this building or other physical
location will be more than temporary; OECD (2014), Commentary on Article 5 at paras 4–8.
54Ibid at Article 5(2), para 12.
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activities that are considered to be largely of a preliminary nature such as collecting
information, storage, advertising or displaying goods are excluded from the per-
manent establishment rule. In contrast the activities of dependent agents who
habitually conclude contracts on behalf of that enterprise may result in a deemed
permanent establishment under the Treaty.55

The UN Model Tax Treaty further expands the permanent establishment concept
to include broader host country taxation rights. Specifically, the UN Model Tax
Treaty provides for a six-month test to determine a whether a building or con-
struction site constitutes a permanent establishment as compared with the OECD
Model Tax Treaty’s twelve-month test and the UN Model Tax Treaty expressly
includes supervisory activities. Other provisions56 provide for a permanent estab-
lishment based on the activities of an independent agent57 or the furnishing of
services, including consultancy services, through employees or other personnel
engaged by the enterprise, if the activities continue (for the same or a connected
project) within a Contracting for more than six months in any twelve-month
period.58

In many cases the answer to the question “is there a permanent establishment” is
obvious. For example, based on the general rule and the illustrative list in Article 5,
it is clear under both Model Tax Treaties that if an enterprise is operating a mine, an
oil or gas well, a quarry or any other place of extraction of natural resources it will
have a permanent establishment in the host country. The non-resident enterprise has
a fixed place of business through which the business is carried on and will be
taxable with respect to any profits attributable to that permanent establishment.

It is more difficult to determine if a permanent establishment exists where the
provision of services is concerned.

A non-resident service provider will have a permanent establishment in the host
country if the non-resident meets the general rule in Article 5(1). The general rule is
met if the non-resident service provider carries on business in the host country
though a fixed place of business. There are no time tests associated with this

55A third deeming rule in Article 5 provides that “an enterprise shall not be deemed to have a
permanent establishment in a Contracting State merely because it carries on business in that State
through a broker, general commission agent or any other agent of an independent status, provided
that such persons are acting in the ordinary course of their business.”
56United Nations (2013), Article 5(7).
57Other differences under the UN Model Tax Treaty that may affect whether a permanent estab-
lishment is found include the omission of the word delivery from Article 5 paragraph 4 with the
result that delivery activities are not treated as ancillary and the expansion of the deeming rule with
respect to when dependent agents will create a permanent establishment—to include cases where a
dependent agent regularly maintains a stock and makes deliveries from it.
58United Nations (2013), Article 5(3)(b). A deemed service permanent establishment will exist in
these circumstances even if an enterprise has no fixed place of business in the taxing state as
required under Article 5(1). See the Revision of the Manual for the Negotiation of Bilateral Tax
Treaties, UN Committee of Experts on International Cooperation in Tax Matters, 7th Sess, UN
Doc E/C.18/2011/CRP.2/Add.1 (Geneva: 24–28 October, 2011) at 12.
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provision.59 It is simply a question of fact that will be determined under the
domestic law of the host country. The issue of when a fixed place of business exists
for a non-resident service provider is no doubt one that will remain subject to
considerable uncertainty.

Both the OECD and UN Model Tax Treaties (or Commentaries) also offer
optional provisions for the taxation of services that may be included under the
permanent establishment article in the respective Model Tax Treaties.

The optional provision under the OECD Model Tax Treaty was added in 2008
and can be found in the OECD Commentaries. It includes two deeming rules for
enterprises of a Contracting State that perform services in the other Contracting
State. The first rule applies if services are provided through an individual who is
present in the other State during a period or periods exceeding in the aggregate
183 days in any twelve month period, and more than 50 percent of the gross revenue
attributable to active business activities of the enterprise during this period or periods
are derived from the services performed in that other State through that individual.
The second rule applies if during a period or periods exceeding in the aggregate
183 days in any twelve month period, services are performed for the same project or
for connected projects through one or more individuals who are performing such
services in that other State or are present in that other State for the purpose of
performing such services. In either case the activities carried on in the other State in
performing these services are deemed to be carried on through a permanent estab-
lishment of that enterprise in the other Contracting State, unless these services are of
a preparatory or ancillary nature.60 The suggested wording in the Commentary is
clear that these rules apply notwithstanding the requirements in Article 5(1).

The UN Model Tax Treaty suggested provision for services was added to Article
5 in the 2011 update to the Treaty for the benefit of those Contracting States that
preferred to eliminate the independent personal services article. It varies from the
OECD provision to reflect the fact that the UN Model Tax Treaty version of Article
14 explicitly applies to individuals. The UN version eliminates the language in the
OECD Commentaries that requires that the services provided under the 183 day
time test be for the same or connected project. The underlying logic for eliminating
the “connected” requirement is that no similar limitation was imposed in Article 14.

59This has been the subject of discussion by the OECD and the following revisions were released
in the Draft Commentary in October 2011: “Whilst the practices followed by Member countries
have not been consistent in so far as time requirements are concerned, experience has shown that
permanent establishments normally have not been considered to exist in situations where a
business had been carried on in a country through a place of business that was maintained for less
than six months (conversely, practice shows that there were many cases where a permanent
establishment has been considered to exist where the place of business was maintained for a period
longer than six months).” It would appear therefore, that even if the provision exceeds six months
that will not necessarily lead to a permanent establishment if the tax treaty does not include a time
test.
60These activities are limited to those mentioned in Article 5(4) of the OECD Model Tax Treaty
which, if performed through a fixed place of business, would not make this fixed place of business
a permanent establishment under the provisions of that paragraph.
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The concern was that if the “connected” language was included in the proposed
services permanent establishment provision in Article 5 it would serve to limit the
source country taxation rights otherwise applied to income subject to the inde-
pendent personal services article.

Independent Personal Services

Article 14 of the UN Model Tax Treaty provides that income from professional and
other independent services performed by a resident of one country in the other
country may be taxed in the other country if the resident has a “fixed base” in the
other country or if the resident’s “stay in the other Contracting State is for a period
or periods amounting to or exceeding in the aggregate 183 days in any
twelve-month period commencing or ending in the fiscal year concerned.” As
discussed above, Article 14 of the OECD Model Tax Treaty was deleted in 2000
but before its deletion it applied to income from services if the services were
provided through a fixed base in the host country. Variations of Article 14 of the
OECD Model Tax Treaty exist in many of the tax treaties entered into before the
article was deleted. Some tax treaties also include a time test similar to the 183-day
test found in the UN Model Tax Treaty.

Income from services under former Article 24 of the OECD Model Tax Treaty
and under the current version of Article 14 of the UN Model Tax Treaty is broadly
defined as income from professional services or other services of an independent
nature.61 A number of interpretative issues plagued the provision. Among these
were questions about what services were included under Article 14 and not Article
7, the business profits article. There were also questions about whether Article 14
applied only to individuals and not to other legal entities and about how host
country taxation should be levied under Article 14. The answers to these questions
could be important.

For example, in contrast to the business profits article in Article 7, Article 14
refers to income from independent personal services, not profit, and does not
include rules for how income is to be computed.62 This may prove significant in the
tax treatment of the non-resident. Unlike the tax treatment of business profits, which
is subject to a tax treaty non-discrimination obligation if the services are attributable
to a permanent establishment in the host country, there is no equivalent
non-discrimination obligation that applies if the independent personal services

61In Article 14 of the OECD Model Tax Treaty, the term “professional services” included espe-
cially independent scientific, literary, artistic, educational or teaching activities as well as the
independent activities of physicians, lawyers, engineers, architects, dentists and accountants.
62The OECD (2008) [2008 OECD Commentary] on Article 14 at para 10 indicates that reference
may be made to the computational rules in Article 7.
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article applies and the services are provided through a fixed base.63 Any method of
net or gross based taxation could be applied to the income generated by a
non-resident. This issue is discussed further below.

2.2.2.2 Non-discrimination Obligations

The previous sections addressed the general provisions under which a tax treaty
partner is allocated the right to tax income from the provision of services earned by
a non-resident in a treaty partner’s country under the OECD and UN Model Tax
Treaties. The following section describes the tax treaty non-discrimination obli-
gations in respect of a non-resident with a focus on the OECD Model Tax Treaty.

Overview

The non-discrimination obligations in both the OECD and UN Model Tax Treaties
take the form of prohibitions designed to prevent source countries from discrimi-
nating against ‘foreigners’ with sufficient nexus to the source country.64 The goal of
these provisions is to ensure no less favourable tax treatment for “similarly situated”
persons and businesses. Specifically, the principle of non-discrimination as
expressed in Article 24 of the OECD Model Tax Treaty prohibits differences in tax
treatment in four major areas as follows.

A state shall not:65

• Subject non-nationals to “other or more burdensome taxation” than nationals
who are “in the same circumstances” [Article 24(1)].

• Levy tax on a permanent establishment of a foreign enterprise “less favourably”
than a domestic enterprise of carrying on the same activities [Article 24(3)].

• Prevent the deduction of interest, rents, royalties or other disbursements paid to
a treaty partner if “paid under the same circumstances” and a deduction is
available if paid to a resident [Article 24(4)].

• Subject “foreign-owned enterprises” to taxation that is “other or more burden-
some” than the taxation and connected requirements applicable to “similar”
domestic enterprises [Article 24(5)].

63If the non-resident service provider is subject to tax under the business profits article, the
applicable non-discrimination article provides that the source State cannot levy tax less favourably
than that levied on a domestic enterprise carrying on the same activities. See Article 24(4) of the
OECD Model Tax Treaty.
64Depending on the context, the non-discrimination principles found in trade agreements may
apply to determine if the host country is guilty of discrimination in the area of taxation.
65The obligation applies to taxes of every kind and description (that is, to all direct and indirect
taxes) levied by, or on behalf of, the State, its political subdivisions or local authorities. OECD
Model Tax Treaty Article 24(6).
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These prohibitions are negotiated on a bilateral basis, thus negating any obli-
gation with respect to most-favoured nation treatment.66 The OECD Commentary is
also clear that unless the specific listed criteria are met, the non-discrimination
clause does not become operative. If unequal or arbitrary treatment results from
matters not mentioned in Article 24, there is no tax treaty non-discrimination
obligation. The narrow scope of the non-discrimination article in the tax treaty
results in a wide range of permitted differences in the tax treatment between foreign
and domestic-source income and foreign (non-resident) and domestic (resident)
taxpayers.67 The discussion begins with the non-discrimination obligations cur-
rently included in the OECD Model Tax Treaty.

Non-discrimination and the Taxation of Tax Resident but Foreign-Owned
Corporations

Foreign-owned resident corporations, including those providing services, poten-
tially benefit from three non-discrimination provisions:

• Article 24(1) with respect to nationality,68

• Article 24(5) with respect to foreign ownership, and
• Article 24(4) with respect to the deductibility of expenses paid to non-residents.

The practical effect of this provision is that the source state must provide a form
of equal or national treatment to resident nationals including corporations but may
provide tax concessions or preferences that are not available to its own nationals.
Article 24(1) prohibits discrimination based on nationality. It is framed in the
negative. Nationals of a Contracting State may not be subjected in the other
Contracting State to “any taxation or any connected requirements that are other or
more burdensome” than those to which nationals of the other Contracting State in
the same circumstances are subjected.

Article 24(5) addresses non-discrimination in the context of foreign ownership of
resident corporations and obligates the source state not to subject such corporations
to “other or more burdensome taxation requirements” than domestically owned
corporations. This obligation to provide equal treatment is subject to a number of
important limitations. For example, as discussed further below, differences in
treatment in related party transactions are permitted to prevent foreign-owned or

66The 2014 OECD Commentary confirms that Article 24 cannot be interpreted to require most
favoured nation and should not be unduly extended to encompass indirect discrimination, e.g.
discrimination that occurs where a provision of law indirectly favours residents over non-residents.
OECD (2014), Commentary on Article 24 at para 2.
67The 2014 OECD Commentary clarifies that discrimination can only arise when all factors are
equal and the different treatment is solely based on the difference that is prohibited by the relevant
provision. OECD (2014), Commentary on Article 24 at para 1.
68See the definition of ‘national’ in the OECD Model Tax Treaty Article 3(1)(g), which includes a
corporation.

2.2 Non-discrimination and Trade Agreements: The World Stage 37



controlled corporations from narrowing their tax base (i.e. thin capitalization
rules).69 The requirement of equality at source under the OECD Model Tax Treaty
is also restricted to the activities of the corporation itself. As a result, it does not
apply to issues relating to a group to which the enterprise belongs. For example, it
does not extend to rules that allow consolidation, the transfer of losses or the
tax-free transfer of property between companies under common ownership. It also
does not extend to corporate distributions. This means that distributions to resident
and non-resident investors may and generally are treated differently in particular
respect to withholding taxes and imputation systems.

Article 24(4) prohibits the source State from discriminating against non-residents
by restricting the deductibility of payments made to them. This non-discrimination
obligation ensures that a foreign-owned resident corporation, for example, may
deduct amounts paid to its parent corporation head office if a deduction would be
available if paid to a resident in the source country. This obligation is also subject to
a number of limitations that are set out in other tax treaty provisions, specifically the
arm’s length rule in Article 9(1) and the provisions in Articles 11(6) and 12(4) with
respect to the deduction of interest and royalty payments where there is a special
relationship between the parties.

Non-discrimination and the Taxation of Permanent Establishments

Services may also be provided through a permanent establishment in the host
country. The non-discrimination obligation with respect to permanent establish-
ments in the OECD Model Tax Treaty requires that the source state not “levy tax
less favourably” than that levied on a domestic enterprise carrying on the same
activities. This obligation does not extend to personal allowances and benefits based
on civil status or family responsibilities. The OECD Commentaries also make clear
that this principle of equal treatment applies only to the taxation of the permanent
establishment’s own activities and is restricted to a comparison between the rules
governing the taxation of the permanent establishment’s own activities and those
applicable to similar business activities carried on by an independent resident
enterprise. This means that the requirement of equal treatment does not extend to
rules that take into account of the relationship between an enterprise and other
enterprises, for example rules that allow consolidation, transfer of losses or tax-free
transfers of property between companies under common ownership. Transfer
pricing restrictions may also be applied between a permanent establishment and its
head office notwithstanding that such provisions are not applicable in a domestic
context.70 The obligation not to levy tax less favourably also does not extend to the

69See the OECD Model Tax Treaty Articles 7(2) and 24(4).
70See OECD (2014), Article 7(2). This provision forms part of the context in which Article 24(3)
must be read. OECD (2014), Commentary on Article 24 at para 42.
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distribution of profits by a resident enterprise to a permanent establishment.71 It
clearly has no application if there is no permanent establishment. This
non-discrimination obligation does prevent a Contracting State from subjecting the
income of the permanent establishment to different tax treatment than a resident.
The OECD Commentary is clear that a difference in treatment for practical reasons
is not of itself discriminatory provided it does not result in more burdensome
taxation.72

Non-discrimination and the Taxation of Non-residents (Including
Foreign-Owned Enterprises)

The non-discrimination rules in Article 24 of the OECD Model Tax Treaty do not
forbid all forms of source-based discrimination.73 Much latitude is permitted based
on perceived differences. For example, there is no general non-discrimination
obligation that applies to non-residents, including non-resident service providers.
However, like corporations, individual service providers potentially benefit directly
from the non-discrimination obligations included in Article 24(1) with respect to
nationality and indirectly through the non-discrimination obligation in Article 24(4)
with respect to the deductibility of expenses paid to a non-resident.

To determine whether a tax measure in the source State is discriminatory for
purposes of Article 24(1) the applicable non-discrimination principle is based on
comparability. The ‘national’ of the other state must be “in the same circumstances
as the national of the source State, in particular with respect to residence.”74

71The tax treatment of profits distributed to a permanent establishment has been a matter of recent
controversy, particularly when shares form part of the holdings of the permanent establishment and
are effectively connected with its activity. Member States disagree about whether the special rules
that exist for the taxation of dividends distributed between companies should be extended to
permanent establishments in these circumstances. See OECD (2014), Commentary on Article 24 at
para 50.
72OECD (2014), Commentary on Article 24 at para 34; United Nations (2013) at para 2, which
quotes para 34 of the OECD Model Tax Convention.
73Under the various provisions of the article, discrimination can only arise when all factors are
equal and the different treatment is solely based on the difference that is prohibited by the relevant
provision. Commentary to the article also clarifies that what is expressly mandated or authorized
by other provisions of the Treaty cannot constitute a violation of the provisions of Article 24.
74This means differences in withholding taxes on dividend and interest income, for example, paid
to a non-resident as compared to a resident are not considered discriminatory under the OECD or
UN Model Tax Treaties. Non-resident investors are protected from discriminatory tax treatment
only in so far as a maximum is set on withholding tax under other provisions in the OECD Model
Tax Treaty. This more limited non-discrimination obligation is generally justified on the basis that
withholding at source is necessary to ensure revenue collection. Withholding is also based on
gross, not net, income. No attempt is made to rationalize gross taxation with the effective tax rates
imposed on residents, a reality that is often loosely justified based on the practical difficulties of
finding an accurate comparison. This issue is discussed further in Chap. 7 at Sect. 7.2.
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Non-resident service providers are not viewed as being in the same circum-
stances as resident service providers. They cannot claim the protection of Article 24
(1). Unlike enterprises with a permanent establishment in the source State they are
not directly protected from discriminatory tax treatment. The only
non-discrimination obligation provided under the OECD and UN Model Tax
Treaties with respect to this group of non-residents operates indirectly through
Article 24(4). The source State may not prohibit a deduction to its taxpayers for
disbursements paid to a service provider of a treaty partner if a deduction is per-
mitted when paid under the “same circumstances” to a resident.75 Notwithstanding,
a source State may impose more or different compliance requirements before per-
mitting the deduction of payments made to non-residents.76

The application of the above noted tax treaty non-discrimination obligations to
the four Modes of supplying services under the GATS can be seen in Table 2.1.

2.3 Non-discrimination and Non-resident Service
Providers—The Bottom Line

According to the preamble to the GATS the vision of the Members was “to
establish a multilateral framework of principles and rules for trade in services with a
view to the expansion of such trade under conditions of transparency and pro-
gressive liberalization and as a means of promoting the economic growth of all
trading partners and the development of developing countries.” In some respects the
vision was achieved. The goals of national treatment, most favoured nation treat-
ment and transparency remain the cornerstone principles of the GATS. However,
these goals do not extend to tax measures which were largely excepted from the
non-discrimination obligations in the agreement.

Thus although the national treatment obligation must be accorded to the service
providers of other Member States in all sectors in which commitments were made,
there is an exception for tax measures aimed at ensuring the equitable or efficient
imposition or collection of direct taxes. There is also an exception from the
requirement to provide most favoured nation treatment to the service providers of
other Member States if the difference in tax treatment is the result of an agreement

75OECD (2014), Article 24 and Commentary on Article 24 at para 75. “[Article 24(4)] does not
prohibit additional information requirements from being imposed with respect to payments made
to non-residents, since such requirements are only intended to ensure similar levels of compliance
between payments to residents and payments to non-residents.”
76Ibid.
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Table 2.1 Summary of modes of supply in the GATS and OECD non-discrimination obligations

GATS mode (1–4) OECD non-discrimination
obligation (Article 24)

Tax measure affected

Mode 1—cross-border
trade: from the territory of
one member into the territory
of any other member;
E.g. a user in country A
receives services from
Country B via internet

Indirect … for the purpose of
determining the taxable
profits of such enterprise,
amounts must be deductible
under the same conditions as
if they had been paid to a
resident of the first-mentioned
state [Article 24(4)]

Requires resident state to
permit deduction of payment
for services under same
conditions as if paid to a
resident

Mode 2—consumption
abroad: in the territory of one
member to the service
consumer of any other
member;
E.g. a user in Country A
travels to Country B to
receive services in country

Indirect … for the purpose of
determining the taxable
profits of such enterprise,
amounts must be deductible
under the same conditions as
if they had been paid to a
resident of the first-mentioned
state [Article 25(4)]

Requires resident state to
permit deduction of payment
for services under same
conditions as if paid to a
resident

Mode 3—commercial
presence: by a service
supplier of one member,
through commercial presence,
in the territory of any other
member

Direct … the taxation on a
permanent establishment of
an enterprise of a contracting
state in the other contracting
state shall not be less
favourably levied in that other
state than the taxation levied
on enterprises of that other
state carrying on the same
activities

Tax shall not be levied less
favourably. Does not oblige a
contracting state to grant to
residents of the other
contracting state any personal
allowances, reliefs and
reductions for taxation
purposes on account of civil
status or family
responsibilities which it
grants to its own residents

Mode 4—presence of
natural persons: by a service
supplier of one member,
through the presence of
natural persons of a member
in the territory of any other
member

Direct if service provider is
a tax resident … nationals of
a contracting state shall not be
subjected in the other
contracting state to any
taxation or any requirement
connected therewith, which is
other or more burdensome
than the taxation and
connected requirements to
which nationals of that other
state in the same
circumstances, in particular
with respect to residence, are
or may be subjected

There is no OECD
non-discrimination obligation
in respect of a non-resident
service supplier without a
permanent establishment in
the source country
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on the avoidance of double taxation.77 Further, no challenge to the national treat-
ment obligation in respect of a direct tax measure is permitted under the consul-
tation provisions in the GATS or under the GATS dispute resolution procedures if
the matter falls within the scope of a tax treaty. A similar restriction may apply to
indirect tax measures depending on the specific wording of the applicable tax treaty
between the Member States. The result is that the non-discrimination obligations
that apply generally to a non-resident service provider under the GATS are very
different from those that apply to taxation measures if there is a tax treaty between
the Member States.

2.3.1 Tax and Trade Agreements: Non-discrimination
Obligations Compared

Table 2.2 provides a snapshot of the non-discrimination obligations owed to a
non-resident service provider under the GATS and under the OECD and UN Model
Tax Treaties in respect of direct taxes. In the case of the GATS the chart includes
both the general non-discrimination obligations (national treatment78 and most
favoured nation treatment) and the more limited non-discrimination obligations in
respect of tax measures. Indirect tax measures are also subject to the GATS
non-discrimination obligations.

The GATS generally excludes the national treatment obligation for measures
directed at ensuring the effective imposition and collection of direct tax in respect of
services or service suppliers in other Member States were excluded from the
national treatment obligation.79 The GATS revised non-discrimination obligation as
it applies to measures in Article XIV(d) is that the measure must not constitute
“arbitrary or unjustifiable discrimination between countries where like conditions

77The language in Article XIV(e) is ambiguous about whether all matters that are included in an
agreement for the avoidance of double taxation are exempted from the most favoured nation
obligation under the GATS. For example while it is obvious that differences in withholding tax
rates would fall within the exception, do differences in the imposition of indirect taxes fall within
the exception if indirect taxes are included in a tax treaty? It would appear the answer to that
question is yes based on the wording of the provision.
78This assumes that resident and non-resident service providers are “like service providers” for
purposes of the GATS. See Cossy (2006).
79The GATS, Article XIV(d). But for this carve-out, the national treatment obligation under the
GATS otherwise requires that in the sectors listed in a Member’s schedule of commitments “like”
service providers of other Members are to be treated no less favourably than domestic ones. This
treatment could be formally identical or formally different, but it would be considered less
favourable if it modified the conditions of competition in favour of services or service suppliers of
the Member compared to like services or service suppliers of any other Member. This standard was
one that many Member States hoped would apply to direct tax measures under the GATS.
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prevail, or a disguised restriction on trade in services.” However, even this obli-
gation is effectively negated if the measure falls within the scope of a tax treaty
between the GATS Member States.80

Indirect taxes remain subject to the GATS national treatment obligation but
access to the GATS consultation and dispute resolution process may be limited if
the tax treaty non-discrimination provisions include indirect taxes.81 Article 24(6)
of the OECD Model Tax Treaty for example, includes “taxes of every kind and
description.” If the applicable tax treaty includes similar language or specific lan-
guage related to indirect taxes, an indirect tax measure would fall within the scope
of the tax treaty and the Member State would be subject to the restriction in the
GATS Article XXII(3).

Table 2.2 Non-discrimination obligations under the GATS and OECD and UN model tax treaties
and their application a non-resident service provider

Measure under review GATS OECD/UN model tax treaty

No commercial presence No permanent establishment

General trade measures NT/MFN None

– Tax measures (NT) NT-unless the measure is to
ensure the equitable of effective
imposition or collection of
DIRECT taxes of services or
service suppliers of other
member states. BUT the
measure must not be arbitrary or
unjustified … or a disguised
restriction on trade in services

Measure may be arbitrary,
unjustified … or a disguised
restriction of trade if the matter
falls within the scope of a tax
treaty

– Tax measure (MFN) No MFN obligation if difference
in tax treatment is the result of a
tax treaty BUT measure must
not be arbitrary or unjustified …
or a disguised restriction on
trade in services

None

Commercial presence Permanent establishment

General trade measures NT/MFN None

– Tax measures (NT) NT—(see above) The source state may not “levy
tax less favourably” than that
levied on a domestic enterprise
carrying on the sae activities

– Tax measures (MFN) (see above) None

80Tax treaties have primacy over the GATS national treatment obligation in resolving disputes
involving the taxation of services and service suppliers.
81See OECD and UN Model Tax Treaties, Article 24(6).
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There is no most favoured national obligation under the OECD and UN Model
Tax Treaties for tax measures. The GATS requires that any differences in treatment
among Member States that violate the most favoured nation obligation must be the
result of a tax treaty.82

2.3.1.1 The Interaction of the GATS and Tax Treaties

It is clear from the discussion thus far that the non-discrimination obligations in the
OECD and UN Model Tax Treaties are significantly more limited in scope than
those under the GATS and provide little or no protection to a non-resident service
provider who does not take up tax residence or have a permanent establishment in
the country where the income or profit is earned. This is of no surprise. It is widely
accepted that for tax purposes, and in particular tax treaty purposes, that
non-residents may be treated differently than tax residents. The question is how
differently and on what basis.

Let us take withholding tax as an example. The imposition of withholding tax on
a non-resident service provider is typically justified as a way to protect the source
country’s revenue base. Withholding tax ensures that the non-resident earning
income in the source country cannot avoid paying applicable taxes. The use of
withholding tax is further rationalized on the basis that amounts withheld are either
fully credited against income taxes due or refunded. In principle, this ensures
withholding taxes are non-distortionary. But is this true?

The argument that withholding taxes are non-distortionary ignores the compli-
ance costs associated with the imposition of withholding taxes. It also ignores the
reality that withholding taxes often apply to gross rather than net income and may
add a significant tax cost to doing business. The end result is that a tax measure,
including a withholding tax, may affect the conditions of competition and may
effectively serve as a barrier to trade.83 It was this potential for the negative impact
that tax measures could have on trade in services that was recognized in the
negotiations under the GATS and has since been acknowledged in negotiating other
trade agreements.84

Although measures aimed at ensuring the equitable or effective imposition or
collection of direct tax were excepted from the national treatment obligation in the
GATS, a minimum non-discrimination obligation remained-that is the measure

82The GATS, Article XIV(e).
83This issue is discussed further in Chap. 7 at Sect. 7.2.
84“In the context of the negotiation of the GATS, the European Energy Charter and of a draft
multilateral investment on agreement, the Committee on Fiscal Affairs has done considerable work
on the issue of the application of such agreements to taxation. This work has revealed that whilst
there are good reasons for preventing, or at least limiting, the application of such agreements to tax
measures, there is a concern that taxation may be used as a form of disguised discrimination and
that the non-discrimination article of tax treaties, in its present form, is not considered by trade or
investment experts as an appropriate way to address this concern.” From OECD (2005).
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could not constitute “arbitrary or unjustifiable discrimination between countries
where like conditions prevail, or a disguised restriction on trade in services.” This
non-discrimination obligation may potentially serve a very important role.

A preliminary consideration of the GATS exception for direct taxes against a list
of common tax measures reveals that at least five broad categories of tax measures
could violate the GATS national obligation if applied by a host country to the
income earned by a non-resident.

First, the domestic legislation of the host country may fall under the exception in
Article XIV of the GATS because the measure is arguably aimed at the effective
imposition of direct taxes in respect of income from services or of service suppliers
of another Member States. Nonetheless the measure may operate as a disguised
restriction on trade in services. For example, the host country may impose an
excessive and arbitrary gross withholding tax.

Second, the domestic legislation in the host country may meet the exception in
Article XIV of the GATS but be administered in a manner that is a disguised
restriction on trade. For example, the requirements of the host country to obtain an
exemption from or a refund of withholding tax on income that is exempt under the
tax treaty may be arbitrary or unduly onerous.

Third, the measure may fall outside the permitted list of exceptions in
Article XIV of the GATS and may not be listed as a qualification in the Member’s
schedule of commitments. For example, the host country could provide an addi-
tional tax credit to a tax resident that purchases services from a resident service
provider but not from a non-resident service provider.

Fourth, the tax measure may be disguised in the form of a penalty, fee or charge.
For example, there may be additional fees associated with non-resident filings or
claims for refunds.

Finally, the measure may be in respect of indirect taxes. For example, the host
country may impose different and discriminatory indirect taxes such as sales taxes,
excise taxes, value added taxes-and tariffs or other similar charges on the services
provided by a non-resident service provider.

Each of these measures is potentially subject to scrutiny under the GATS
minimum non-discrimination obligation. If the measure violates the national
treatment obligation, the measure is subject to the additional requirement that it
must not be arbitrary or unjustifiable discrimination between countries where like
conditions prevail or a disguised restriction on trade in services.

Each of these measures may also fall within the scope of a tax treaty. A tax treaty
between two Member States may operate to prevent a challenge under the GATS
that the national treatment obligation has been violated and will negate the GATS
requirement that any differences based on the effective enforcement and collection
of direct taxes must not be arbitrary or a disguised restriction on trade.85 The

85At present, there are also few limitations on a country’s tax practices. Customary international
law provides virtually no protection against tax discrimination and constitutional or national
limitations on tax discrimination against non-residents are rare. The primary restraint against
egregious tax practices is international goodwill or limitations imposed in integrated agreements.
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non-discrimination articles in the OECD and UN Model Tax Treaties and the tax
treaties that are based on them do not provide protection against differences in tax
treatment to a non-resident service provider in any of these circumstances.

The interaction of the GATS with tax treaties may also result in the application
of different non-discrimination obligations by a member State to the non-resident
service providers of other Member State. This is illustrated in the summary below.

If there is no tax treaty between the Member States, the GATS
non-discrimination obligations and applicable exclusions apply. A measure that
violates the national treatment obligation and is directed at ensuring the equitable or
efficient collection of taxes cannot be arbitrary or a disguised restriction on trade in
service.

If there is a tax treaty between the Member States that is based on the OECD or
UN Model, the non-discrimination obligations in the tax treaty will prevail if the
matter falls within the scope of the tax treaty and a non-resident service provider
can anticipate that no non-discrimination obligation will apply.

The outcome is less clear if there is a tax treaty between the Member States, the
measure prima facie violates the national treatment obligation and the exception but
the tax treaty does not include a non-discrimination article.86 One view is that the
matter of non-discrimination falls within the scope of a tax treaty but by inference
no non-discrimination obligation applies. An alternate view is that absent a
non-discrimination article, the matter does not fall within the scope of a tax treaty
and therefore the measure remains subject to the GATS limited non-discrimination
obligation.

Resolution of the issue may depend on the tax treaty itself. For example, in the
case of the Canada–US Tax Treaty, the tax treaty addresses the potential role of the
WTO in resolving tax matters. Specifically, the Third Protocol amended
Article XXIX of the tax treaty to include new provisions for purposes of the
application of Article XXII(3) of the GATS. The amendment provides that for
the purposes of GATS, Canada and the US agree that a tax measure will fall under
the tax treaty if it relates to Article XXV (Non-Discrimination) or, if it does not
relate to non-discrimination, it falls within another tax treaty provision, but only to
the extent that the measure relates to a matter dealt with in that tax treaty provi-
sion.87 The tax treaty also clarifies that notwithstanding Article XXII of the GATS,

86See for example the Australian treaties with Canada, Malaysia, Mexico, Singapore and the
discussion in Chap. 4 at Sect. 4.3.10.
87See the Canada-Tax Treaty Article XXIX at para 6. This clarification of the role of the tax treaty
was considered necessary, notwithstanding that the Protocol was grandfathered under the GATS
provisions, as the Third Protocol also extends the non-discrimination article of the Treaty to “all
taxes imposed by either contracting state.” Apparently, the negotiators wanted to ensure that these
new taxes (including the GST) would be subject to the Tax Treaty dispute resolution mechanism.
The amendment to Article XXIX of the Canada-US Tax Treaty to limit the role of the WTO was of
no surprise given the very strong position taken by the US during the Uruguay Round.
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any doubt as to the interpretation of the scope of a treaty provision, and specifically
whether the tax treaty applies, will be resolved under the mutual agreement pro-
cedure of the tax treaty.88

Other tax treaties may be silent on the role of the GATS. If the tax treaty is silent
and was in existence prior to the entry into force of the GATS, the parties are
subject to the GATS requirement that both parties must consent to have the issue of
the treaties scope settled by the Council for Trade in Services.89 For subsequent tax
agreements, the GATS provides that either Member may bring the jurisdictional
matter before the Council for Trade in Services, which will refer the matter to
arbitration for a decision that will be final and binding on the Members (Table 2.3).

2.4 Conclusions

An examination of the GATS agreement and the OECD and UN Model Tax
Treaties reveals few limits on the tax measures that a country may impose on a
non-resident service provider.90 During the GATS negotiations it became clear that
tax treaties were to assume primacy in tax matters. Tax treaties provide little pro-
tection for a non-resident against discriminatory tax practices.

Table 2.3 Summary of applicable non-discrimination obligations under the GATS and the
OECD/UN model tax treaties in respect of non-resident service providers with no permanent
establishment

Agreements in
place

GATS/tax
treaty

GATS GATS
Tax treaty
(no Art 24)

No GATS
Tax treaty

No GATS
No tax
treaty?

Non-discrimination
obligation(s)

Tax treaty
(none)
other than
indirect
through
Article 24
(4)

GATS
measures
cannot be
“arbitrary or
a disguised
restriction on
trade”

GATS
measures
cannot be
“arbitrary or
a disguised
restriction on
trade”

Tax treaty
(none)
other than
indirect
through
Article 24
(1)

(None)

88Ibid.
89The GATS, Article XXII(3) specifically provides that there will be no access to GATS proce-
dures to settle a national treatment dispute concerning a measure that falls within the scope of a tax
agreement. In the event of a disagreement between Members as to whether a measure falls within
the scope of a tax agreement that existed at the time of the entry into force of the Agreement
establishing the World Trade Organization, Article XXII(2), footnote 11, of GATS reserves the
resolution of the dispute to the Contracting States under the tax agreement. In such a case, the issue
of the scope of a tax agreement may be resolved under GATS procedures (rather than tax treaty
procedures) only if both parties to the existing tax agreement consent.
90The precise scope of the non-discrimination obligations that may apply to non-residents under
the GATS and with what effect at best remains unclear. See Farrell (2013).
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Is this important? What impact, if any, will the failure to provide adequate
protection from discriminatory tax measures have on a non-resident service pro-
vider? These questions have not been the subject of extensive study. There is
significant evidence, however, that the manner in which many countries employ
their domestic laws to tax income from the provision of services earned by a
non-resident, especially the manner in which withholding taxes are imposed, can
result in a significant and unpredictable tax burden for a non-resident.91
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Chapter 3
Regional Free Trade Agreements

3.1 Overview

This chapter examines the non-discrimination obligations in regional trade blocks
that apply to the trade in services using the North American Free Trade Agreement
(NAFTA) and the bilateral tax treaties entered into by the NAFTA Parties as a
primary example. Reference is also made to the ASEAN–Australia New Zealand
Trade Agreement (AANZFTA) and the tax treaties entered into by the AANZFTA
signatories and to the newly negotiated Trans-Pacific Partnership Agreement
(TPP) and related tax treaties. These regional trade agreements are illustrative. The
analysis can be applied to any regional trade agreement and the related tax treaties.

The chapter is designed to serve a number of purposes. First, to outline the trade
obligations that operate to protect non-resident service providers in areas other than
taxation under these regional trade agreements. Second, to demonstrate how
regional trade agreements like the NAFTA and the AANZFTA severely limit trade
obligations, in particular the most favoured nation and national treatment obliga-
tions for tax measures. Third, to highlight the differences in tax treatment that a
service provider in a small regional trade block like the NAFTA can anticipate
when providing services in the NAFTA block because there are few national
treatment or most favoured nation obligation for tax measures. Fourth, to demon-
strate how differences in the tax treatment of services under a tax treaty may result
in differences in the non-discrimination obligations that apply under the tax treaty.1

Fifth, to explain the differing non-discrimination obligations that apply to each of
the NAFTA Parties in respect of the tax treatment of non-residents based on the
interface between the applicable tax treaty and the GATS. Sixth, to establish that
the ambiguous language employed in regional trade agreements like the NAFTA in
respect of the tax carve out for tax treaties creates potential for conflict in inter-
preting and applying the agreement in a tax dispute. Finally, to demonstrate that the

1This issue is explored more fully in Chap. 6 at Sect. 6.3.

© Springer Nature Singapore Pte Ltd. 2017
C.A. Brown, Non-discrimination and Trade in Services,
DOI 10.1007/978-981-10-4406-9_3

51



interaction of tax and trade agreements in regional free trade agreements like the
NAFTA and the AANZFTA results in the inconsistent and uncertain application of
non-discrimination obligations to tax measures and that for the most part there is no
non-discrimination obligation owed to a non-resident service provider.

Some of the questions one might ask when examining these agreements, or any
other regional free trade agreement for potential differences in the applicable
non-discrimination obligations, include the following:

1. Does the trade agreement provide for a top-down or bottom-up approach? Put
differently, does the agreement include all services subject to listed exceptions
(‘top-down’) or do the non-discrimination obligations apply only to those
services for which a Party has made a specific commitment (‘bottom-up’).
The GATS employs a bottom-up approach. The NAFTA employs a top-down
approach.

2. Does the national treatment obligation apply generally to tax measures for trade
in services or does the agreement provide that non-discrimination obligations
only apply to tax measures where prescribed?

3. Does the agreement incorporate the general exceptions in Article XIV of the
GATS or the specific exception in Article XIV(d) of the GATS for tax
measures?

4. Does the agreement provide that “nothing in the agreement shall affect the
rights or obligations of either party under a tax convention” and provide
supremacy to the convention in the event of an inconsistency? Does the
agreement require that the competent authority of each of the Contracting States
determine whether there is an inconsistency?

5. Does the agreement deny access to the dispute resolution mechanism under the
free trade agreement with respect to tax measures that fall within the scope of a
tax treaty? Does the agreement provide for resolution of that issue solely by the
competent authorities?

6. Does the agreement apply to indirect tax measures?
7. Does the agreement define a “tax measure”?
8. Does the agreement include a most favoured nation obligation and, if so, with

respect to which tax measures? Are there exceptions?
9. Does the agreement address how conflicts with other international agreements

are to be resolved and, if so, based on what principles?
10. Does the agreement include a specific dispute resolution mechanism for tax

measures?

The answer to each of these questions can generally be found in the applicable
treaty chapters on Trade in Services, General Exceptions, and Dispute Resolution.

The chapter begins with a discussion of the core non-discrimination obligations
that apply to trade in services under the NAFTA including the most favoured nation
and national treatment obligations. An examination of the provisions in the NAFTA
affecting tax measures follows. These include a general carve out for all tax mea-
sures and then the selective inclusion of a small number of provisions to which the
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national treatment and most favoured nation obligations will apply. Like the
General Agreement for Trade in Services (GATS), the NAFTA generally provides
for the primacy of tax treaties in tax matters. This means that the specific provisions
in the bilateral tax treaties between each of the NAFTA signatories assume con-
siderable importance in determining the tax treatment of a non-resident service
provider as well as any applicable non-discrimination obligation.2 The existence of
a tax treaty between the NAFTA Parties also serves to limit the most favoured
nation and national treatment obligations with respect to tax measures that would
otherwise apply under the NAFTA and the GATS.

3.2 The North American Free Trade Agreement

3.2.1 Overview

The NAFTA came into effect on January 1, 1994, for Canada, the United States and
Mexico. Its objectives “as elaborated more specifically through its principles and
rules, including national treatment, most-favoured-nation treatment and trans-
parency”, include the elimination of trade barriers, the facilitation of the
cross-border movement of goods and services, and the promotion of fair compe-
tition in the free trade area.3

As signatories to the WTO Agreement, Canada, the US and Mexico agreed to
honour all of their obligations under the GATS, but also assumed additional
obligations to one another under the NAFTA.4

Chapter 12 (Cross-Border Trade in Services) of the NAFTA establishes the basic
rules agreed to by Canada, the US and Mexico to regulate the provision of services
across their respective borders. The agreement calls for national treatment and most
favoured nation treatment, and prohibits local presence requirements.5 The NAFTA
exceeds the GATS both in scope and coverage, bringing all existing and future
government measures relating to cross-border, non-financial services within the

2It will also determine host country’s right to tax the income or profits of the non-resident service
provider.
3See the NAFTA Article 102.
4See the NAFTA Article 103 (Relation to Other Agreements), where the NAFTA explicitly
provides that in case of inconsistency with other agreements, unless otherwise specified in the
NAFTA, the NAFTA will override other agreements that existed at the time the NAFTA became
effective. The WTO Agreement became effective after the NAFTA. In the final analysis the choice
of forum rules determines which of the WTO or NAFTA rules apply.
5The NAFTA prohibition against requiring service providers to establish a presence (such as an
office) within the territory of a NAFTA Party as a condition of market access eliminated many of
the regulatory measures that cross-border service suppliers were formerly subject to when a local
office was required.

3.1 Overview 53



scope of Chapter 12.6 Unlike the GATS, where specific commitments to national
treatment must be negotiated, the NAFTA operates in reverse and requires each
Party to state explicitly, in various annexes, if it does not intend to conform to the
general rules in Chapter 12 with respect to most favoured nation, national treatment
and other NAFTA obligations.7

The principal provisions relating to the cross-border provision of services are
contained in five chapters: cross-border trade in services,8 telecommunications and
financial services,9 investment10 and temporary entry for businesspeople.11 Three
annexes compliment these chapters, specifically land transportation,12 professional
services13 and specific reservations and exceptions.14

Under the NAFTA the cross-border provision of a service is defined as providing
a service: from the territory of one Party into the territory of another Party (e.g.,
cross-border), in the territory of one Party by a person of that Party to a person of
another Party (e.g., tourism) and by a national of a Party in the territory of another
Party (e.g., an on-site visit to the service recipient by a non-resident service pro-
vider.15 Unlike the GATS, which includes in the definition of the supply of a
service, services provided by a service supplier of one Member through a com-
mercial presence in the other, the NAFTA addresses this mode of supply through
the investment provisions in Chapter 11 (Investment). A number of obligations
from the Trade in Services Chapter are cross-referenced to the Investment Chapter.

6Notwithstanding the limitations on the services protected, the general provisions of the GATS
reflect the overall General Agreement on Tariffs and Trade, 30 October 1947, 58 UNTS 187,
CAN TS 1947 No 27 (entered into force 1 January 1948) [GATT] philosophy, thus the GATS
contains a number of measures not found in the services provisions in the NAFTA. For example,
the GATS contains a safeguard limitation on services imports under a balance of the payments
crisis (GATS Article XII). Government procurement of services is also exempted from the most
favoured nation, national treatment and market access provisions (GATS Article XII). Finally, the
Agreement commits Members to “enter into negotiations with a view to developing the necessary
multilateral disciplines” to avoid the trade distortive effects of subsidies on trade in services.
7These exceptions are provided in lieu of grandfather provisions. Annex 1 of the NAFTA contains
the three countries reservations schedules for their non-conforming federal measures. See the
NAFTA Article 1206(a)(i). Laws and regulations that are grandfathered or listed as a reservation in
Annex 1 cannot be challenged as long as they do not become more inconsistent with the
Agreement.
8The NAFTA Chapter 12.
9The NAFTA Chapters 13 and 14.
10The NAFTA Chapter 11.
11The NAFTA Chapter 16. To facilitate access to other signatory countries, the NAFTA estab-
lishes the principle that business persons of one country who fall in any one of four categories—
business visitors, traders and investors, intra-company transferees, and professionals—will be
granted temporary entry into the territory of the other countries. See The NAFTA Annex 1603.
12The NAFTA Annex 1212.
13The NAFTA Annex 1210.5.
14The NAFTA Annex 2106 (exempting Canadian Cultural Industries).
15See the definition of “cross-border provision of a service” in NAFTA Article 1213.
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The NAFTA requires that Parties accord service providers of other Parties the
better of national treatment and most favoured nation treatment.16 Under the
national treatment obligation, each Party is obligated to treat service providers no
less favourably than it treats its own service providers.17 States and provinces are
also obligated to provide no less favourable treatment than the most favourable
treatment that the sub-national accords to the service providers of the country which
it forms a part.18 The most favoured nation obligation ensures that service providers
of other NAFTA Parties in its territory may be treated no less favourably than
service providers of any other country in similar circumstances.

The NAFTA is designed to significantly liberalize the trade in services by
providing for common licensing rules,19 transparency provisions,20 dispute reso-
lution procedures21 and an ongoing commitment to automatically include new
services. The agreement does not generally affect the respective income tax laws of
each country or affect a country’s sovereign right to tax profits earned by
non-residents within its borders. Although many non-tariff barriers may be reduced
or eliminated under the NAFTA, the basic NAFTA principles of national treatment
and most favoured nation treatment do not, for the most part, apply to the domestic
tax measures of the NAFTA Parties. As will be discussed, the prima facie exclusion
of national tax rules from the NAFTA has important implications in the tax treat-
ment of cross-border service providers in the NAFTA Block and, in particular, for
the non-discrimination obligations that apply.

3.2.2 Taxation Measures

3.2.2.1 Overview

Although it may not generally discipline direct tax matters, the NAFTA specifically
addresses signatory obligations in respect of both direct and indirect taxation

16The NAFTA Article 1204.
17The NAFTA Article 1202.
18The NAFTA Article 1202(2).
19The NAFTA Parties are also committed to encourage professional bodies to develop mutually
acceptable standards for licensing professionals and reciprocal recognition of each other’s pro-
fessional accreditations. This was an important step in eliminating a significant non-tariff barrier to
free trade in services. Unfortunately there is no time limit on this process under the NAFTA,
although some progress has been made with respect to the engineering profession and foreign legal
consultants. See The NAFTA Annex 1210.5(1). The NAFTA also require the Parties to fairly
review and answer applications by the NAFTA party nationals for professional licensing.
20The NAFTA Articles 1207 and 1209.
21The NAFTA Article 2003.
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measures.22 The principal provisions that relate to taxation are contained in Article
2103 (Taxation), which begins by announcing that nothing in the NAFTA will
apply to any tax measure except as specifically provided for in Article 2103(1).

The first matter to be clarified in the NAFTA is the status of tax treaties entered
into by the NAFTA signatories. In general, these are to have priority in all cases
including any inconsistencies with the NAFTA.23 This is made clear in the very
specific language in the NAFTA which provides “Nothing in this Agreement shall
affect the rights and obligations of any Party under any tax convention. In the event
of any inconsistency between this Agreement and any such convention, that con-
vention shall prevail to the extent of the inconsistency.” Unfortunately the NAFTA
does not indicate who is to make the determination of whether an inconsistency
exists.24

There are two exceptions to the primacy of tax treaties in tax matters specifically
listed in the NAFTA. The first is with respect to the national treatment obligation as
it relates to the trade in goods. The national treatment obligation, as proscribed in
Article III of the General Agreement on Tariffs and Trade (GATT), will have
primacy over lesser obligations assumed under a tax treaty.25 The second is with
respect to export taxes; specifically the provisions of Article 314 (National
Treatment and Market Access for Goods), which allows Mexico to impose an
export tax on basic foodstuffs, and Article 604 (Export Taxes), which addresses the
imposition of export taxes on energy in defined circumstances. These exceptions
may be of little practical effect, as such matters are not normally addressed in a tax
treaty. In addition, Article 2103(6) provides that Article 1110 (Expropriation) shall
apply to taxation measures subject to certain procedural rules.26

22Taxation measure is a term that is given a broad interpretation under the NAFTA. Article 2017
defines it by exclusion and indicates that it does not include customs duties and related measures.
23The NAFTA Article 2103(2).
24In a report from the US Committee on Finance, the Committee states that it “intends that the
competent authorities shall consult and determine whether the tax convention prevails in accor-
dance with paragraph 2…” over the NAFTA. See 139 Cong Rec S16092-01 (1993) (Committee
Statements on the NAFTA). No authority is cited for this conclusion. It has also been suggested
that in the case of parallel rights and obligations under a Canada-US Tax Treaty and the NAFTA,
only the Canada-US Tax Treaty’s procedural provisions with respect to such rights and obligations
shall be used. See Canada Gazette Part 1, 1 January 1994 at 214.
25See e.g., the GATT at subparagraph 3(a) provides that Article 301 applies to taxation measures
to the same extent that Article III of the GATT would apply and therefore allows access to the
NAFTA dispute settlement procedures in alleging discrimination with respect to imported goods.
26The NAFTA Article 2103(6) states that the expropriation provisions of Article 1110 apply to
taxation measures. A taxation measure alleged to be expropriatory must be referred by the investor
to the appropriate competent authorities under the relevant tax convention at the same time that it
gives notice under Article 1119. If such competent authorities determine that the measure is not an
expropriation, the Article 1110 cannot be invoked by the investor as the basis for a claim under
Articles 1116 or 1117. However, the investor may submit its claim to arbitration if the component
authorities do not agree to consider the issue or cannot agree that the measure is not an expro-
priation within a six-month period commencing at the time of referral to the competent authorities.
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Article 2103 of NAFTA includes three other areas where the NAFTA may apply
to tax measures: income and capital tax measures that relate to the purchase or
consumption of cross-border services or financial services, other taxes affecting
services and investments, and tax measures linked to performance requirements.
These provisions are discussed below.

3.2.2.2 Services

Protection against discrimination through the use of direct tax measures, including
taxes on income and capital that may impact trade in cross-border services or
financial services, is provided to a limited extent by the national treatment obli-
gation. Article 2103(4)(a) provides that, subject to any applicable tax treaty, the
national treatment clause “shall apply to all taxation measures on income, capital
gains, or the taxable capital of corporations, and to …[the asset tax under the Asset
Tax Law of Mexico], to the extent that those taxes relate to the purchase or con-
sumption of particular services from a service provider.”27 Note that this national
treatment obligation does not apply to the tax treatment of the service provider, but
rather to tax measures that relate to the purchase or consumption of services. This
provision would presumably prevent, for example, a NAFTA country’s income tax
law from allowing for the deduction of consulting services purchased from a
domestic consulting firm but not from firms in other NAFTA countries.28

In contrast, and subject to a tax treaty, a non-resident service provider must be
accorded national treatment and most favoured nation treatment with respect to
indirect taxation measures. Specifically, Article 2103(4)(b) clarifies that the national
treatment and most favoured nation treatment provisions in the investment,
cross-border trade in services and financial services chapters apply to all taxation
measures other than those on income, capital gains, capital, estates, gifts, inheri-
tances and generation-skipping transfers. This means that the national treatment and
most favoured nation obligations apply to excise tax, sales tax and, in Canada’s
case, the Goods & Services Tax (GST)29 to the extent that such taxes apply to a
non-resident service provider.

27Specifically, in relation to direct taxes, the NAFTA Article 2103(4)(a) provides that certain direct
tax measures listed therein (taxes on income, capital gains or the taxable capital of corporations
and the Mexican asset tax) are but for listed limitations, subject to the national treatment obligation
with respect to the cross-border provision of services, including financial services. However, with
regard to financial services subparagraph 4(a) applies only to the cross-border provision of a
financial service under the NAFTA Article 1405(3).
28See the North American Free Trade Agreement Implementation Act American Statement of
Administrative Action (US) Final Draft September 1993 c 21.3. A non-discrimination obligation is
also provided under Article 24(4) of the OECD Model Tax Treaty in respect to the deductibility of
expenses paid to a non-resident.
29See the Convention between Canada and the United States of America with respect to Taxes on
Income and on Capital, 26 September 1980 Can TS 1984 No 15 (entered into force 16 August
1984) [Canada-US Tax Treaty]. Article XXV(5) of Canada-US Tax Treaty extends the
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Although Article 2103(4) of the NAFTA may initially appear broad in scope,
any direct or indirect tax measures that are subject to non-discrimination obligations
under the NAFTA are limited by a number of important exceptions.30

The first relates to tax treaty partners. Any applicable tax treaty would appear to
override the national treatment obligation under the NAFTA.31 Further, obligations
assumed under the most favoured nation provisions in the NAFTA do not prevent
the government of a NAFTA Party from providing an exclusive bilateral advantage
under a tax treaty to a specific treaty partner.32

Second, the NAFTA provisions do not apply to any taxation measures in
existence at the time that NAFTA went into effect (January 1, 1994),33 or to the
renewal or any amendment of a tax measure that does not decrease its conformity.
This will allow existing tax measures to remain in place indefinitely even if they are
inconsistent with the national treatment or most favoured nation obligations in the
NAFTA with respect to cross-border services and investments.

Third, similar to the GATS, a widely drafted exclusion clause has been added for
“any new tax measure aimed at ensuring the equitable and effective imposition or
collection of taxes and that does not arbitrarily discriminate between persons, goods
or services of the parties or arbitrarily nullify or impair benefits accorded under those
articles.”34 Withholding taxes and measures that may be adopted by a Party that are
directed at tax avoidance or abuse and levied by that Party will be considered to be
taxation measures imposed in accordance with the exception described above.35 The
application of this exception is discussed further in Chap. 7 in the context of the
United States new Foreign Account Tax Compliance Act (FATCA) regime.36

Performance Requirements

The two remaining NAFTA tax measures described in Article 2103 of the NAFTA
are found in Chapter 11—the investment chapter—and relate to performance

(Footnote 29 continued)

non-discrimination provisions to federal sales and excise tax, including in the case of Canada, the
GST. This would give the Canada-US Tax Treaty priority in a dispute related to the imposition of
such federal taxes.
30The NAFTA Article 2103(4)(c–h).
31The NAFTA Article 2103(2) and Article 2103(4)(a). This issue is discussed further below.
32See The NAFTA Article 2103(4)(c). But see the Canada-US Tax Treaty which negates this in
part by providing for most favoured nation treatment for corporations under Canada-US Tax
Treaty Article XXV(5).
33The NAFTA Article 2103(4)(c).
34The NAFTA Article 2103(4)(g).
35Such measures would include, for example, provisions relating to the proper characterization of
payments between related parties and provisions for the determination of income and expenses in
transactions between related parties.
36Foreign Account Tax Compliance Act, 26 USC (2010) Pub L No. 111–147.
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requirements that are linked to taxation measures. These provisions will apply if the
non-resident service supplier establishes a commercial presence in a NAFTA
partner country. Chapter 11 contains prohibitions that prevent NAFTA Party
governments from imposing certain conditions on the “establishment, acquisition,
expansion, management, conduct, operation or sale” of an investment of an investor
of a Party or of a non-Party in its territory. Article 1106(1) prohibits seven different
types of practices37 as a requirement of operating in the particular market including:
achieving a given level or percentage of domestic content, purchasing, using or
according a preference to goods produced or services provided in its territory, or to
purchase goods or services from persons in its territory. Article 1106(1) also
establishes a general prohibition on all requirements, commitments or undertakings
upon an investor to use goods or services provided in its territory.38 Thus gov-
ernment actions that commit an investor to use local goods or services constitute a
clear violation of the NAFTA.

In addition to the general prohibition on performance requirements established in
Article 1106(1), the NAFTA contains a special reference to prohibitions on per-
formance requirements made in connection with the conferral of benefits by a
government. Such benefits would include subsidies, financing assistance and tax
concessions. Specifically, NAFTA Article 1106(3) provides that “No Party may
condition the receipt or continued receipt of an advantage, in connection with an
investment in its territory of an investor of a Party or of a non-Party, on compliance
with any of the following requirements:

(a) to achieve a given level or percentage of domestic content;
(b) to purchase, use or accord a preference to goods produced in its territory, or to

purchase goods from producers in its territory;
(c) to relate in any way the volume or value of imports to the volume or value of

exports, or goods and services while Article 1106(3) only applies to goods; or
(d) to restrict sales of goods or services in its territory by relating such sales to the

volume or value of its exports or foreign exchange earnings.”

Article 2103(5) has incorporated these performance prohibitions into the
NAFTA tax provisions. It provides that subject to an applicable tax treaty, the
prohibitions shall also apply to tax measures. As a result, a government is

37See the NAFTA Article 2103(5). The prohibited performance requirements are summarized in
the NAFTA Implementation Act supra note 28 at 141 which states “Under Article 1106 [of the
NAFTA], a government may not, as a condition for the establishment or operation of an invest-
ment, require a firm to: limit its sales in the domestic market by conditioning such sales on exports
or foreign exchange earnings; buy or use components from a local supplier or accord a preference
to domestic goods or services; achieve a minimum level of “domestic content”; limit its imports to
a certain percentage of exports or foreign exchange inflows associated with the investment;
transfer technology to any domestic entity, except to remedy an alleged violation of competition
law; export a specified level of goods or services; or supply designated regional or world markets
solely from its local production.”
38The NAFTA Article 1106(1)(c).
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prohibited from tying a tax advantage, such as a tax holiday or exemption, “to the
purchase of locally produced goods or the manufacture of goods with a certain level
of domestic content.”

Notwithstanding, Article 1106(4) provides that a Party is not prohibited from
“conditioning an advantage, in connection with an investment in its territory of an
investor, or compliance with a requirement to locate production, provide a service,
train or employ workers, construct or expand particular facilities or carry out
research and development in its territory.” A Party may condition the receipt of a
tax advantage on the performance of services in its territory. It follows that a
NAFTA Party may also condition the receipt or continued receipt of a tax benefit in
connection with the purchase of services on the requirement that the service be
provided in its territory.39

These may prove important exceptions in the obligation to provide national
treatment to non-resident service providers. In particular, these exceptions may be
significant when one considers, for example, the tax advantages currently available
in Canada and many other countries with respect to investment tax credits,
including scientific research and experimental development tax credits.40 These tax
credits are generally much more generous when the services are provided within the
country.

In summary, tax treaties have primacy under the NAFTA in determining the
rights and obligations of the Parties including, based on very specific wording in the
NAFTA, in the case of any inconsistency with the NAFTA. However the limited
national treatment obligations under the NAFTA with respect to direct tax measures
and the national treatment and most favoured nation obligations with respect to
indirect tax measures will apply if the tax treaty does not apply. For example, none
of the provisions of tax treaties between Canada and the other NAFTA Parties
include taxes imposed by states, provinces, or local authorities.41 Despite a tax
treaty between Canada and another NAFTA Party, an income tax imposed by a
province of Canada (or a state of the US or of Mexico) that affects the purchase or
consumption of services is subject to the national treatment obligation under the
NAFTA, assuming the tax was not permitted under an exception such as a
‘grandfather clause’42 or allowed as a new measure to ensure the “equitable and
effective imposition or collection of taxes.”43

39For a discussion of this issue, see NAFTA Article 1103(6) and Barry Appleton, Navigating
NAFTA: A Concise User’s Guide to the North American Free Trade Agreement (Scarborough:
Carswell, 1994) at 83–85.
40Income Tax Act, RSC 1985, c 1 (5th Supp) as amended s 127(5)–(35) [ITA].
41In contrast, taxes imposed by political subdivisions or local authorities under the US-Mexico Tax
Treaty are subject to the non-discrimination Article in the tax Treaty. See Article 25.
42The NAFTA Article 2103(4)(c).
43The NAFTA Article 2103(4)(g), or otherwise excepted under the other exclusions in subpara-
graphs 2104(3)(3)–(f).
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More difficult questions arise if the issue is whether the non-discrimination
obligations in the NAFTA apply and the matter relates to a federal tax measure.
Consider a tax treaty partner who grants an additional deduction or a tax credit to a
consumer of domestic, but not foreign (non-resident), services contrary to the
national treatment obligation in Article 2103(4) of the NAFTA. To the extent that
this difference in tax treatment is not addressed by a non-discrimination provision in
a tax treaty, is it subject to scrutiny under the national treatment obligation in the
NAFTA? It would appear the answer to that question may be yes.44

The answer may change if the applicable tax treaty includes the standard OECD
Model treaty language in Article 24(4), which requires that a Contracting State
allow a deduction for disbursements paid to a non-resident if the amount would
deductible if paid to a non-resident. It the issue is a deduction for a payment to a
non-resident, the obligations under the NAFTA and the tax treaty are parallel.
However if the issue relates to a tax credit, the obligations under the two agreements
are not the same, but they are not in conflict. At issue is how the word ‘inconsistent’
in Article 2103(2) of the NAFTA will be interpreted in these circumstances. Will
the broader national treatment obligation in the NAFTA prevail?45

44At issue will be whether the absence of a non-discrimination obligation under the applicable Tax
Treaty provides the complete answer to the question of whether national treatment is required
under the NAFTA. See Example 2 in at 3.2.3.5.1 and the discussion in Chap. 4 at 4.3.10. Recall
that Article 2103(2) of the NAFTA provides that nothing in the NAFTA “shall affect the rights and
obligations of any Party under any tax convention. In the event of any inconsistency…the con-
vention shall prevail.” This may be interpreted to mean that additional non-discrimination obli-
gations cannot be presumed for the parties other than those contained in a tax convention if a tax
convention is in place.
45Under general principles of international law, ‘inconsistency’ will most likely be interpreted to
mean the same thing as ‘conflict’, and will be given a broad interpretation. Under a broad
interpretation of conflict, international agreements may be in conflict where their operation is
incompatible with the negative or positive obligations of the other.

The argument in favour of finding an inconsistency between the tax treaty and trade agreement
in these circumstances is that the inclusion of a non-discrimination obligation in the trade
agreement combined with the absence of a non-discrimination obligation in the tax treaty are
inconsistent. This is a conflict of aims and, in the alternative, a conflict of express and implied
terms. While the trade agreement provides for an explicit non-discrimination obligation, the tax
treaty in substance rejects any obligation in these circumstances and provides for the right to
discriminate. Since the rights and obligations under the two agreements are incompatible with the
other, there is an inconsistency between the tax treaty and the trade agreement and the tax treaty
prevails. There is no national treatment obligation for a taxation measure in the form of a tax credit
that applies to the purchase or consumption of services in these circumstances.

The argument in favour of finding no inconsistency between the tax treaty and trade agreement
is that there is no inconsistency between the codified rights and obligations in the agreements.
There is no conflict between the trade agreement and the tax treaty because the tax treaty is silent
on the matter. The right to discriminate is not an implied term of the tax treaty. Put differently, if
the tax treaty is silent on the matter an express term in the trade agreement cannot be in conflict
with it. Since the operation of their respective aims are not incompatible with the rights and
obligations of the other, there is no inconsistency between the tax treaty and the trade agreement
and the provisions of the trade agreement ought to prevail, meaning that the national treatment
obligation applies.
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3.2.3 The NAFTA and the Parties’ Tax Treaties

3.2.3.1 Overview

Like the GATS, discipline over the taxation of non-resident service providers has,
for the most part, been carved out of the most favoured nation and national treat-
ment protections otherwise provided under the NAFTA, and is regulated by
bilateral tax treaties. It follows that the three tax treaties entered into between
Canada and the US, the US and Mexico and Canada and Mexico, respectively,
assume considerable importance both in the tax treatment of non-resident service
providers by the NAFTA partners in the NAFTA block and in the applicable
non-discrimination obligations.

The discussion below provides a brief overview and comparison of three of the
specific tax treaty articles that may impact the tax treatment of a non-resident
service provider, non-discrimination obligations, and dispute resolution alterna-
tives. The discussion also illustrates the potential impact of regional trade agree-
ments and tax treaties on the non-discrimination obligations that impact a
non-resident service provider from within a trade block when providing services in
the trade block. The NAFTA provides an excellent example as it is a small trade
block consisting of only three counties. Notwithstanding extensive commitments
made by each country to provide most favoured nation treatment and national
treatment and to each other’s service providers, these obligations do not extend to
tax matters. The following material describes the potential results.

First, as a consequence of the exclusion of the most favoured nation obligation
from direct tax measures, a non-resident service provider may receive very different
tax treatment than a NAFTA counterpart when providing services to another
NAFTA Party. This difference in tax treatment is generally the result of a tax treaty,
but need not be.46 The discussion is intended to point out the differences in tax
treatment that result from bilateral tax treaties. It is included as part of the broader
question of whether the most favoured nation obligation should apply to tax
measures. As will be discussed, there are good reasons for excluding the most
favoured nation obligation from direct tax measures in trade agreements given that
tax treaties are negotiated bilaterally. There may also be good reasons to include the
most favoured nation obligation in the tax treaties in a small regional trade block
like the NAFTA, in particular with respect to the imposition of indirect tax
measures.47

Second, as a consequence of the general exclusion of the national treatment
obligation for tax measures from the NAFTA, the tax treaties between the NAFTA

46The difference in tax treatment of a NAFTA Party may also result under the domestic law of a
NAFTA Party, although this does not appear to be a frequent occurrence.
47Indirect taxes are subject to the most favoured nation obligation under the NAFTA. The
inclusion of this obligation in the tax treaties in the NAFTA Block would clarify the primacy of the
tax treaty in resolving any dispute about an indirect tax measure.
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Parties will play a critical role in determining what non-discrimination obligations
apply to a non-resident service provider from another NAFTA Party. These tax
treaty obligations are very limited and, as a result of the ambiguous language used
in Article 2106(2) of the NAFTA, may negate the national treatment obligations
under the NAFTA.

As each of the NAFTA Parties are also signatories to the WTO agreement,
non-discrimination obligations may also arise under the GATS. Of particular note is
the potential for derogation from the national treatment obligation for direct tax
measures under the GATS as a result of language used in the non-discrimination
article in the applicable tax treaty. This may result in differences in the applicable
non-discrimination obligation.

3.2.3.2 The NAFTA Tax Treaties

Each of the NAFTA Parties has entered into bilateral treaties with its NAFTA
partners. The timing of the negotiation or, in the case of Canada and the US, the
renegotiation of these tax treaties was doubtless not coincidental. Mexico entered a
bilateral tax treaty with both Canada (Canada-Mexico Tax Treaty)48 and the US
(US-Mexico Tax Treaty)49 almost concurrently with the signing of NAFTA.
Changes were also made to the Canada-US Tax Treaty50 to accommodate the
NAFTA in the form of a third protocol.51 Subsequently a fourth and fifth protocol

48The Convention between the Government of Canada and the Government of the United Mexican
States for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with respect to
Taxes on Income, 8 April 1991, Can TS 1992 No 15 (entered into force 11 May 1992)
[Canada-Mexico Tax Treaty]. Like the Canada-US Tax Treaty, it is generally patterned on the
OECD Model Tax Treaty; however, in recognition of Mexico’s status as a developing country, it
also borrows from the UN Model Tax Treaty. The UN Model Tax Treaty was designed to
recognize and counter the fundamental imbalance in investment flow between itself and its more
developed treaty partner. This treaty is currently under renegotiation.
49Convention Between the Government of The United States Of America And the Government of
the United Mexican States for the Avoidance of Double Taxation and the Prevention of Fiscal
Evasion with respect to Taxes on Income, 18 September 1992, Treaty Doc. No. 103–7, 103d
Congress, 1st Session, (entered into force 1 January 1994) [US-Mexico Tax Treaty]. A second
protocol was signed on November 26, 2002. The US-Mexico Tax Treaty also draws from the
OECD Model Treaty and the UN Model Treaty. Thus although it follows the same general pattern
as the Canada-US Tax Treaty, like the Canada-Mexico Tax Treaty, there are some significant
differences in recognition of Mexico’s developing country status.
50The current version of the Canada-US Tax Treaty was negotiated on the basis of the OECD
Model Tax Treaty. The Treaty was signed in 1980 and has been the subject of four subsequent
protocols, the latest being signed in July of 1997. The third protocol, signed in March of 1995
includes a number of changes that appear to be in direct response to the NAFTA Agreement. The
Convention deviates from both the OECD and UN Model Treaty in a number of respects in order
to take into account, and to allow for the interaction with, the particular features of Canadian law,
the unique economic relationship of Canada and the United States, and the existing Convention.
51Ibid. Protocol Amending the 1980 Tax Convention with the United States, SC 1995, c 34. (Royal
Assent: 8 November 1995).
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were signed between Canada and the US.52 The Canada-Mexico Tax Treaty was
replaced by a new treaty in 200653 and a second protocol was entered into in the
US-Mexico Treaty in 2002. These tax treaties, like the majority of tax treaties
entered globally, are based on the Model Tax Treaty prepared by the OECD. Both
the Canada and US tax treaties with Mexico also borrow from the UN Model Tax
Treaty.54 Notwithstanding these commonalities, all three NAFTA tax treaties vary
to some extent to reflect the differences in tax systems and policy objectives of the
two countries concerned and their relative strengths and weaknesses.

3.2.3.3 Applicable Treaty Provisions

As discussed in Chap. 2, tax treaties are designed to avoid double taxation by
allocating the right to tax income or gains between the Contracting States.

Assuming the income generated in the other Contracting State is from the
provision of services, the business profits article and the independent and dependent
personal services articles in the NAFTA tax treaties are the main treaty articles that
govern the tax treatment of services performed by non-residents. If payment is with
respect to specific services, such as those provided by directors or senior managers,
government service,55 artists and athletes56 or affects students or apprentices,57

reference must be made to those treaty articles if they form part of the applicable
treaty.

Articles 7 and 14: Business Income and Independent Personal Services

Article 14 of the OECD Model Tax Treaty governed the taxation of independent
personal service until it was removed from the Model in 2000 and the provision for
services was subsumed under the business profits article.58 Article 14 provided that

521997 Protocol enacted in Canada by SC 1997, c 38 (Royal Assent: 10 December 1997); 2007
Protocol enacted in Canada by SC 2007, c 32, (Royal Assent: 14 December 2007).
53Enacted in Canada by SC 2006, c 8, Part 2 (Royal Assent: 12 December 2006), (entered into
force 12 April 2007).
54UN, Convention Between (State A) and (State B) for Avoidance of Double Taxation with Respect
to Taxes on Income [and on Capital] (1980). A revised draft was adopted on May 7, 1999 and was
finalized on January 11, 2001: UN DESA,Model Double Taxation Convention between Developed
and Developing Counties, (New York: 2013) [UN Model Tax Treaty]. Generally, Mexico pre-
ferred to follow the OECD Model Treaty, a model designed to establish a bilateral relationship
between two developed or highly industrialized countries, in negotiations.
55See e.g., The Canada-Mexico Tax Treaty Article 19.
56The Canada-Mexico Treaty Article 17.
57The Canada-Mexico Treaty Article 20.
58Under the OECD Model Tax Treaty Article 14 (Independent Personal Services) was deleted
from the Convention on April 29, 2000, on the basis of the report OECD, Issues Related to Article
14 of the OECD Model Tax Convention, Issues in International Taxation, No 7 (2000) which was
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a resident of a Contracting State who received payment for independent personal
services performed in the other Contracting state would not be taxable in that other
state unless the income was earned through a fixed base located in that state.

Article 14 was also removed from the Canada-Mexico Tax Treaty when the
second Treaty was signed in 2006, and from the Canada-US Tax Treaty in the Fifth
Protocol effective 2010.59 A version of Article 14 remains in the US-Mexico Tax
Treaty. Its application, as well as the new provisions in the business profits article is
outlined below.

Article 14(1) remains in the US-Mexico Treaty and expands the circumstances
under which the source country may tax the income earned by an independent
service provider in the other Contracting State to include a time test in addition to
the fixed base test.60 An individual who is a resident of one Contacting State who
derives income from the performance of independent personal services in the other
State will avoid host country taxation only if the resident does not have a fixed
place of business in the other Contracting State which is regularly made use of61 in
the course of performing activities, or is not present in the other Contracting State
for a period or periods aggregating 183 days or more in any twelve month period. If
the non-resident service provider is liable to taxation in the source state under
Article 14, the source state may tax ‘income’ attributable to the fixed base or to the

(Footnote 58 continued)

adopted by the Committee on Fiscal Affairs on January 27, 2000. According to the Commentary
there were no intended differences between the concepts of permanent establishment, as used in
Article 7, and fixed base, as used in Article 14, or between how profits were computed and tax was
calculated according to which of Article 7 or 14 applied. It was also thought it was unclear which
activities fell within Article 14 as opposed to Article 7. The result of the deletion of Article 14 is
that income derived from professional services on other activities of an independent character is
now governed by Article 7 as business profits under the OECD Model Tax Treaty. See discussion
in Chap. 2 at 2.2.2.1.1.
59The Protocol Amending the Convention Between Canada and the United States of America With
Respect to Taxes on Income and on Capital Done at Washington on 26 September 1980, as
Amended by the Protocols Done on 14 June 1983, 28 March 1984, 17 March 1995 and 29 July
1997, 21 September 2007 [Fifth Protocol]. The United States ratified the Fifth Protocol on
September 23, 2008. Notwithstanding the Treaty exemption, an American individual may be
subject to Canadian withholding tax. Regulation 105(1) of the ITA requires a withholding of 15%
from payments made to non-resident persons in respect of services rendered in Canada other than
in the course of regular and continuous employment. See generally Parillo (2007); Fuller (2007).
60This was in response to the decision in The Queen v Dudney, [2000] 2 CTC 56, 54 DTC 6169
(FCA). In that case an American spent extensive periods in Canada providing services but was not
taxable as there was no time test in the Canada-US Tax Treaty that would create liability in the
absence of a fixed base.
61In contrast, the language used in the Canada-Mexico Tax Treaty is “unless he has a fixed base
regularly available to him in the other Contracting State.”
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activities performed.62 Note that ‘profits’, rather than income is used in Article 7 if
the payment is considered to be in respect of business activities.

The Canada-Mexico Tax Treaty

In contrast to the US-Mexico Treaty independent personal services are subject to
the business profits article and permanent establishment rules under the
Canada-Mexico Tax Treaty.

Generally, the business profits article provides that income is taxable by the
country in which the non-resident is providing services only if the non-resident
service provider is carrying on a business in the host country through a permanent
establishment.63 If so, the non-resident service provider may be taxed by the host
country, but only to the extent the profits are attributable to the permanent
establishment.64

The Canada-Mexico Tax Treaty generally follows the OECD Model Tax Treaty
and defines a “permanent establishment” as “a fixed place of business through
which the business of a resident of a Contracting State is wholly or partly carried
on.” The term specifically includes a place of management, a branch, an office, a
factory, a workshop, a mine, oil or gas well, a quarry, or any other place of
extraction of natural resources. A building site or construction or installation project
that continues for a period of more than six months is also considered a permanent

62In accordance with the principles of Article 7 (Business Profits), the tax base is net of expenses
incurred in earning the income. In the Treasury Department Technical Explanation of the
Convention And Protocol Between The Government of the United States of America and the
Government of the United Mexican States for the Avoidance of Double Taxation and the
Prevention of Fiscal Evasion with Respect to Taxes on Income, 18 September 1992 (general
effective date under Article 29: 1 January 1994) [US-Mexico Treaty Treasury Technical
Explanation] explains that the Protocol extends Article 14 of the US-Mexico Tax Treaty to income
derived by a resident US company furnishing personal services through a fixed base in Mexico. In
such a case, the company may compute the tax on the income from such services on a net basis as
if that income were attributable to a permanent establishment in Mexico. In the converse case, the
United States will apply Article 7 (Business Profits) directly. As, under Mexican tax law, a
personal service company is not considered to earn business profits, such income must be taxed
under Article 14. In Mexican law, there is a rebuttable presumption that when services are paid for
by a resident of Mexico and were partly performed in Mexico, the entire payment is for services
performed in Mexico. The taxpayer has the burden of proving that some of the services were
performed outside of Mexico.
63See the Canada-US Tax Treaty Article VII(1).
64The Canada-Mexico Tax Treaty Article 7(1). In determining the business profits of a permanent
establishment, the article allows deductions for expenses incurred for purposes of the permanent
establishment, including executive and general administrative expenses incurred within or without
the host country in which the permanent establishment is located. However, neither Canada nor the
United States is required to allow a deduction for any expenditure that is not generally allowed as a
deduction under the tax laws of that country.
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establishment.65 Like the OECD Model Tax Treaty, a permanent establishment may
also exist if a non-resident has a person acting in the host country on its behalf, if
such person has, and habitually exercises, the authority to conclude contracts in the
name of the non-resident. A non-resident will not be deemed to have a permanent
establishment merely because the non-resident carries on business in the host
country “through a broker, general commission agent or any other agent of an
independent status, provided that such person [is] acting in the ordinary course of
business.”66

The permanent establishment article in the Canada-Mexico Tax Treaty also
includes the optional wording contained in the OECD Model Tax Treaty for service
permanent establishment. Thus a permanent establishment is also created through
the furnishing of professional services or other activities of an independent nature
by an individual service provider within a Contracting State if the service provider
is present in the territory of such Contracting State for a period or periods exceeding
in the aggregate 183 days within any twelve month period.67 In addition, the fur-
nishing of services, including consultancy services, by an enterprise through
employees or other personnel engaged by the enterprise for such purpose, will
create a permanent establishment if the activities continue (for the same or a con-
nected project) within a Contracting State for a period or periods aggregating more
than six months within any twelve month period.68

65See the Canada-Mexico Tax Treaty Article 5(3). This is a temporal threshold found in the UN
Model Tax Treaty. The use of a drilling rig or ship in the other Contracting State for a period of
more than three months in any twelve-month period to explore for or exploit natural resources falls
within the definition of a permanent establishment. The Canada-Mexico Tax Treaty Article 5(4).
The term “permanent establishment” does not include a fixed place of business used solely for, or a
person engaged in, one or more of the following specified activities: the use of facilities for the
purpose of storage, display or delivery of goods belonging to the resident whose business is carried
on; the maintenance of a stock of goods belonging to the resident for the purpose of storage,
display or delivery; the maintenance of a stock of goods belonging to the resident for the purpose
of processing by another person; the purchase of goods, or the collection of information, for the
resident; or advertising, the supply of information, scientific research or similar activities which
have a preparatory or auxiliary character The Canada-Mexico Tax Treaty Article 5(6).
66The Canada-Mexico Tax Treaty at Article 5(7). The mere fact that a non-resident controls or is
controlled by a company which is a resident of the host country, or carries on business in the host
country, whether or not through a permanent establishment, will not, in and of itself, result in
either company being a permanent establishment. The Canada-Mexico Treaty at Article 5(8).
67The Canada-Mexico Treaty Article 7(c).
68Canada-Mexico Tax Treaty at Article 7(b). For the purposes of computing the time limits the
activities carried on by an enterprise associated with another enterprise within the meaning of
Article 9 shall be aggregated with the period during which the activities are carried on by the
associated enterprise, if the activities of both enterprises are identical or substantially similar.
Canada-Mexico Treaty Article 7(c).
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The Canada-US Tax Treaty

The Fifth Protocol to the Canada-US Tax Treaty also eliminated the independent
personal services article from the Treaty and introduced a similar provision to the
permanent establishment article with respect to non-resident service providers.69

Under the new provision, an enterprise providing services in the host country is
deemed to have a permanent establishment in that country if it meets one of two
thresholds. First, a permanent establishment is deemed to exist if services are
performed in the host country by an individual who is present there for a period
aggregating 183 days or more in any twelve month period and, during that period,
more than fifty percent of the gross active business revenues of the enterprise
consists of income derived from the services performed in the host country.70

Second, a permanent establishment is deemed to exist if the services are provided in
the host country for a period aggregating 183 days or more in any twelve month
period and are provided with respect to the same or a connected project for cus-
tomers who are either residents of the other country or maintain a permanent
establishment in the other country and the services are provided in respect of that
permanent establishment.71 Thus, a non-resident service provider in the host
country providing independent personal services who satisfies one of the thresholds
is deemed to have a permanent establishment in the host country and is therefore
subject to tax by the host country on the business profits attributable to the per-
manent establishment. The permanent establishment is deemed to exist even though
the non-resident service provider does not have a fixed place of business or a
dependent agent with authority to contract in the host country.72

What is the practical effect of these differences under the Canada-US Tax Treaty
as compared to the other tax treaties in the NAFTA Block? Under the national laws
of all three counties in the NAFTA Block, income generated by a non-resident
service provider within that country’s borders are potentially subject to host country
taxation. As will be discussed in Example 1 later in this Chapter, non-resident
service providers in the NAFTA Block will find themselves liable for host country

69The Canada-US Tax Treaty Article V(9), amended by Article III(2) of the Fifth Protocol.
70Ibid.
71In judicial proceedings, the Canadian tax authorities were unsuccessful in taxing a US consultant
and US engineer providing services in Canada for extended periods of time on the basis that the
non-residents did not have a permanent establishment in Canada. See for example The Queen v
Dudney, supra note 60, and Wolf v The Queen, 2002 FCA 96, [2002] 3 CTC 3. Also see Arnold
(2008) for an analysis of the amended definition of permanent establishment by the Fifth Protocol.
72Canada-US Tax Treaty, Article V(9), amended by Article III(2) of the Fifth Protocol. The Fifth
Protocol deletes Article XIV (Independent Personal Services) of the Canada-US Tax Treaty. Under
the Independent Personal Services Article, generally, compensation for personal services per-
formed by a self-employed, non-resident alien in the host country was taxed by that country, if the
individual has or had a fixed base in the host country, but only to the extent the compensation is
attributable to the fixed base. Thus, income from independent personal services was treated
similarly to business profits under Article VII (Business Profits).
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taxation under very different circumstances than their non-resident NAFTA coun-
terparts as a result of the operation of the specific tax treaty. For example, under the
Canada-Mexico Tax Treaty, assuming the service provider has no permanent
establishment in the host country, host country liability is based a simple time test:
183 days. If the non-resident service provider is present in the other Contracting
State for more than 183 days the tax treaty exemption no longer applies. In contrast,
under the Canada-US Tax Treaty both a time test and a gross profits test must be
met before a host county may exercise its domestic right to tax.

Non-resident service providers may also find themselves subject to tax on a very
different basis. A US service provider, if liable to tax in Mexico, the tax liability is
based on income under the independent personal services article and not profits as
would be the case under the other tax treaties in the NAFTA Block that treat income
from independent personal services as business profits.

One feature that each of the tax treaties do share in common is the lack of a
non-discrimination principle where the non-resident service provider does not have
a permanent establishment in the source State. The tax treatment of a non-resident
service provider will be based entirely on domestic law and administrative practice
in the source State or any applicable trade agreement.

Article 15: Dependent Personal Services73 (Income from Employment)

Employees may also provide services cross-border. Assuming the services fall
within the dependent personal service article, in contrast to Article 16 (Directors) or
Article 17 (Artist and Sportsmen) for example, the following treaty provisions
apply.

The Canada-US Tax Treaty

Generally, the income of an employee will remain taxable in their country of
residence unless the services are performed in the other country.74 Even when the
employment is exercised in the other country,75 the right to tax remains with the
country of residence provided that: (1) the employee earns less than $10,000 or

73Before 2000, the title of Article 15 of the OECD Model Tax Treaty referred to “Dependent
Personal Services” in contrast to Article 14, “Independent Personal Services”. As a result of the
elimination of Article 14 in the OECD Model Tax Treaty, Article 15 was changed to “employ-
ment”—a term thought to more commonly describe the activities to which the Article applies.
74The Canada-US Tax Treaty Article XV. These exemptions do not apply to public entertainers
(such as theatre, motion picture, radio or television artists, musicians or athletes) who derive more
than US $15,000 in gross receipts for activities in the US in a calendar year (Article XVI).
75According to the OECD Commentary, “employment is exercised in the place where the
employee is physically present when performing the activities for which the employment income is
paid.” OECD Commentary on Article 15 paragraph 1 (added 23 October 1997). This is so
regardless of whether the results of the work are exploited in the other State.

3.2 The North American Free Trade Agreement 69



(2) the employee is present in the other country less than, in the aggregate, 183 days
in that year,76 and the remuneration is paid by or on behalf of an employer who is
not a resident of the other country, and is not borne by a permanent establishment or
a fixed base that the employer has in the other country.77

If one hires a Canadian employee, Article XV will result in US taxation only
when the employee is present in the US for periods exceeding 183 days out of the
year, or where the employment is exercised in the US and the remuneration is
“borne by”78 an employer who is a resident of the US, or by a permanent estab-
lishment or fixed base which the employer has in the US and payment exceeds US
$10,000.

A complete exemption from taxation in the other Contracting State is also
provided in respect of an employment regularly exercised in more than one state on
a ship, aircraft, motor vehicle or train operated by a resident of the other
Contracting State.79

The US-Mexico Tax Treaty and the Canada-Mexico Tax Treaty

Both the US-Mexico and Canada-Mexico Tax Treaties follow the basic provisions
of the OECD Model Tax Treaty. Pursuant to Article 15(1), salaries, wages, and
other similar remuneration are generally taxable only in the State of residence.

76The wording of The Canada-US Tax Treaty Article XV closely complies with the OECD Model
Tax Treaty. Article 15 used to refer to a presence in the other contracting state “for a period or
periods not exceeding in the aggregate 183 days in the fiscal year concerned.” The change, to add
the words “in the year,” is intended to eliminate differences in tax treatment that were based solely
on the carefully planned timing of the employee’s arrival. For example, under the former wording
an employee could straddle two fiscal terms and remain for periods in excess of 183 days, and still
avoid host country taxation. Under the new wording, this form of planning according to the OECD
Commentaries will no longer be possible. The commentaries also assist in calculation of the
183-day period. It is the OECD’s position that any day of physical presence in the host country,
including days of departure and arrival, sick days, and holidays should be included in the com-
putation. The changes to the article were the result of a 1984 report entitled Organization for
Economic Co-operation and Development, “Taxation Issues Relating to the International Hiring
Out of Labour.” Adopted by the OECD Council 24 August 1984, published in Trends In
International Taxation (Paris: OECD, 1985).
77The Canada-US Tax Treaty Article XV.
78The US view is that “borne by” in this context means the wages or salary are deductible by the
US entity. Thus if a Canadian employed at the Canadian permanent establishment of a US based
company performs services in the US and receives more than US $10,000, that income is not
exempt from US tax. If a foreign employer pays the salary of an employee, but the host country or
a permanent establishment reimburses the foreign employer and deducts the expense, the condi-
tions of (b) or (c), as the case may be, will not have been met. See the US Treasury Department,
Technical Explanation of the Convention between the United States of America and Canada with
Respect to Taxes on Income and on Capital (signed 26 September 1980, Washington D.C) as
amended [Canada-US Tax Treaty Technical Explanation]. The Canadian view, although similar,
extends the notion of “borne by” an employer to include a determination of who directs the
employee on a day-to-day basis rather than simply who pays the employee’s salary.
79Canada-US Tax Treaty Article XV(3).
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However, as is the case with the Canada-US Tax Treaty, if the employment is
exercised in the other Contracting State, such remuneration may be taxed in that
other State if certain conditions are met. Specifically, under the US-Mexico Tax
Treaty, if a taxpayer seeks to remain taxable solely in the country of residence
(1) the recipient cannot be present in the other State for a period or periods
exceeding 183 days in a twelve month period; (2) the remuneration cannot be paid
by, or on behalf of, an employer who is a resident of the other State; and (3) the
remuneration cannot be borne by a permanent establishment or fixed base which the
employer has in the other State.

A US resident who works in Mexico but is paid by a US company with no
permanent establishment in Mexico will not be taxable in Mexico unless the time
limit of 183 days is exceeded. A Mexican employee working in Canada for less
than 183 days, in contrast, will be taxable in Canada under the Canada-Mexico Tax
Treaty once the remuneration earned exceeds $16,000 Canadian dollars (or its
equivalent in Mexican pesos).80 Mexican employees will also be taxable in Canada
if their stay exceeds 183 days in any twelve-month period commencing or ending in
the calendar year concerned or if the wages or salaries are borne by an employer in
Canada, or by a permanent establishment that the employer has in Canada.

If one examines the potential mobility of employees under the three treaties it
becomes apparent that the most restrictive provisions apply to Americans or
Mexicans working in the other’s country. Host country taxation begins at zero
dollars earned and sourced (paid or borne by) in the host country. In the case of the
Canada-Mexico Tax Treaty host country taxation begins at $16,000 Canadian
dollars or the equivalent in pesos if the income is sourced in Mexico. The
Canada-US Tax Treaty is slightly less generous, in exempting income at source,
imposing host country tax on employment income earned and sourced in the other
country beginning at $10,000 Canadian dollars assuming the income is earned in
Canada, or $10,000 US if the income is sourced in the US.

Article 24: Non-discrimination

Each of the tax treaties currently in force in the NAFTA Block also impose
non-discrimination obligations on the source State.81 These vary widely both with
respect to what obligations have been assumed and who they have been assumed
by. The non-discrimination obligations found in the tax treaties are also much
narrower than the non-discrimination obligations in trade agreements in the case of
a non-resident.

80The Canada-US Tax Treaty Article XV goes on to add “or such amount as may be specified and
agreed in letters exchanged between the competent authorities of the Contracting States.”
81Canada-US Tax Treaty; See the Canada-Mexico Tax Treaty Article 22 and the US-Mexico Tax
Treaty Article 25.
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The Canada-US Tax Treaty

The non-discrimination obligations in the Canada-US Treaty generally follow the
OECD. Article XXV(1) establishes a prohibition against discrimination against
nationals of the US or Canada who are resident in the other’s country.82

Specifically, nationals of one Contracting State cannot be subjected to taxation in
the other Contracting State or any requirement connected therewith that is “more
burdensome than the taxation and connected requirements to which citizens of that
other State in the same circumstances83 are or may be subjected.”84 As well,
individual citizens cannot be subjected to taxation requirements that are more
burdensome than those imposed on similarly situated citizens of any third State.
Any benefit available to a citizen in a third State that has a tax treaty with Canada
would also be available to a citizen living in that Contracting State.85 Thus, a
Canadian citizen residing in Mexico, but earning income in the US, could avail
themselves of any tax treaty benefits available to a Mexican citizen living in Mexico
and earning income in the US. Special provisions are also included to deal with
married individuals and with dependent deductions.86

In the case of business enterprises, limited protection against tax discrimination
is provided. Specifically, tax on a permanent establishment located in the other
Contracting State cannot be less favourably levied than the taxation levied on
residents of the other State carrying on the same activities.87 There is also an
obligation to provide a deduction for interest, royalties and other disbursements
paid by an enterprise of one State to a resident of the other; such amounts should be
deductible in calculating taxable profits under the same conditions as those paid to a
resident of the same State.88

82Note that the provision does not prohibit discrimination against non-residents. The prohibited
discrimination is discrimination based on nationality.
83Article XXV(1) deviates in two ways from the OECD Model Tax Treaty. First it eliminates the
words “other or” from the article. The prohibited behaviour is thus taxation that is simply more
burdensome. Second, instead of referring to in the same circumstances, particularly with respect to
residence, this treaty states refers to being in the same circumstances “particularly with respect to
world-wide income.” This reflects the fact that the US also taxes on the basis of citizenship.
84Canada-US Tax Treaty Article XXV(1).
85Canada-US Tax Treaty Article XXV(2).
86Canada-US Tax Treaty Articles XXV(3)–(4).
87See the Canada-US Tax Treaty Article XXV(5). Notwithstanding this general obligation, there is
no obligation to provide national treatment with respect to personal allowances or reliefs on
account of civil or family matters on dividend treatment.
88Canada-US Tax Treaty Article XXV(7).
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In the case of a resident but foreign controlled corporation, Article XXV(4) of
the Canada-US Tax Treaty provides only most favoured nation treatment with
respect to taxation and related requirements.89

A somewhat unusual provision in Article XXV(8) of the Canada-US Tax Treaty
also allows for the deduction of convention or meeting expenses if the function is to
be held in the other Contracting State. This provision was apparently considered
necessary due to a prohibition in US domestic law to the deduction of convention
expenses where the event is held outside the country.90

Despite Article II of the Canada-US Tax Treaty, which limits the taxes covered
in the case of Canada to taxes imposed under the Income Tax Act, Article XXV(9)
of the tax treaty extends the obligation of non-discrimination to “all taxes imposed
by a Contracting State.” This would include, in the case of Canada, the GST, but
not provincial or local taxes. To the extent that such provincial or local taxes are
considered contrary to trade obligations, including national treatment or most
favoured nation obligations, resort to the NAFTA or the WTO procedures would
presumably be available.

The US-Mexico and the Canada-Mexico Tax Treaties

Both the Canadian and US tax treaties with Mexico provide that nationals of a
Contracting State may not be subjected in the other Contracting State to any tax-
ation or connected requirements that are other or more burdensome than the tax-
ation or connected requirements to which the nationals in the other State in the same
circumstances are subjected.91 The income of business enterprises is also subject to
a non-discrimination obligation. Under both tax treaties, taxation cannot be less
favourably levied by the source State on a permanent establishment of a resident of
the other Contracting State, than the taxation levied on residents of the other State
carrying on the same activities.

89See the Canada-US Tax Treaty Article 25(4). This non-discrimination provision is not as broad
as that normally sought by the US, or as contained in the OECD Model Tax Treaty as it provides
most favoured nation treatment, but not national treatment to foreign controlled corporations. The
most obvious example of the limitations of the article is the small business tax credit that is
available under the Canadian ITA exclusively to Canadian controlled private corporations, and is
therefore unavailable to US subsidiaries. A number of other important tax concessions are also
available only to Canadian taxpayers. The Canada-US Tax Treaty also provides only most
favoured nation treatment to citizens of one State that are not resident in the other. As previously
discussed, all discrimination matters falling within the scope of the Canada-US Tax Treaty must be
resolved under the Treaty.
90See the Canada-US Tax Treaty Technical Explanation at Article XXV(8). This prohibition has
since been relaxed in favour of conventions held in North America.
91Neither Contracting State is required to provide to a resident of the other Contracting State the
same personal exemptions and deductions that it provides to its own residents to take account of
marital status or family responsibilities.
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Despite the commonalties among the three NAFTA Tax Treaties there are also
significant differences. For example, unlike the non-discrimination obligation in the
Canada-US Tax and Canada-Mexico Tax Treaties that apply only to the
Contracting States, the non-discrimination obligation in the US-Mexico Tax Treaty
extends to all taxes imposed by a Contracting State, political subdivision or local
authority. As will be discussed, a 2003 Protocol to the US-Mexico Tax Treaty also
further limits any non-discrimination obligation with respect to tax measures with
an express proviso in the treaty that “the provisions of any other agreement shall not
apply to a taxation measure unless the competent authorities agree that the measure
is not within the scope of Article 25 (Non-Discrimination) of this Convention.”92

Other differences in the non-discrimination provisions in the tax treaties in force
between the signatories in the NAFTA Block include the tax treatment of a cor-
poration resident in one Contracting Sate but controlled by nationals of another. For
example, unlike the Canada-US Tax Treaty, Article 25(5) of the US-Mexico Tax
Treaty requires that a Contracting State not impose other or more burdensome
taxation or connected requirements on a company that is a resident of that State but
that is wholly or partly owned or controlled, directly or indirectly, by one or more
residents of the other Contracting State. Thus, in contrast to the Canada-US or
Canada-Mexico Tax Treaties, a form of national treatment rather than most
favoured nation treatment is provided to foreign corporations resident in the other
Contracting State.

In summary, the non-discrimination article in the US-Mexico Tax Treaty is
much broader in scope than the non-discrimination article in the Canada-US Tax
Treaty and the Mexico-Canada Tax Treaty with respect to the persons who impose
the tax. The US-Mexico Tax Treaty will therefore have primacy in a broader range
of circumstances. One result of this will be that recourse to both the NAFTA and
the WTO dispute resolution procedures will be more limited under the US-Mexico
Treaty than under either of the other treaties.

The following provides a summary of the taxes covered in the
non-discrimination articles in each of the NAFTA tax treaties (Table 3.1).

3.2.3.4 Non-discrimination, Taxation Measures and Treaty
Interpretation

As discussed, discipline over taxation measures was for the most part carved out of
both the NAFTA and the GATS. This was largely at the insistence of the United
States, whose negotiators wanted such matters dealt with under the more

92Article 1(3)(b) of the Second Additional Protocol that modifies the US-Mexico Tax Treaty.
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‘diplomatic’, competent authority procedure under its bilateral tax treaties.93 This
preference is clearly reflected in the language of the US tax treaties in the NAFTA
Block.

For example, in the case of the Canada-US Tax Treaty, the tax treaty itself
addresses the potential role of the WTO in resolving tax matters. Specifically, the
Third Protocol amended Article XXIX of the tax treaty to include new provisions
for purposes of the application of Article XXII(3) of the GATS. The amendment
provides that for the purposes of GATS, Canada and the US agree that a tax
measure will fall under the tax treaty if it relates to Article XXV
(Non-Discrimination) or, if it does not relate to non-discrimination, it falls within
another tax treaty provision, but only to the extent that the measure relates to a

Table 3.1 Non-discrimination obligations in the NAFTA block tax treaties

Canada-US Canada-Mexico US-Mexico

Taxes covered Taxes on income and
capital
Gov’t of Canada the
Income Tax Act
US federal income taxes
under Internal Revenue
Code (1986)

Taxes on
income
Gov’t of
Canada: the
Income Tax Act
Mexico income
tax under
income tax law

Taxes on income
Mexico-Income tax under
income tax law
US taxes under the
Internal Revenue Code

Non-
discrimination

Covers all taxes imposed
by a contracting State
Although GST covered by
tax treaty NAFTA, Article
2103(3) overrides (2) and
NAFTA applies to goods

Applies to all
taxes imposed
by a
contracting
State
Until 2006:
Covered taxes
that are
“subject” to the
treaty

Applies to all taxes
imposed by a Contracting
State, political
subdivision or local
authority. Second
protocol, November 2002
states that interpretation
issues are to be decided
under the competent
authority procedure in the
tax treaty

93All of the tax treaties signed among the NAFTA countries contain a provision establishing a
Mutual Agreement Procedure for resolving treaty disputes. This procedure is the umbrella for a
number of important aspects of taxpayer relief. For example, under the Mutual Agreement
Procedure, if a taxpayer believes the actions of one or both of the Contracting States will result in
taxation not in accordance with the provisions of the treaty, the taxpayer may present the case in
writing to the Competent Authority of the State in which the taxpayer is a resident or national. If
relief appears to be justified and the contracting state of residency cannot arrive at a satisfactory
solution, the Competent Authorities of both contracting states will attempt to resolve the case by
mutual agreement. In addition to attempting to resolve disputes arising as to the interpretation or
application of a provision in a Canada-US Tax Treaty, the Competent Authorities of the con-
tracting states may consult together regarding disputes not provided in the various Conventions.
The Mutual Agreement Procedures of the Canada-US Tax Treaty and the US-Mexico Tax Treaty
also contain binding arbitration provisions if a dispute cannot be resolved.
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matter dealt with in that tax treaty provision.94 The tax treaty also clarifies that
notwithstanding Article XXII of the GATS, any doubt as to the interpretation of the
scope of a treaty provision, and specifically whether the tax treaty applies, will be
resolved under the mutual agreement procedure of the tax treaty.95

In the case of the US-Mexico Tax Treaty, a Second Protocol was signed on
November 26, 200296 to further clarify the primacy of the tax treaty. This Protocol
is very explicit and far-reaching. The Protocol provides that no other agreement to
which the US and Mexico are parties shall apply with respect to taxation measures
unless the competent authorities agree that the measure is not within the scope of
the non-discrimination provisions of Article 25 of the US-Mexico Treaty.97

Accordingly, absent agreement by both the competent authority of Mexico and the
United States, no national treatment obligation undertaken by the Contracting States
in any other agreement shall apply to that taxation measure.98

The first Canada-Mexico Tax Treaty was in existence prior to the entry into force
of the GATS. In consequence, although the Canada-Mexico Tax Treaty was silent
about the role of the GATS, according to the GATS understanding, the
non-discrimination article in that tax treaty would have primacy over the GATS
national treatment obligations. As well, the Parties would be subject to the GATS
requirement that both parties must consent to have the issue of the treaties scope
settled by the Council for Trade in Services.99 The second Canada-Mexico Treaty,

94See the Canada-US Tax Treaty Article XXIX at para 6. This clarification of the role of the tax
treaty was considered necessary, notwithstanding that the Protocol was grandfathered under the
GATS provisions, as the Third Protocol also extends the non-discrimination article of the Treaty to
“all taxes imposed by either contracting state.” Apparently, the negotiators wanted to ensure that
these new taxes (including the GST) would be subject to the Tax Treaty dispute resolution
mechanism. The amendment to Article XXIX of the Canada-US Tax Treaty to limit the role of the
WTO was of no surprise given the very strong position taken by the US during the Uruguay
Round.
95Canada-US Tax Treaty Article XXIX.
96Second Protocol to the US-Mexico Tax Treaty Article 1, para 3(b).
97A “measure” is defined broadly to include a law, regulation, rule, procedure, decision, admin-
istrative action, or any other form of governmental action or guidance: Ibid.
98Read literally, this would provide paramountcy to the Canada-US Tax Treaty over the NAFTA
obligations in Article 2103(3) with respect to taxation measures affecting the national treatment
obligation and goods, as well as certain excise taxes. The NAFTA is clear that it has paramountcy
over any tax convention in these circumstances. Notwithstanding, the treaty protocol purports the
converse. One explanation for this apparent inconsistency is that the obligations under NAFTA
Article 2103(3) relate primarily to goods while the obligations under the Canada-US Tax Treaty
relate to citizens, nationals and business enterprises. It does not necessarily follow, however, that a
tax measure will not fall under both sets of obligations. According to the Canada-US Tax Treaty
Technical Explanation any question arising as to the interpretation or application of the tax treaty,
and in particular whether a taxation measure is within the scope of the treaty, shall be resolved
exclusively in accordance with the provisions of the Mutual Agreement Procedure in the treaty.
99The GATS, Article XXII(3).
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which entered into force in 2007, now specifically includes this latter requirement in
Article 23(4).

None of the tax treaties between the signatories of the NAFTA Block expressly
refer to the role of the NAFTA. A fairly comprehensive interpretation of Article
2103 of the NAFTA which addresses tax measures was provided by the House
Ways & Means Committee and the Senate Finance Committee in a report to
Congress. This report was incorporated into the Congressional Record in November
of 1993.100 The Committee interprets the provisions as follows:

Related to Article 2103(2),

1. “The Committee understands that, in the case of parallel rights and obligations
under a tax convention and NAFTA, only the tax convention’s procedural
provisions with respect to such rights and obligations shall be used and, thus, the
tax convention, subject to certain provisions and understandings […] shall
prevail.”

2. “The Committee understands that rights or obligations in respect of a tax must
be addressed by the terms of the tax convention if the tax convention is to
prevail over NAFTA in accordance with paragraph 2.”

3. “Under the terms of tax conventions between NAFTA countries, the competent
authorities of the Parties are to resolve by mutual agreement any difficulties or
uncertainty with respect to the interpretation or application of the tax conven-
tions. Therefore, the Committee understands that the competent authorities
designated by the terms of the tax conventions shall determine whether the tax
convention is to prevail over NAFA in accordance with paragraph 2.”

Further,

4. “The Committee understands that, with respect to rights and obligations not
subject to a tax convention, those rights and obligations may be subject to the
NAFTA to the extent provided for in Article 2103. For example, the provisions
of a tax convention requiring non-discriminatory treatment may not address
certain aspects of discrimination against foreign service providers resulting from
a Party’s grant of tax relief or reduction in income tax to consumers of that
service. To the extent that such discrimination is not addressed in a tax con-
vention, such discrimination may be subject to the provisions of NAFTA to the
extent provided for in paragraph 4, which imposes certain national treatment and
most-favoured nation requirements on taxation measures in certain cases.”
[Emphasis added.]

It would appear that the US Senate Finance Committee is of the view that the
NAFTA could be interpreted to allow for the challenge of a taxation measure that
violates a NAFTA obligation if the alleged discriminatory measure is not specifi-
cally dealt with by a provision of a tax treaty. Put differently, the US Senate Finance

100See Senate Proceedings and Debates of the 103rd Congress, First Session, 139 Cong Rec
S16092–01, S16108 (18 November 1993) [Senate Proceedings of the 103rd Congress].
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Committee did not interpret Article 2103(2) as precluding a challenge under the
NAFTA merely because a tax treaty was in place. This may have little practical
effect given the NAFTA does not apply to taxation measures other than as provided
in Article 2103.

If a dispute occurs with respect to a taxation measure in circumstances in which
both the WTO Agreement and the NAFTA may apply, the NAFTA sets out the
choice of forum rules for resolving the dispute.101 In general the choice is up to the
complaining party.102

3.2.3.5 Potential Tax Discrimination: Examples

The following provides examples of differences in the tax treatment of service
providers who provide services within the NAFTA Block. In particular it considers
permitted differences in tax treatment based on the carve out for tax measures from
the most favoured nation and national treatment obligation under the NAFTA and
the rights and obligations assumed in each of the tax treaties.

Most Favoured Nation Treatment

Example 1 Independent Personal Services
George Simpson is a Canadian telecommunications engineer specializing in train
radio systems. He currently has a number of clients (both Canadian and American)
but his major clients are B&B Railroad and O&Y Railroad. Both issued a request
for proposal for a new radio system for their trains. The successful bidder will be

101The NAFTA Article 2005.
102However, dispute settlement proceedings initiated under the NAFTA or the WTO Agreement
precludes the initiation of proceedings under the other forum. The ability to choose the forum for
dispute resolution clearly provides an advantage to the complaining party, who will obviously
choose a forum with rules most favourable to the success of its case. The United States, for
example, pursued its case against Canadian policies in respect of periodicals through the WTO
rather than NAFTA because, unlike NAFTA, the WTO Agreement does not contain an exception
for cultural matters: Canada-Certain Measures Concerning Periodicals, Report of the Appellate
Body, June 30, 1997, WT/DS31/AB/R [Sports Illustrated]. Conversely, Canada, which had little
success in avoiding the imposition of countervailing and dumping duties for softwood lumber
under the NAFTA, chose to argue its case before the WTO where it could rely on the GATT
Subsidies Code rather than US domestic law for a finding of whether there was in fact a subsidy.
Given that the parties in the NAFTA block have assumed more extensive obligations with respect
to the cross-border trade in services under NAFTA, it is likely that it will more often be the
preferred forum for dispute resolution. If the dispute relates to a tax matter, reference must be made
to the applicable Canada-US Tax Treaty, as both the GATS and the NAFTA specify that bilateral
tax treaties take precedence in all but very limited exceptions with respect to matters covered in the
applicable Canada-US Tax Treaty.
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required to remain in the US for approximately 6-8 months to complete the jobs,
primarily completing installations on railroad trains. Manuel Perez is also a
telecommunications engineer, trained at MIT but now living in his hometown of
Guadalajara, Mexico. Both George and Manuel are interested in the job. At issue is
whether they will be liable for US tax. If so, the applicable US tax rate will be fatal
to the competitiveness of their bid. George should be able to avoid US tax liability.
Manuel will not. The reasons are as follows.

George will be subject to US tax if he has a permanent establishment in the US
and then to the extent of the profits attributable to that permanent establishment.
George will be deemed to have a permanent establishment in the US if he performs
services in the US, is present there for a period aggregating 183 days or more in any
12-month period and, during that period, more than fifty percent of his gross active
business revenues consists of income derived from the services performed in the
US.103 George will also be deemed to have a permanent establishment in the United
States if the services are provided in the US for a period aggregating 183 days or
more in any twelve-month period and are provided with respect to the same or a
connected project for customers who are either residents of the other country or
maintain a permanent establishment in the other country and the services are pro-
vided in respect of that permanent establishment.

However, even if George remains in the US for more than 183 days to complete
the work, he will not be subject to US tax unless more than fifty percent of his gross
active business revenue consists of income derived from the US. George also has a
Canadian client base. To the extent that he is able to generate sufficient revenue
from this Canadian base he will avoid US tax liability. George will also avoid being
caught under the second deeming rule notwithstanding his stay in the US of more
than 183 days because the services are not being provided with respect to the same
or a connected project. The services are being supplied to different customers.

Manuel will not fare as well. Under the independent personal services article in
the US-Mexico Treaty, Manuel will become subject to US tax liability once he
remains in the US for 183 days. Has the US violated its most favoured nation
obligation to Manuel under the GATS or the NAFTA? The answer is no. There is
no most favoured nation obligation under the NAFTA and such differences in tax
treatment are considered totally acceptable under the GATS provided they are the
result of a tax treaty.

The above example provides an illustration of how differences in tax treatment
are permitted in the NAFTA Block, despite most favoured nation obligations
assumed under a trade agreement. There is no cause for complaint under any of the
tax treaties or trade agreements that currently operate in the NAFTA block.

Sometimes the answer to the questions “Has tax discrimination occurred?” and if
so, “Does the tax treaty apply?” are not as obvious. Consider the following two
examples, which are purely hypothetical and relate to the national treatment
obligation.

103Canada-US Tax Treaty Article VII.
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National Treatment

Example 2 Goods and Services Tax (GST)
An additional GST surcharge of 1% is introduced by the Government of Canada
that will apply to any services provided by a non-resident if their gross income from
the provision of services in Canada exceeded CDN $70,000 in the prior year.
Dianna, a US resident providing consulting services in Canada is advised that she is
obliged to collect and remit this additional tax. Has the national treatment obligation
under the NAFTA been violated? Although the GST surcharge prima facie violates
the national treatment obligation found in NAFTA Article 2103(4)(b), the answer is
unclear.

The national treatment obligation under the NAFTA104 (and the GATS if
applicable)105 prohibits a government from using sales taxes, excise taxes and value
added taxes (VAT) to discriminate against cross-border service providers or, in the
case of the NAFTA, their investments. In the ordinary case this would include a tax
like the GST. However, a literal interpretation of the NAFTA carve-out for tax
measures may result in the Canada-US Tax Treaty selectively overriding this
national treatment obligation. Article 2103(2) of the NAFTA provides that nothing
in the NAFTA “shall affect the rights and obligations of any Party under any tax
convention. In the event of any inconsistency…the convention shall prevail.” The
non-discrimination article in the Canada-US Tax Treaty applies to all taxes imposed
by a Contracting State. Dianna is a non-resident of Canada and in these circum-
stances has no rights under the tax treaty. Further, Canada owes no obligation of
non-discrimination to her. To find a right or an obligation under the NAFTA would
thus be inconsistent with the tax treaty.

On the other hand, one might adopt the logic of the US Finance Committee, who
opined that “with respect to rights and obligations not subject to a tax convention,
those rights and obligations may be subject to the NAFTA to the extent provided
for in Article 2103.”106 If one accepts this view, this GST measure, in addition to
being offensive in tax policy terms, would be contrary to the national treatment
obligation under the NAFTA.

Is there a remedy for Dianna’s plight under the GATS? Likely not. At issue will
be the meaning of the words in the Third Protocol to the Canada-US Tax Treaty,
which provides that for the purposes of the GATS, Canada and the US agree that a
measure will fall under the tax treaty if it relates to Article XXV
(Non-Discrimination). This matter relates to Article XXV which applies to all taxes
imposed by the Government of Canada. The obligation to provide national treat-
ment and thus the protection against discrimination is simply not provided. The

104The NAFTA Article 2102.
105The GATS Article XVII. Assuming a commitment has been by the country in that sector in their
Schedule of Commitments.
106Senate Proceedings of the 103rd Congress at S16108.
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argument against a successful claim under the GATS is further reinforced by the
wording of Article XXII(3) of the GATS. It provides that a Member may not invoke
the national treatment article with respect to “a measure of another Member that
falls within the scope of an international agreement between them relating to the
avoidance of double taxation.” As the matter of non-discrimination and indirect
taxation is addressed in Article XXV of the tax treaty, the wording of Article XXII
(3) of the GATS would appear to preclude a complaint. At issue will be how Article
XXII(3) is interpreted, and in particular, what is considered to fall within the scope
of a tax treaty.

In summary, notwithstanding that Article II of the Canada-US Tax Treaty
restricts the application of the tax treaty provisions to taxes covered under the
Income Tax Act in the case of Canada, and the Internal Revenue Code of 1986 in
the case of the US (and certain other identified taxes), the scope of the
non-discrimination article in the tax treaty is crafted to be considerably broader. If
read literally, and in conjunction with Article XXII(3) of GATS, it would appear
that any dispute about any direct or indirect tax measures affecting trade in services
that are imposed by the US or Canada must be resolved under the tax treaty.

A careful examination of each of the bilateral tax treaties signed by the NAFTA
signatories is required to determine precisely what obligations are assumed under
the tax treaty and how these relate to the obligations assumed by the particular
country under the NAFTA and the GATS. The answer to both questions is pre-
liminary to a determination of whether discrimination has occurred and, if so, what
potential remedy is available. Consider the following two examples.

Example 3 Provincial/State Tax Measures
The Province of Alberta allows businesses to deduct all amounts paid to resident

service providers. Alberta does not allow businesses to deduct amounts paid to
non-resident service providers in excess of $100,000 for a taxation year. An Alberta
client denies a US engineer, earning income of excess of $100,000 in Calgary,
Alberta further work. The US government seeks to challenge the Alberta tax
measure tax as a violation of the national treatment obligation under Article 2103(4)
(b) of the NAFTA. Is the dispute resolution procedure under the NAFTA the
appropriate dispute resolution forum? The answer is yes.

The non-discrimination article in the Canada-US Tax Treaty applies only to tax
levied by the Government of Canada. Provincial tax measures are not covered by
the tax treaty, except for the limited purpose of defining the scope of the obligation
of the other Contracting State to provide relief from double taxation.107 Thus, a
dispute about a discriminatory provincial income tax measure can be brought under
the NAFTA. Whether or not a claim can be made under the WTO dispute resolution
procedures will depend on the specific commitments and exemptions claimed by
Canada in its schedule to the GATS.108

107Canada-US Tax Treaty Article XXVII(7).
108See discussion in Chap. 2 at 2.2.1.2.
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The same is true if the engineer were from Mexico. The Canada-Mexico Tax
Treaty applies only to taxes imposed by the Government of Canada and not to taxes
imposed by the provinces. Thus the Mexican government can also challenge the tax
as being in violation of the national treatment obligation under the NAFTA.

However, it would appear that the measure could not be challenged under the
NAFTA if the deduction was denied to a Mexican service provider and the
non-discrimination article of the US-Mexico Tax Treaty applied. This conclusion
follows from the wording of the US-Mexico Tax Treaty, which states that it applies
to all taxes, imposed by a Contracting State, political subdivision or local authority.
As a result, it would appear that any dispute about a California measure that affects
non-resident fees earned in California must be resolved through the competent
authority procedure under the US-Mexico Tax Treaty.109

3.2.3.6 Non-discrimination Obligations: The NAFTA and the GATS
Compared

Because the Parties to the NAFTA are also signatories to the WTO Agreement, the
non-discrimination obligations included in the NAFTA are of relevance only if they
operate to expand the non-discrimination obligations that apply to non-residents
under the GATS. If not, the NAFTA Parties may continue to rely on the
non-discrimination obligations in the GATS.110

Most Favoured Nation Treatment

Recall that under the GATS, the non-resident service providers of other Members
must be accorded most favoured nation with respect to all tax measures, subject to a
tax treaty, but that the measure must not be arbitrary or a disguised restriction on
trade (‘the chapeau’). Members may therefore challenge a direct or indirect tax
measure that violates the most favoured nation obligation under the GATS either
because the difference in tax treatment is not the result of a tax treaty or does not
meet the requirements of the chapeau.

109Article 25(4) of the US-Mexico Tax Treaty requires that the amounts paid to a non-resident be
Deductible in determining the taxable profits of a resident under the same conditions as if it had
been paid to a resident. Assuming the non-discrimination obligation also applies to the State of
California under this Treaty Article the Mexican engineer would have a personal and direct remedy
under the tax treaty, In contrast, he would have no remedy under the tax treaty or any of the trade
agreements in the NAFTA Block if the State of California offered an additional tax credit in
respect of services performed by a resident but not a non-resident without the consent of both
competent authorities.
110If a dispute occurs with respect to a taxation measure in circumstances in which both the WTO
Agreement and the NAFTA may apply, the NAFTA sets out the choice of forum rules for
resolving the dispute in Article 2005. In general the choice is up to the complaining party.
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Parties to the NAFTA may only challenge the most favoured nation obligation
under the NAFTA with respect to indirect tax measures. However, due to the
NAFTA exception for existing non-conforming tax measures, the GATS most
favoured nation obligation remains broader.111

The following provides a summary of the most favoured nation obligations in
the NAFTA and the GATS (Table 3.2).

National Treatment

The GATS also provides for a limited national treatment obligation in respect of
direct measures, although the ability to challenge whether a direct tax measures
violates that obligation has been effectively carved out of the GATS if the measure
falls within the scope of a tax treaty. If there is no tax treaty, the measure remains
subject to the chapeau requirement that the measure must not constitute a means of
arbitrary or unjustifiable discrimination between countries where like conditions
prevail or a disguised restriction on trade in services.

The NAFTA national treatment obligation in respect of direct measures is limited
to measures that relate to the purchase or consumption of services. This obligation is
subject to a tax treaty and if it is inconsistent with the non-discrimination obligations
in a tax treaty, the tax treaty prevails. The NAFTA does not provide guidance or a
procedure to determine when the rights or obligations under a tax treaty and the
NAFTA will be inconsistent. Is there a credible argument that if the tax treaty does
not include an equivalent right or obligation it would be inconsistent with the tax

Table 3.2 Most favoured nation obligations in the NAFTA and the GATS compared

NAFTA GATS

Direct tax
measures

None Differences in treatment permitted if the
result of a tax agreement and subject to the
chapeau requirement that the measure not
constitute arbitrary or unjustifiable
discrimination or a disguised restriction on
trade

Indirect tax
measures

Most favoured nation required,
subject to a tax treaty or
grandfather clause

Differences in treatment permitted if the
result of a tax agreement and subject to the
chapeau requirement that the measure not
constitute arbitrary or unjustifiable
discrimination or a disguised restriction on
trade

111With respect to future indirect tax measures, the NAFTA provides an exceptions for “any new
taxation measure aimed at ensuring the equitable and effective imposition or collection of taxes
and that does not arbitrarily discriminate between persons, goods or services of the Parties or
arbitrarily nullify or impair benefits.” This requirement in also applies to the direct tax measures
specifically referenced in the NAFTA that relate to the purchase or consumption of services.
See NAFTA Article 2103(4)(a).
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treaty to impose one under the NAFTA?112Assuming the NAFTA obligation does
survive, notwithstanding a silent tax treaty, the non-discrimination obligation is
indirect and would apply to measures impacting the purchaser of the services and not
the service provider. As a result, the non-discrimination obligation in the GATS with
respect to direct tax measures remains the broader protection for the non-resident
service provider, although the ability to challenge whether the national treatment
obligation has been violated under the GATS is restricted if the matter falls with the
scope of a tax treaty.

In the case of indirect tax measures the GATS national treatment obligation
prima facie applies. However, as is the case with direct tax measures, a Member
cannot challenge whether a tax measure, including an indirect tax measure, is in
violation of the national treatment obligation if it falls within the scope of a tax
treaty. At issue in the NAFTA Block is whether indirect taxes fall within the scope
of a tax treaty because the non-discrimination article in each of the tax treaties in the
NAFTA Block includes all taxes, not just direct taxes. If indirect tax measures are
excluded from any challenge under the national treatment obligation under the
GATS because they fall within the scope of a tax treaty, the non-discrimination
obligation in the NAFTA with respect to indirect tax measures may be broader.

The NAFTA requires that the non-resident service provider be accorded national
treatment, subject to a tax treaty and the listed exceptions for existing
non-conforming measures. At issue under the NAFTA is whether Article 2103(2)
operates to exclude the trade law non-discrimination obligation if an equivalent
obligation is not included in the tax treaty; the reasoning being that the two
agreements are inconsistent. If the answer is yes, the national treatment obligation
under both agreements with respect to indirect tax measures are neutral if there is a
tax treaty in place. It follows that if indirect tax measures are not included in the
non-discrimination article in a tax treaty that the national treatment obligation in the
GATS would apply.

Table 3.3 The national treatment obligation in the NAFTA and the GATS compared

NAFTA GATS

Direct tax
measures

None—other than measures that
related to the purchase or
consumption of services

Carved out of the GATS if aimed at
ensuring the equitable or efficient
imposition or collection of direct taxes.
No challenge to the national treatment
obligation if the matter falls within the
scope of a tax treaty

Indirect tax
measures

Subject to the national treatment
obligation but subject to a tax
treaty and existing
non-conforming measures

Subject to the national treatment
obligation. Can be challenged under the
GATS if the measure does not fall
within the scope of a tax treaty

112See discussion supra at note 45.
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The following summarizes the national treatment obligations under the NAFTA
and the GATS (Table 3.3).

3.3 The ASEAN–Australia–New Zealand Free Trade
Agreement (AANZFTA)

3.3.1 Overview

The following provides a brief overview of the AANZFTA113 and the potential
impact of tax and trade agreements on taxpayers in the countries that are signatories
to it. The interaction of tax and trade agreements in this trade block also results in
the negation of the most favoured nation obligation and the national treatment
obligation otherwise required under trade agreements.

As discussed in Chap. 2, the GATS led the way in addressing the potential
impact of discrimination on service providers and created a new paradigm for
international trade in services. It applies to all measures by Members “affecting” all
trade in services114 and every possible mode of supply, including the cross-border
supply (Mode 1), the consumption of services abroad (Mode 2), and the
cross-border movement of service suppliers through the establishment of a com-
mercial presence (Mode 3) or in person (Mode 4).115

The GATS ‘bottom-up’ approach, including the definition of “trade in services”
with its four modes of services supply, is followed in the AANZFTA with one
exception. The exception is that a Party’s commitments in relation to the movement
of natural persons are set out in a separate schedule to the Movement of Natural
Persons Chapter (Mode 4).116

The AANZFTA is advertised as making commercially meaningful improve-
ments to existing WTO commitments across a range of services sectors, including
professional services, construction and mining-related services, education, financial
services and telecommunications.117 It includes the general GATS

113Agreement Establishing the ASEAN-Australia-New Zealand Free Trade Area, 27 February
2009 (entered into force on 1 January 2010 for eight Parties: Australia, New Zealand, Brunei,
Burma, Malaysia, the Philippines, Singapore and Vietnam. The agreement has entered into force
for all parties, including Thailand, Cambodia, Indonesia and Laos).
114The GATS Article I(1).
115See the GATS Article I(2) where the four modes for trade in services are defined in Article 1(2)
(a–d).
116See the ASEAN-Australia-New Zealand Free Trade Area (AANZFTA): Australian Guide to
Key Obligations, online: Australian Government Department of Foreign Affairs and Trade <http://
www.dfat.gov.au/fta/aanzfta/guide/australian_guide.html> Chap. 8.
117Ibid.
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non-discrimination obligations (most favoured nation and national treatment) and
specifically incorporates the GATS exceptions into the agreement, including the
GATS Article XIV(d) exception for tax measures.118

3.3.2 Most Favoured Nation Treatment

The most favoured nation obligation under the GATS requires that Member States
“accord immediately and unconditionally to services and service suppliers of any
other Party, treatment no less favorable than that it accords to like services and
service suppliers of any other country.” Deviation from this standard is permitted
only if the Member lists such measures in the Annex on Article II Exemptions and
provided the conditions for such exemptions are met.

Member States are also exempt from the most favoured nation obligation with
respect to direct tax matters119 if the obligation was assumed under an international
agreement such as a tax treaty.120 However, Members may not adopt and enforce
treaty-based measures inconsistent with the most favoured nation obligation if such
measures are “applied in a manner that would constitute a means of arbitrary or
unjustifiable discrimination between countries where like conditions prevail, or are
a disguised restriction on trade.”121

The result of this exception is that a source State may provide preferential
treatment to the non-resident service provider of a tax treaty partner, than to
non-residents in general, notwithstanding the most favoured nation obligation
assumed under the WTO Agreement. As well, service providers within smaller
trade blocks like the AANZFTA Block may be subject to different tax treatment
within their trade block as the result of the carve out from those agreements for
obligations assumed under a tax treaty.

Consider the following examples. Example 4 compares the treatment of an
Australian and Canadian service provider by the United States under the provisions
of the GATS and applicable tax treaties. Example 5 demonstrates permitted dif-
ferences in tax treatment in the AANZFTA Block.

118See the AANZFTA Chapter 15 Articles 2 and 6 and the GATS Article XIV including the
footnotes is incorporated into the AANTZFTA in Chapter 15 Article 2(1).
119See the GATS Article XXVIII(9) defining the meaning of direct taxes within the GATS as: “…
all taxes on income, on total capital or on elements of income or of capital, including taxes on
gains from the alienation of property, taxes on estates, inheritances and gifts, and taxes on the total
amounts of ages or salaries paid by enterprises, as well as taxes on capital appreciation.”
120See the GATS Article XIV(e) which states “or any other international agreement or arrange-
ment by which the Member is bound.”
121The GATS Article XI. The determination of whether the most favoured nation obligation has
been violated under this exception or under the domestic law of a Member State, or whether the
requirements for a specific claimed exemption under Article II have been met, is through the WTO
dispute resolution process. See Annex 2: Understanding on Rules and Procedures Governing the
Settlement of Disputes to the WTO Agreement.
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Example 4 The GATS
Australiacorps Conventions Inc. (Australiacorp) organizes conventions, meet-

ings and other such events at its facility in Sydney. Australiacorp’s bid to host the
next annual meeting of US Corp., a large US corporation was rejected by US Corp.,
who states a clear preference for holding its meeting in Canada. According to US
Corp. the costs of the meeting, if held in Canada, are fully deductible, but will not
be fully deductible if the meeting is held in Australia.122

Can it be argued that the US has violated its most favoured nation obligation
under the GATS by refusing to permit the deduction of meeting expenses if the
convention is held in Australia? The answer is no. The US has claimed an
exemption from the MFN obligation for all direct tax measures under the GATS.

The matter is also covered by the terms of a tax treaty. Specifically, Article
XXIV(9) of the Canada-US Tax Treaty provides for the deduction of convention
expenses to the same extent that such expenses would be deductible if the con-
vention were held in the US. The WTO Agreement expressly permits the violation
of the most favoured nation obligation if the matter is addressed in a tax treaty.
Australiacorp will have to adjust its pricing if it wants to win the contract.

Example 5 AANZFTA
Roberta, a management consultant from Sydney, has identified Vietnam as an

important emerging market. Under the Australia-Vietnam Tax Treaty123 any
income she earns in Vietnam from management and accounting services is exempt
from tax in Vietnam so long as Roberta does not have a fixed base in Vietnam. In
contrast, her friend Helen from Malaysia is subject to tax in Malaysia under the
Malaysia-Vietnam Tax Treaty if she remains in Malaysia for more than 183 days in
a fiscal year or her remuneration exceeds $10,000 US, regardless of her stay.124 If
the fees are considered technical fees, “defined as management or consulting fees”,
they will alternatively be subject to a 10% gross tax.125

Non-resident service providers may be subject to different tax treatment
notwithstanding a trade commitment to most favoured nation in trade agreements.

122See Internal Revenue Code 274(h).which limits deductions for expenses incurred in connection
with a convention, seminar, or similar meeting held outside the “North American area.”
123Agreement Between the Government of Australia and the Government of The Socialist Republic
of Vietnam for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with
Respect to Taxes on Income, 13 April 1992, (1992) ATS 44, (entered into force 30 December
1992), Article 14.
124See the Agreement Between the Government Of Malaysia and the Government of the Socialist
Republic of Vietnam for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion
with Respect to Taxes on Income, 7 September 1995, P.U. (A) 60/1996, (entered into force 1
January 1997) [Malaysia-Vietnam Treaty] at Article 15. This assumes payment is derived by
residents of Malaysia or a permanent establishment in Malaysia.
125Ibid, Article 13.
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3.3.3 National Treatment

The national treatment obligation in the GATS serves to level the playing field for
resident and non-resident service providers. It applies to the extent of a Member’s
listed commitments and is subject to the specified conditions and qualifications.126

It requires that in the sectors listed in a Member’s schedule of commitments, “like”
service providers of other Members are to be treated no less favourably than
domestic ones.127 Treatment can be formally identical or formally different, but it
will be considered less favourable “if it modifies the conditions of competition”128

in favour of services or service suppliers of the Member compared to like services
or service suppliers of any other Member. There are a number of exceptions to this
rule, including an exception for certain direct tax measures.129

Specifically, different and potentially discriminatory tax treatment is permitted
provided that the difference in treatment is aimed at ensuring the equitable or
effective imposition or collection of direct taxes in respect of services or service
suppliers in other Member countries”,130 and as long as the measure does not
constitute “arbitrary or unjustifiable discrimination between countries where like
conditions prevail, or a disguised restriction on trade in services.” As discussed, this
exception to the national treatment obligation was critical to the successful nego-
tiation of the GATS.

126The GATS Article XVII.1.
127Ibid.
128The GATS Article XVII.3.
129The GATS Article XXVII(o) provides that “direct taxes” comprise all taxes on total income, on
total capital or on elements of income or of capital, including taxes on gains from the alienation of
property, taxes on estates, inheritances and gifts, and taxes on the total amounts of wages or
salaries paid by enterprises, as well as taxes on capital appreciation.
130See the GATS Article XIV(d). A footnote to Article XIV(d) clarifies that “equitable or effective
imposition of taxes” includes measures taken by a Member under its taxation system that:

• apply to non-resident service suppliers in recognition of the fact that tax obligation of
non-residents is determined with respect to taxable items sourced or located in the Member’s
territory (for example, withholding taxes);

• apply to non-residents in order to ensure the imposition or collection of taxes in the Member’s
territory; or

• apply to non-residents or residents in order to prevent the avoidance or evasion of taxes,
including compliance measures; or

• apply to consumers of services supplied in or from the territory of another Member in order to
ensure the imposition or collection of taxes on such consumers derived from sources in the
Member’s territory; or

• distinguish service suppliers subject to tax on worldwide taxable items from other service
suppliers, in recognition of the difference in the nature of the tax base between them; or

• determine, allocate or apportion income, profit, gain, loss, deduction or credit of resident
persons or branches or between related persons or branches of the same person, in order to
safeguard the member’s tax base.

88 3 Regional Free Trade Agreements



The AANZFTA generally follows the GATS with respect to the national
treatment obligation and specifically incorporates the GATS exceptions into the
chapters on trade in services, movement of natural persons and investments.131

With respect to taxation measures it further clarifies and narrows the application of
the agreement with respect to taxation matters.132

The Agreement begins by announcing that nothing in the AANZFTA will apply
to any tax measure except as specifically provided for in Chapter 15.133 Chapters 15
(General Provisions and Exceptions) clarifies that the Agreement shall only grant
rights or impose obligations with respect to taxation measures where corresponding
rights and obligations are also granted or imposed under the WTO Agreement. Like
the NAFTA, the AANZFTA is clear about the status of tax treaties entered into by
its signatories. In general, these are to have priority in all cases including any
inconsistencies with the Agreement.134 Unlike the NAFTA, the AANZFTA pro-
vides that the issue of whether there is an inconsistency between a tax treaty and the
AANZFTA is to be determined through consultations with the competent authority.
As a result, the AANZFTA, like the GATS requires that disputes about tax matters
covered by a tax treaty be resolved exclusively under the applicable tax treaty
provisions.135 The practical result of this is that whether a remedy is sought under
the GATS, or pursued under the AANZFTA, the competent authorities of both the
source and resident countries must agree.

As is no doubt apparent, tax treaties will play a critical role in providing any
protection from tax discrimination. Do the bilateral tax treaties entered into by the
AANZFTA provide protection from tax discrimination to the non-resident service
provider in any of the circumstances outlined in Chap. 2 and summarized below?
The answer is, no they do not.

The following are examples of potentially discriminatory tax measures:

1. The host country imposes an excessive and arbitrary gross withholding tax.
2. The requirements of the source country to obtain a refund of withholding tax on

amounts that are exempt under the tax treaty may be arbitrary or unduly
onerous.

131The AANZFTA Chapter 15: General Provisions and Exceptions.
132Ibid, Article 3.
133The AANZFTA Chapter 15 at Article 3, para 1.
134The AANZFTA Chapter 15 at Article 3, para 2(a).
135The NAFTA Article 2103(2). The AANZFTA Chapter 15 Article 6 provides as follows
“Nothing in this Agreement shall affect the rights and obligations of any Party under any tax
convention relating to the avoidance of double taxation in force between any of the Parties. In the
event of any inconsistency relating to a taxation measure between this Agreement and any such tax
convention, the latter shall prevail. Any consultations between the relevant Parties about whether
an inconsistency relates to a taxation measure shall be done by the competent tax authorities, as
stipulated under the domestic laws and regulations of the relevant Parties. The request for such
consultations shall be addressed through the contact points designated in accordance with Article 2
(Communications) of Chapter 16 (Institutional Provisions).”
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3. The host state provides an additional tax credit to a tax resident that purchases
services from a resident but not from a non-resident service provider.

4. The measure is a disguised tax measure in the form of a penalty, fee or charge.
For example, there may be additional fees associated with non-resident filings or
claims for refunds.

5. The measure is in respect of indirect taxes. For example, the source country may
impose different and discriminatory indirect taxes such as sales taxes, excise
taxes, value added taxes-and tariffs or other similar charges on the services
provided by a non-resident service provider.

6. Each of these measures may fall within the scope of a tax treaty.

3.3.4 Differing Levels of Protection

The current interaction of tax and trade agreement also results in different levels of
protection from tax discrimination for non-resident service providers within the
AANZTA Block, in particular with respect to direct tax measures.

The highest level of protection is reserved for non-resident service providers
from countries where there is no tax treaty with the source State. Such service
providers may rely on the GATS national treatment obligation, exception and the
chapeau that requires that the measure must not be arbitrary, unjustified or a dis-
guised restriction on trade in services. There is also a potential remedy under the
WTO dispute resolution process in the five categories described above. For
example, Brunei, Burma and Laos do not have a tax treaty with Australia.

The next level of protection applies to non-resident service providers from
countries with a tax treaty with the source State. At issue will be whether the matter
falls within the scope of a tax treaty, an important issue in the context of the
Canada-Australia Tax Treaty.136 If not, the GATS national treatment obligation
exception and the chapeau will apply.137

136The Convention Between Canada and Australia for the Avoidance of Double Taxation and the
Prevention of Fiscal Evasion With Respect to Taxes on Income, 21 May 1980, Can TS 1981 No 12
(entered into force 29 April 1981) amended by Protocol of January 23, 2002 [Canada-Australia
Tax Treaty]. Article 24(6) provides the “For the purposes of paragraph 3 of Article XXII
(Consultation) of the General Agreement on Trade in Services, the Contracting States agree that,
notwithstanding that paragraph, any dispute between them as to whether a measure falls within the
scope of this Convention may be brought before the Council for Trade in Services, as provided by
that paragraph, only with the consent of both Contracting States. Any doubt as to the interpretation
of this paragraph shall be resolved under paragraph 3 of this Article or, failing agreement under
that procedure, pursuant to any other procedure agreed to by both Contracting States.”
137See e.g., the Agreement Between the Government of Australia and the Government of the
Kingdom of Thailand for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion
with Respect to Taxes on Income, 31 August 1989, [1989] ATS 36 (entered into force 27
December 1989), which does not include a non-discrimination clause.
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The least protection against tax discrimination is provided to non-resident ser-
vice providers from countries that have a tax treaty with the source State in which
the signatories have totally insulated themselves in the tax treaty from any obli-
gation with respect to discrimination in both direct and indirect tax matters.138 This
is achieved in the tax treaty by specifying that for purposes of the national treatment
obligation in the GATS that all matters relating to direct or indirect taxes fall within
the scope of the tax treaty.139 Under such tax treaties there would be no ability to
challenge a violation of the national treatment obligation and no remedy against tax
discrimination in the five categories described above.

3.4 The Trans-Pacific Partnership Agreement

The Trans-Pacific Partnership (TPP) was signed on February 4, 2016. It is one of
the largest free trade agreements ever negotiated and includes a dozen countries of
the Asia-Pacific region: the United States, Japan, Canada, Mexico, Australia, New
Zealand, Malaysia, Vietnam, Chile, Peru, Singapore, and Brunei. It is not yet in
force, subject to ratification by a number of counties including the United States. Its
future remains uncertain following the election of the US President in November of
2016. It nonetheless provides an important template for understanding the approach
to regional trade agreements in the future.

The TPP builds on the core structure of the World Trade Organization
(WTO) Agreements and existing regional free trade agreements (FTAs).

In the chapter on trade in services140 one finds the familiar definition of what
constitutes trade in services tracks that is found in the definition in the NAFTA and
the AANZFTA. The three main mechanisms facilitate trade in services among the
Parties are also the same including commitments to extend most-favoured nation

138See e.g., Article XXV of the Canada-US Tax Treaty. The Convention Between the Government
of the United States of America and the Government of—for the Avoidance of Double Taxation
and the Prevention of Fiscal Evasion with Respect to Taxes on Income, 15 November 2006 online:
<http://www.irs.gov/pub/irs-trty/model006.pdf> [2006 US Model Tax Treaty] further limits the
applicability of the GATS. It provides that notwithstanding the provisions of subparagraph (b) of
paragraph 2 of Article XXV of the Canada-US Tax Treaty “for purposes of paragraph 3 of
Article XXII (Consultation) of the [GATS, which allows signatories to refer unresolved questions
to arbitration], the Contracting States agree that any question arising as to the interpretation or
application of this Convention and, in particular, whether a taxation measure is within the scope of
this Convention, shall be determined exclusively in accordance with the provisions of Article XXV
(Mutual Agreement Procedure) of this Convention; and ii) the provisions of Article XVII of the
[GATS, providing for national treatment] shall not apply to a taxation measure unless the com-
petent authorities agree that the measure is not within the scope of Article 24 (Non-Discrimination)
of this Convention.”
139See for example the Canada-US Tax Treaty, Article XXIX.
140See TPP Chapter 10, Article 10.1. https://ustr.gov/trade-agreements/free-trade-agreements/
trans-pacific-partnership/tpp-full-text.
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(MFN) and national treatment to one another’s services and service suppliers; a
prohibition on market access restrictions and a prohibition on measures that require
service suppliers to maintain a local presence as a condition for supplying a service.
Like the NAFTA, the commitments operate on a “negative list” or “top-down”
basis, meaning that they apply to all service sectors except for those specifically
listed in a Party’s schedule. Like the NAFTA, financial services are also addressed
separately in the Financial Services Chapter.141

The exceptions, including the carve-out for tax measures are also largely the
same. Any residual non-discrimination obligation with respect to national treatment
is exercised through Article 29.4(2) which provides that “nothing in the Agreement
shall apply to taxation measures except as provided in this Article.”

The result is that, subject to a tax treaty, two limited non-discrimination obli-
gations remain to protect a non-resident service provider in tax matters. First, the
national treatment obligation applies to taxes on income and capital that relate to the
purchase or consumption of particular services except the conditioning of the
receipt or continued receipt of an advantage that relates to the purchase or con-
sumption of particular services on requirements to provide the service in its terri-
tory. Second, the national treatment and MFN obligation also apply generally to
indirect taxes such as sales taxes. Even these limited non-discrimination obligations
are limited and do not apply to advantages accorded under a tax treaty, existing
non-conforming measures or their renewal, and measures with respect to pension
plans, superannuation funds and insurance premiums.142 The adoption or
enforcement of any new taxation measure aimed at ensuring the equitable or
effective imposition or collection of taxes, including any taxation measure that
differentiates between persons based on their place of residence for tax purposes are
also excepted, provided that the taxation measure does not arbitrarily discriminate
between persons, goods or services of the Parties. A footnote to the agreement
indicates that this exception is to be interpreted with reference to Article XIV of the
GATS, but unlike the GATS is not restricted to services or direct taxes. In other
words the exception will also apply to indirect measures and in circumstances other
than tax collection with respect to the provision of services.

The TPP also provides for the supremacy of tax treaties in the now familiar
language:

Nothing in this Agreement shall affect the rights and obligations of any Party under any tax
convention. In the event of any inconsistency between this Agreement and any such tax
convention, that convention shall prevail to the extent of the inconsistency.

141For example, Canada and Australia, both claimed reservations with respect to nonconforming
measures designed to support cultural industries such as literature, film, and music. The United
States claimed reservations in sectors such as maritime transport; land transport; services related to
air transport and legal, accounting, and engineering services. Australia, Chile, Malaysia, Japan,
Singapore, and Vietnam claimed reservations with respect to broadcasting and/or audio-visual
services. Most Parties have taken reservations in legal services.
142TPP Chapter 29, Article 29(6)(e)–(j).
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It also provides supremacy to the competent authorities (designated authorities)
under the tax treaty to determine whether there is an inconsistency. Specifically, the
agreement incorporates a dispute resolution procedure in Article 29.4 that requires
the issue be referred to the designated authorities of the Parties if a question arises
as to whether any inconsistency exists between the TPP and the tax convention. The
designated authorities then have six months from the date of referral to make a
determination as to the existence and extent of any inconsistency.143 During that
period a Party cannot initiate a procedure under Chapter 28 (Dispute Settlement) or
Article 9.19 (Submission of a Claim to Arbitration) of the TPP. A panel or tribunal
established under the TPP to consider a dispute related to a taxation measure is
required to accept as binding a determination of the designated authorities of the
Parties made under this paragraph.

A party to the TPP that is also a Member of the WTO will have their choice of
forum. The WTO may prove the more attractive alternative. The TPP, as a next
generation free trade agreement, is more thorough in carving out tax measures than
the GATS. Although the non-discrimination obligations under the GATS are lim-
ited, they generally exceed the non-discrimination obligations under the TPP. This
is especially true if there is no tax treaty between the Parties. In that case the limited
GATS non-discrimination obligations apply and any measure that is inconsistent
cannot be arbitrary, unjustified or a disguised restriction on trade in services. If there
is a tax treaty between the Parties but the tax treaty does not include a
non-discrimination article, the answer is less clear. The non-discrimination obli-
gation if any under the GATS will depend on whether the issue of
non-discrimination falls within the scope of a tax treaty.144

Table 3.4 provides a summary of the current tax treaties between to the parties to
the TPP.

3.5 Conclusions

Regional trade agreements like the NAFTA and the AANZFTA ensure national
treatment, most favoured nation trade status and a host of other negotiated trade
benefits to non-resident service providers who provide services to a regional trade

143If those designated authorities agree, the period may be extended up to 12 months from the date
of referral of the issue.
144If there is disagreement about whether the matter falls within the scope of a tax treaty and the
tax treaty was in existence at the time the WTO Agreement entered into force, one country cannot
unilaterally challenge the issue of the tax treaty’s scope under WTO procedures. Both parties to the
existing tax treaty must consent if the WTO dispute resolution procedure (rather than a tax treaty
procedure) is to be engaged. If future tax treaties are silent on the issue, either treaty partner may
unilaterally apply to determine whether a matter falls within the scope of a tax treaty before the
WTO’s Council for Trade in Services, which may then refer the matter to binding arbitration.
The GATS Article XXII(3).
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partner. Similar guarantees do not extend to the tax treatment of these service
providers. Instead the taxation of non-resident service providers is determined
bilaterally under tax treaties. A number of consequences follow.

First, as we have seen, the tax treaties signed by the NAFTA and ANNZTA
signatories contain critical differences with respect to the taxation of trade partners,
particularly with respect to the tax treatment of service related payments. These
differences reverse the benefits of most favoured nation treatment. As a result
Canadian tax liability for an US taxpayer, for example, who earns income from the
provision of services in Canada, may be very different than that of a Mexican
taxpayer in identical circumstances.145 Similarly, the Convention organizer from
Sydney will be at a disadvantage when compared to a Canadian organizing a

Table 3.4 Non-discrimination obligations in tax treaties between members of the Trans-Pacific
Partnership
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145See Example 1 (Independent Personal Services), at 3.2.3.5.1.
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Convention in Toronto as the result of the special provisions for deductibility of
convention costs under the Canada-US Tax Treaty.146

Second, there are significant differences in the taxes covered and the obligations
assumed under the non-discrimination articles in the tax treaties. This will impact
what rights a cross border service provider will have both with respect to an
assertion of discriminatory tax treatment and to dispute resolution alternatives. As
we have seen there are considerable variations with respect to non-discrimination
obligations among the AANZTA and NAFTA signatories.

Third, tax measures, as currently disciplined under tax treaties, can be used by
regional trade partners to both raise impediments to the cross-border trade in ser-
vices and to provide trade-distorting subsidies far more egregious than practices
prohibited in trade agreements.147 Such practices would clearly negate the benefits
negotiated under trade agreements.

Are these acceptable outcomes? Should the non-discrimination obligation in tax
treaties in regional trade agreements be broader? Do the objectives of regional trade
agreements dictate a higher level of protection against discriminatory tax treatment?

Some might argue for example, that regional trade agreements should not
include a carve out from the most favoured nation obligation if the difference in
treatment is based on the provisions a tax treaty. If the view is that regional trade
partners should receive the same tax treatment this is achievable. The obligation to
provide most-favoured nation treatment is being increasingly incorporated into
international tax treaties that complement regional trading blocs.148

The carve out from the national treatment obligation for tax measures presents
very different issues and requires a different solution. There may be good reasons to
treat non-residents service providers differently than residents for tax purposes.
There is always an element of discrimination in the imposition of differing mea-
sures. Gross withholding tax may exceed taxes on net income; lengthy adminis-
trative requirements or delays may affect refunds; withholding tax may be required
by a source State despite a treaty exemption. These are all realities in cross border
trade. The question is: Does the absence of a non-discrimination obligation in tax

146See Example 1 (the GATS), at 3.3.2.
147Although it would appear that little discipline with respect to most favoured nation and national
treatment obligations is imposed in income tax matters, this is not entirely true. See the United
States—Tax Treatment for “Foreign Sales Corporations” (Complaint by the European
Communities) (2007), WTO Doc WT/DS108/AB/R (Appellate Body Report), online: WTO
<http://docsonline.wto.org>. The WTO Appellate Body stated “that [a] Member of the WTO may
choose any kind of tax system that it wishes-so long as, in so choosing, that Member applies that
system in a way that is consistent with its WTO obligations.” This quote came in the context of the
dispute about the US foreign sales corporation program. At issue was whether the US was
providing export subsidies through its foreign sales corporation provisions.
148See for example the South Asian Association for Regional Cooperation (SAARC), Multilateral
Tax Agreement between Bangladesh, Bhutan, India, the Maldives, Nepal, Pakistan and Sri Lanka
(2005), and the Nordic Multilateral Tax Agreement between Denmark, Finland, Iceland, Norway
and Sweden (1996).
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agreements result in significant differences in tax treatment for non-resident service
providers contrary to what may have been anticipated in trade agreements?

The effect of the mismatch between tax and trade agreements was recognized in
the GATS and a minimum standard against which national tax legislation and its
administration could be measured was included. The standard under the GATS is
that tax measures cannot result in “arbitrary or unjustifiable discrimination between
countries where like conditions prevail, or a disguised restriction on trade in ser-
vices.”149 There is no similar obligation under a tax treaty.

In summary, although the NAFTA and the AANZFTA fundamentally change
the non-discrimination obligations that apply to the trade in services throughout
these free trade blocks, the agreements do not establish new rules or mechanisms
for taxing these cross-border activities nor do the tax treaties between the parties to
the free trade agreements add any parallel non-discrimination obligations.
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Chapter 4
Bilateral Free Trade Agreements

4.1 Overview

This chapter examines the role of bilateral free trade agreements and the applicable
tax treaties between bilateral free trade partners in establishing non-discrimination
obligations for non-resident service providers. More than 2501 bilateral free trade
agreements have been negotiated globally since 1995. The interaction of these
bilateral free trade agreements and tax treaties between the same parties is explored
by means of the treaty networks adopted by two illustrative jurisdictions, Canada
and Australia.2 As will be seen, the carve-out strategy for tax measures adopted in
the bilateral free agreements entered into by these jurisdictions substantially
duplicates the approach adopted in regional trade agreements like the AANZFTA
and the NAFTA. Tax treaties also serve a similar role in potentially limiting trade
obligations with respect to tax measures. The Chapter also comments on a recently
negotiated agreement between Canada and the European Union, the
Comprehensive Economic and Trade Agreement (CETA).

Some of the questions one might ask when examining these agreements, or any
other bilateral free trade agreement for potential differences in the applicable
non-discrimination obligations, include the following:

1The World Bank, Agreements Library, online: The World Bank <http://wits.worldbank.org/
gptad/library.aspx>.
2The departure from the undertaken multilateral obligations is envisaged in some cases under the
GATS. The GATS Article V is an illustration of one of such exemptions as it seeks to promote
wider economic integration by allowing WTO Members to enter into economic integration
agreements, such as regional trade agreements, provided such agreements do not result in raising
the overall level of barriers to trade in services. Regional liberalization of trade on a bilateral or
multilateral basis is thus seen as preferable to limited or no liberalization at all. Whether creation
and proliferation of such agreements is the best way of dealing with this issue is debatable.
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1. Does the national treatment obligation apply generally to tax measures for trade
in services subject or does the agreement apply only to tax measures as pro-
scribed by the agreement?

2. Does the agreement incorporate the general exceptions in Article XIV(d) of the
GATS for tax measures?

3. Does the agreement provide that “nothing in the agreement shall affect the rights
or obligations of either party under a tax convention” and provide supremacy to
the convention? Does the agreement require that the competent authority
determine whether there is an inconsistency?

4. Does the agreement deny access to the dispute resolution mechanism under the
free trade agreement with respect to tax measures that fall within the scope of a
tax treaty? Does the agreement provide for resolution of that issue solely by the
competent authorities?

5. Does the agreement define what is a “tax measure”?
6. Does the agreement include a most favoured nation obligation, and if so with

respect to what tax measures? What are the exceptions?
7. Does the agreement address how other conflicts with other international

agreements are to be resolved, and if so based on what principles?

The answer to each of these questions can generally be found in the applicable
Chapters on Trade in Services,3 General Exceptions4 and in the Dispute Resolution
provisions.5

4.2 Canada’s Bilateral Free Trade Agreements

4.2.1 The Canada-Colombia Free Trade Agreement
(CCFTA) and the Canada-Panama Free Trade
Agreement (CPFTA)

4.2.1.1 Trade Obligations

Both the CCFTA and the CPFTA seek, among other things, to create an expanded
and secure market for the trade in services.6 The following provides an overview of
how these accords deal with the issue of non-discrimination and the tax treatment of

3See for example Canada-Colombia Free Trade Agreement, 21 November 2008, Can TS 2011
No. 11 (entered into force 15 August 2011), Chapter Nine [CCFTA].
4See for example CCFTA, Chapter 22.
5See for example CCFTA, Chapter 21.
6Whether the CCFTA and Canada-Panama Free Trade Agreement, 14 May 2010, Can TS 2013
No. 25 (entered into force 1 April 2013) [CPFTA] can be regarded as increasing opportunities in
trade in services largely depends on whether the regulatory environment provided for in these
regional trade agreements is more conducive to the cross-border trade in a services.
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a non-resident service provider (cross-border service provider) of the other Party.
The discussion begins with the definition of “cross-border trade in services”, a
review of the two core non-discrimination principles established in both free trade
agreements and a look at the tax carve-out and its potential impact on cross-border
trade in services. These provisions are typical in most free trade agreements and the
definitions used are similar to those found in the NAFTA.7 Canada’s other bilateral
free trade agreements also substantially duplicate these provisions and can be found
in the Appendix (Table 4.1).

Under both the CCFTA and CPFTA “cross-border trade in services” or
“cross-border supply of services” is defined by reference to the location of activities
and service suppliers. As the basis for direct taxation generally depends on factors such
as residence or location of activities, it follows that a service provider who provides
services across borders may be liable to income tax in more than one jurisdiction.

Like the GATS and the NAFTA, the CCFTA and CPFTA contain broad obli-
gations to provide national treatment and most favoured nation treatment to the
service providers of the other Party (Table 4.2).

4.2.1.2 Taxation Measures

Service providers cannot rely on the national treatment obligation or benefit from
the most favoured nation obligation in these trade agreements in respect of direct,
and in some cases, indirect tax measures.8 Like the NAFTA these trade agreements

Table 4.1 What is cross-border trade in services?

Canada–Colombia FTA Canada–Panama FTA

Cross-border trade in services or cross-border
supply of services means the supply of a
service
(a) From the territory of one party into the

territory of the other party;
(b) In the territory of one party by a person of

that party to a person of the other party; or
(c) By a national of a party in the territory of

the other party, but does not include the
supply of a service in the territory of a
party by a covered investment, as defined
in Article 838 (investment–definitions)

Article 913
The term “service” is not defined

Cross-border trade in services means
providing a service
(a) From the territory of one party into the

territory of the other party
(b) In the territory of one party by a person of

that party to a person of the other party; or
(c) By a national of a party in the territory of

the other party
but does not include providing a service in
the territory of a party by a covered
investment as defined in Article 9.01
(investment–definitions)
Article 10.01
The term “service” is not defined

7See the discussion in Chap. 3 at 3.2.1.
8In the CPFTA, Article 23.01, what is considered a ‘tax’ or a ‘taxation measure’ is defined by
exclusion. Specifically, it does not include a customs duty or certain measures related to
anti-dumping or countervailing duties, customer user fees related to imported goods or certain
premiums related to imported goods. There is a similar definition in the CCFTA, Article 2208.
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specifically exclude all tax measures9 and then selectively include
non-discrimination obligations in specific tax provisions in the trade agreement.
Table 4.3 demonstrates both the very limited protection in tax matters provided
under the CCFTA and CPFTA and the wording that requires that the
non-discrimination provisions must yield to tax treaty provisions.

In general, the approach to the carve-out for tax measures in these free trade
agreements is very similar to that found in the NAFTA.10 Both agreements provide
inter alia that nothing in the agreement shall apply to taxation measures except as
specifically set out in the agreement.

The trade agreements then impose non-discrimination obligations with respect to
select tax measures including income and capital tax measures that relate to the
purchase or consumption of cross-border services or financial services, other taxes
affecting services and investments, and tax measures linked to performance
requirements.11 For purposes of the immediate discussion the most relevant of these
obligations is with respect to the purchase or consumption of services.

Both trade agreements provide that, subject to any applicable tax treaty, the
national treatment obligation applies to all taxation measures on income, capital
gains, or the taxable capital of corporations to the extent that those taxes relate to

Table 4.2 Core non-discrimination principles

Canada–Colombia FTA Canada–Panama FTA

National treatment
1. Each party shall accord to service suppliers

of the other Party treatment no less
favorable than that it accords, in like
circumstances, to its own service suppliers

Article 902(1)

National treatment
1. Each party shall accord to a service

provider of the other party treatment no
less favorable than that it accords in like
circumstances to its own service providers

Article 10.03(1)
2. The treatment accorded by a party under

paragraph 1 extends to a relevant service
provided by that service provider

Article 10.03(3)

Most-favoured-nation treatment
Each party shall accord to service suppliers of
the other Party treatment no less favorable
than that it accords, in like circumstances, to
service suppliers of a non-party
Article 903

Most-favoured-nation treatment
1. Each party shall accord to a service

provider of the other Party treatment no
less favorable than that it accords in like
circumstances to service providers of a
non-party

2. The treatment accorded by a party under
paragraph 1 extends to a relevant service
provided by that service provider

Article 10.04

9Taxation measures are defined only by exclusion. They do not include customs or related duties.
10See generally the discussion at Chap. 3 at 3.3.2.
11See CPTFA Article 23.04 and CCFTA Article 2204.

102 4 Bilateral Free Trade Agreements



the purchase or consumption of particular services from a service provider.12 These
agreements also clarify that this obligation does not prevent a Party from condi-
tioning the receipt or continued receipt of an advantage relating to the purchase or
consumption of particular services on requirements to provide the service in its
territory.13 Subject to a tax treaty, a non-resident service provider must also be
accorded national treatment and most favoured nation treatment with respect to
indirect taxation measures such as, in the case of Canada, the Goods and Services
Tax (GST).14

As is the case with the NAFTA, these obligations are limited by three important
exceptions. First, obligations assumed under the most favoured nation provisions in
the agreement do not prevent a Party from providing an exclusive bilateral
advantage under a tax treaty to a specific treaty partner.15 Second, the provisions do

Table 4.3 Carve-out for taxation measure

Canada–Colombia FTA Canada–Panama FTA

1. Except as set out in this Article and
paragraph 2 of Annex 1101.5
[understanding regarding financial services
measures], nothing in this Agreement shall
apply to taxation measures

1. Except as set out in this Article, this
agreement does not apply to a taxation
measure

2. Nothing in this agreement shall affect the
rights and obligations of any party under
any tax convention. In the event of any
inconsistency between this agreement and
any such convention, that convention shall
prevail to the extent of the inconsistency

2. This agreement does not affect the rights
and obligations of a party under a tax
convention. In the event of inconsistency
between this agreement and a tax
convention, that convention prevails

3. Where similar provisions with respect to a
taxation measure exist under this
agreement and under a tax convention, the
procedural provisions of the tax
convention alone shall be used, by the
competent authorities identified in the tax
convention, to resolve any issue related to
such provisions arising under this
agreement

Article 2204

3. Where a provision with respect to a
taxation measure under this agreement is
similar to a provision under a tax
convention, the competent authorities
identified in the tax convention shall use
the procedural provisions of that tax
convention to resolve an issue that may
arise under this agreement

Article 23.04

No most favoured nation obligation is
imposed with respect to an advantage
accorded by a party pursuant to any tax
convention
Article 2204(5)(c)(i)

No most favoured nation obligation is
imposed with respect to an advantage
accorded by a party pursuant to a tax
convention
Article 23.04(6)(a)

12CCFTA Article 2204(5)(a).
13See for example CCFTA Article 2204(5)(c)(iv).
14See for example CPFTA Article 23.05.
15See for example CPFTA Article 2204(5)(c)(i).
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not apply to any taxation measures in existence at the time that the trade agreement
went into effect or to its renewal.16 Third, and similar to the GATS, a widely drafted
exclusion clause is included for any new tax measure aimed at ensuring the equi-
table and effective imposition or collection of taxes and that does not arbitrarily
discriminate between persons, goods or services of the parties.17

Tax treaties generally have primacy if their provisions are inconsistent with trade
agreements. Unlike the NAFTA, the free trade agreements with Colombia and
Panama address an additional dispute resolution question: what happens if a
‘similar provision’ exists in both the trade agreement and the tax treaty? Article
2204(3) of the CCFTA provides that if similar provisions with respect to a taxation
measure exist under the trade agreement and a tax convention, the procedural
provisions of the tax convention alone shall be used by the competent authorities
identified in the tax convention to resolve any issue. The addition of this language
resolves any potential ambiguity about the appropriate forum for dispute resolution
if there are similar provisions. Unfortunately, it does not resolve the issue of
whether two provisions are similar.

If the dispute relates to whether a measure of a Party is a taxation measure, either
Party may refer the issue to the competent authorities of the Parties. The competent
authorities then have six months to determine the issue. If they fail to do so, a panel
may decide. There is a similar process for determining whether a measure falls
within the scope of a tax treaty. The matter is to be referred to the competent
authorities, and failing agreement by them, to a panel.18

4.2.1.3 The Impact of Tax Treaties

The potential impact of the carve-out for tax measures under these two free trade
agreements is different for the non-resident service provider. This difference is
discussed from the perspective of a Canadian service provider who is providing
services in Colombia and Panama respectively.

A tax treaty between Canada and Colombia was signed in 2008 and came into
force in 2012.19 The Canada-Colombia Tax Treaty follows the OECD Model Tax
Treaty. It applies to all taxes subject to the Convention levied by the Government of
Canada under the Income Tax Act, but not to other taxes such as for example, the
Goods and Services Tax. There is no non-discrimination obligation in the
Canada-Colombia Tax Treaty that applies directly to a non-resident service pro-
vider absent a permanent establishment by the Canadian in Colombia. The indirect
national treatment obligation under the CCFTA that relates to the deductibility of

16See for example CPFTA Article 2204(5)(c)(ii) and (iii).
17See for example CPFTA Article 2204(5)(c)(iv).
18CCFTA, Articles 2204(8)(a) and (c).
19For the CCFTA, in the case of withholding tax, the Treaty applies as of 1 January 2013. In the
case of other taxes, the Treaty applies for taxation years beginning on or after 1 January 2013.
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amounts in respect of the purchase or consumption of services, may also be negated
if it is considered to be inconsistent with the rights and obligations of the parties
under an applicable tax agreement. The argument in favour of a finding of
inconsistency is that the tax treaty between Canada and Colombia does not include
a non-discrimination obligation that relates to the purchase or consumption of
services.20 As discussed in Chap. 3, the better view appears to be that if the tax
treaty is silent on the matter, it does not provide for a right or obligation that is
inconsistent with the trade agreement. Put differently, there is no inconsistency
unless the non-discrimination obligation in the trade agreement conflicts with an
actual obligation in the tax treaty.21

For the purposes of paragraph 3 of Article XXII (Consultation) of the GATS, the
tax treaty includes the standard wording that any dispute between the Contracting
States as to whether a measure falls within the scope of the Convention may be
brought before the Council for Trade in Services, as provided by that paragraph, can
be brought only with the consent of both Contracting States. The tax treaty article
goes on to provide that any doubt as to the interpretation of this paragraph (in the
tax treaty) shall be resolved through the Mutual Agreement procedure in the tax
treaty. Without agreement under that procedure the dispute shall be resolved by any
other procedure agreed to by both Contracting State.22

The outcome will be different if the services are provided in Panama because
there is no tax treaty between Canada and Panama. A Canadian service provider in
Panama experiencing tax discrimination must seek a remedy, if any, under the
GATS. Canada and Panama are both Members of the WTO and as signatories are
required to observe their multilateral commitments, including the scheduled
national treatment and most favoured nation obligations under the GATS. Because
there is no tax treaty with Panama a Canadian service provider may rely, subject to
Article XIV(d), on Panama’s national treatment obligation under the GATS and is
not restricted from accessing the GATS dispute resolution procedures. The national
treatment obligation under the GATS is not violated if the tax measure is aimed at
ensuring the equitable or efficient collection of taxes.23 Under the GATS, the
measure must not be arbitrary or a disguised restriction on trade in services.

20This conclusion depends on how the trade agreement is interpreted. Read literally the CCFTA,
Article 2204(2) is clear that “Nothing in this Agreement shall affect the rights and obligations of
any Party under any tax convention. In the event of any inconsistency between this Agreement and
any such convention, that convention shall prevail to the extent of the inconsistency.” The
imposition of a non-discrimination obligation under the trade agreement when there is none under
the tax treaty is arguably inconsistent. In order to resolve an issue where the provisions are similar
under a tax treaty and the CCFTA Article 2204(3)(c) requires that the procedural provisions of the
tax treaty alone be used by the competent authorities identified in the tax convention resolve any
issue related to the provisions.
21See discussion in Chap. 3.
22CCFTA, Article 28(3).
23The GATS, Article XIV. See discussion in Chap. 2 at 2.2.1.4.
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4.2.2 The CETA

The Comprehensive Economic and Trade Agreement (CETA) is the free trade
agreement (proceedings) between Canada and the European Union. The negotia-
tions finished in August 2014, followed by the legal-scrubbing and translation
process. The final agreement was signed on October 30, 2016. The CETA includes
a Chapter on Trade in Services as well as a tax carve-out for tax measures. The
provisions regulating services are found in a number of Chapters in the CETA
including the Chapters on Cross Border Trade in Services, Temporary Entry,
Mutual Recognition of Professional Qualifications, Domestic Regulation, Financial
Services, International Maritime Transport Services, Telecommunications,
Electronic Commerce as well as parts of the Chapter on Investment.

The non-discrimination obligations in the CETA follow the NAFTA Model and
adopt a bottom up or negative listing approach. Specifically, the agreement lists the
reservations that both the EU and Canada have taken as regards obligations on
national treatment, most-favoured-nation treatment, market access, and perfor-
mance requirements in the area of services and investment. The particular
non-discrimination obligations that apply to the cross border trade in services will
depend on how the services are provided. Recall that under that under the GATS
services can be provided through one of four modes. Under the CETA these 4
modes are divided across three Chapters with cross referencing (Table 4.4).

Unlike Canada’s other free trade agreements, the CETA excludes the supply of a
service in one country by a service supplier from another from the definition of
cross border trade in services. Chapter 10–Temporary Entry and Stay of Natural
Persons for Business Purposes instead addresses this issue separately. The national
treatment obligation in Chapter 9 of CETA with respect to Modes 1 and 2 with
respect to cross border trade in services is also incorporated into Chapter 10.

The tax carve-out in the CETA is found in Chapter 28 (Exceptions), as article
28.7.24 However, unlike the NAFTA and the agreements with Colombia and
Panama, all tax measures are not specifically excluded. Instead a comprehensive list
of exceptions from the national treatment and most favoured nation obligation are
listed as follows:

1. Nothing in this Agreement shall be construed to prevent a Party from adopting
or maintaining any taxation measure that distinguishes between persons who are
not in the same situation, in particular with regard to their place of residence25 or
with regard to the place where their capital is invested.

2. Nothing in this Agreement shall be construed to prevent a Party from adopting
or maintaining any taxation measure aimed at preventing the avoidance or
evasion of taxes pursuant to its tax laws or tax conventions.

24The text is available online: <http://trade.ec.europa.eu/doclib/docs/2016/february/tradoc_
154329.pdf>.
25Residence means residence for tax purposes. CETA, Article 28.1.
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Table 4.4 Modes of cross-border trade as compared to the GATS

GATS mode (1–4) CETA Canada-Colombia Canada-Panama

Cross-border trade in
services or
cross-border supply
of services means the
supply of a service

Cross-border trade in
services or
cross-border supply
of services means the
supply of a service

Cross-border trade in
services means
providing a service

Mode 1–cross-border
trade: from the
territory of one
member into the
territory of any other
member
E.g., a user in country
A receives services
from country B via
internet

(a) From the territory
of a party into the
territory of the
other party; or

1. From the territory
of one party into
the territory of the
other party

a. From the territory
of one Party into
the territory of the
other party

Mode 2–consumption
abroad: in the
territory of one
member to the service
consumer of any
other member
E.g., a user in country
A travels to country B
to receive services in
country

(b) In the territory of
a party to the
service consumer
of the other party

2. In the territory of
one party by a
person of that
Party to a person
of the other party;
or

b. In the territory of
one party by a
person of that
party to a person of
the other party, or

Mode 3–commercial
presence: by a service
supplier of one
member, through
commercial presence,
in the territory of any
other member

Covered by Chapter
8: investment

Covered by Chapter
8: investment

Covered by Chapter
9: investment

Mode 4–presence of
natural persons: by a
service supplier of
one Member, through
the presence of
natural persons of a
member in the
territory of any other
member

Covered by Chapter
10: temporary entry
and stay of natural
persons for business
purposes

3. By a national of a
Party in the territory
of the other party

c. By a national of a
Party in the territory
of the other party

Does not include… But does not include
the supply of a
service in the territory
of a party by a person
of the other party

But does not include
the supply of a
service in the territory
of a party by a
covered investment,
as defined in Article
838 (investment–
definitions)

But does not include
providing a service in
the territory of a party
by a covered
investment as defined
in Article 9.01
(investment–
definitions)
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3. This Agreement does not affect the rights and obligations of a Party under a tax
convention. In the event of inconsistency between this Agreement and a tax
convention, that convention prevails to the extent of the inconsistency.

4. Nothing in this Agreement or in any arrangement adopted under this Agreement
shall apply:

(a) to a taxation measure of a Party that provides a more favourable tax treat-
ment to a corporation, or to a shareholder of a corporation, on the basis that
the corporation is wholly or partly owned or controlled, directly or indi-
rectly, by one or more investors who are residents of that Party;

(b) to a taxation measure of a Party that provides an advantage relating to the
contributions made to, or income of, an arrangement providing for the
deferral of, or exemption from, tax for pension, retirement, savings, edu-
cation, health, disability or other similar purposes, conditional on a
requirement that that Party maintains continuous jurisdiction over such
arrangement;

(c) to a taxation measure of a Party that provides an advantage relating to the
purchase or consumption of a particular service, conditional on a require-
ment that the service be provided in the territory of that Party;

(d) to a taxation measure of a Party that is aimed at ensuring the equitable and
effective imposition or collection of taxes, including a measure that is taken
by a Party in order to ensure compliance with the Party’s taxation system;

(e) to a taxation measure that provides an advantage to a government, a part of a
government, or a person that is directly or indirectly owned, controlled or
established by a government;

(f) to an existing non-conforming taxation measure not otherwise covered in
paragraphs 1, 2 and 4(a) through (e), to the continuation or prompt renewal
of such a measure, or an amendment of such a measure, provided that the
amendment does not decrease its conformity with the provisions of this
Agreement as it existed immediately before the amendment.

5. For greater certainty, the fact that a taxation measure constitutes a significant
amendment to an existing taxation measure, takes immediate effect as of its
announcement, clarifies the intended application of an existing taxation mea-
sure, or has an unexpected impact on an investor or covered investment, does
not, in and of itself, constitute a violation of Article 8.10 (Treatment of investors
and of covered investments).

6. Articles 8.7 (Most favoured-nation treatment), 9.4 (Most favoured nation
treatment) and 13.4 (Most favoured-nation treatment) do not apply to an
advantage accorded by a Party pursuant to a tax convention.

The most significant of the listed exceptions for a non-resident service provider
include the general carve-out for tax measures based on differences in a person’s
situation, including the person’s tax residence or where their capital is invested and
for measures aimed at preventing the avoidance or evasion of taxes A non-resident
may also be impacted by a number of additional specific exclusions from CETA
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obligations.26 For example, paragraph 4(c) allows Canada or an EU Member State
to deny the deduction of an expense for services that are provided on the territory of
the other party, such as conference or training services, as well as services that can
be provided remotely.

The CETA also provides for the primacy of tax treaties.27 In the event of
inconsistency between the CETA and a tax convention, the tax convention prevails
to the extent of the inconsistency.

Canada has entered into tax treaties with 28 EU Member States. In general, these
follow the OECD Model Treaty with minor variances. For example, the tax treaty
between Canada and Germany also includes the Canadian Goods and Service Tax,
an indirect tax, in the taxes covered under the non-discrimination article in the tax
treaty.28 Due to the extensive nature of the carve-out for tax measures it is unlikely
there will be an inconsistency with respect to a tax measure in Modes 1, 2 and 4.
The provisions in Article 28.7, however, appear to anticipate the potential for
inconsistency between the CETA and a tax treaty where the services are provided
through direct investment.29 In that case if an investor submits a request for

26“4. Nothing in this Agreement or in any arrangement adopted under this Agreement shall apply:
(a) to a taxation measure of a Party that provides a more favourable tax treatment to a

corporation, or to a shareholder of a corporation, on the basis that the corporation is wholly or
partly owned or controlled, directly or indirectly, by one or more investors who are residents of
that Party;

(b) to a taxation measure of a Party that provides an advantage relating to the contributions
made to, or income of, an arrangement providing for the deferral of, or exemption from, tax for
pension, retirement, savings, education, health, disability or other similar purposes, conditional on
a requirement that that Party maintains continuous jurisdiction over such arrangement;

(c) to a taxation measure of a Party that provides an advantage relating to the purchase or
consumption of a particular service, conditional on a requirement that the service be provided in
the territory of that Party;

(d) to a taxation measure of a Party that is aimed at ensuring the equitable and effective
imposition or collection of taxes, including a measure that is taken by a Party in order to ensure
compliance with the Party’s taxation system;

(e) to a taxation measure that provides an advantage to a government, a part of a government,
or a person that is directly or indirectly owned, controlled or established by a government; …”.
27CETA, para 28.7(3).
28See Article 24. Agreement Between Canada and the Federal Republic of Germany for the
Avoidance of Double Taxation With Respect to Taxes on Income and Certain Other Taxes, the
Prevention of Fiscal Evasion and the Assistance in Tax Matters. 19 April 2001. Entered into force
March 1, 2002.
29CETA, para 28.7(7)(a): “Where an investor submits a request for consultations pursuant to
Article 8.19 (Consultations) claiming that a taxation measure breaches an obligation under
Sections C (Non-discriminatory treatment) or D (Investment protection) of Chapter Eight
(Investment), the respondent may refer the matter for consultation and joint determination by the
Parties as to whether:

(i) the measure is a taxation measure;
(ii) the measure, if it is found to be a taxation measure, breaches an obligation under Sections C

(Non-discriminatory Treatment) or D (Investment Protection) of Chapter Eight (Investment); or
(iii) there is an inconsistency between the obligations in this Agreement that are alleged to have

been breached and those of a tax convention.
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consultations the tax authorities of the parties have jurisdiction to make a joint
determination about whether a measure is a taxation measure, whether it breaches a
non-discrimination or investment protection obligation and, if so, whether it is
inconsistent with the relevant tax treaty.

4.3 Australia’s Bilateral Free Trade Agreements

4.3.1 Overview

Australia has bilateral free trade agreements currently in force with, Singapore,
Thailand, the United States, Chile, Malaysia, Korea, Japan and most recently
China30 and has entered an agreement with New Zealand for Closer Economic
Relations that includes the trade in services.31 Australia is also a party to the
Trans-Pacific Partnership Agreement,32 for which negotiations have concluded but
the agreement has yet to enter into force.

Australia’s free trade agreements generally follow the pattern discussed above
with respect to Canada’s free trade agreements and include similar definitions about
what constitutes trade in services as well as parallel national treatment and most
favoured nation treatment obligations. Australia’s Free Trade Agreements also
generally carve out taxation measures33 from trade obligations, although the extent
of the tax carve-out varies. As a result the non-discrimination obligations with
respect to tax measures also varies among the agreements.

The discussion below provides a brief overview of the key provisions in each of
Australia’s free trade agreements. A chart comparing some of these differences in
recent agreements follows.

30See Australia’s free trade agreements in force, Department of Foreign Affairs and Trade,
Australia’s Free Trade Agreements, online: Australian Government <http://www.dfat.gov.au/fta/>.
Australia is currently engaged in three bilateral free trade agreement negotiations: India, Indonesia,
and the Gulf Cooperation Council.
31The 1989 protocol to this agreement in respect of services specifically excludes all taxation
measures.
32See discussion in Chap. 3 at 3.4.
33What is considered to be a taxation measures is not generally specified in the free trade
agreements however the definition in the agreement specifically excludes customs duties. See for
example Article 18.3(8) of the Malaysia-Australia Free Trade Agreement, 22 May 2012, [2013]
ATS 4 (entered into force 1 January 2013) [MAFTA].
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4.3.2 Singapore-Australia Free Trade Agreement

Australia signed its first bilateral free trade agreement following the commencement
of the GATS agreement, with Singapore (SAFTA). The agreement came into force
in 2003.34 The SAFTA’s services framework requires that both countries provide
national treatment and remove quantitative and other market access restrictions on
service suppliers. The agreement adopts a top down approach. All exceptions must
be listed. There is no most favoured nation obligation. With respect to taxation
measures the agreement generally adopts the language used in the used in the
GATS.35 Pursuant to Article 18(d) of the agreement, measures aimed at the equi-
table or effective collection of direct taxes are exempted from the national treatment
obligation subject to the chapeau requirement that such measures do not constitute a
means of arbitrary or unjustifiable discrimination between the Parties where like
conditions prevail or a disguised restriction on trade in services. A footnote to
Article 18(d) largely duplicates the illustrative list of tax measures excepted from
the national treatment obligation found in the GATS. The free trade agreement with
Singapore does not define a tax measure or explicitly exclude all tax measures.36

That leaves open the possibility that other direct or indirect tax measures may be
subject to the national treatment obligation in this free trade agreement. Unlike the
GATS, the free trade agreement does not deny access to the consultation and
dispute resolution mechanisms under the trade agreement if the dispute is with
respect to whether a tax measure violates the national treatment obligation under the
trade agreement. This leaves it open for a Party to challenge whether a tax measure
is in violation of the national treatment obligation under this free trade agreement.
This agreement does not explicitly include indirect tax measures, although such
measures would fall within the general definition of measures affecting trade in
services in the agreement.

4.3.3 Australia-U.S. Free Trade Agreement

The free trade agreement between Australia and the United States, which entered
into force in 2004, adopts a somewhat different tack and results in a more extensive
carve-out for tax measures for trade in services. This is achieved through a number

34Singapore–Australia Free Trade Agreement, 17 February 2003, [2003] ATS 16 (entered into
force 28 July 2003) [SAFTA]. The agreement has been the subject of three reviews in a pro-
gressive move towards further liberalization; the most recent in 2016.
35See the GATS Article XIV.
36The SAFTAdoes define direct tax for purposes of the agreement. See SAFTA,Chap. 7, Article 1(c).
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of provisions. First the agreement specifically incorporates the general exceptions
set out in Article XIV of the GATS37 in Article 22.1(2). It provides as follows:

For the purposes of Chapters 10, 12, and 16 (Cross Border Trade in Services,
Telecommunications, and Electronic Commerce), GATS Article XIV (including its foot-
notes) is incorporated into and made part of this Agreement, mutatis mutandis.

Second, the agreement borrows from the approach adopted in the NAFTA and
provides that except as set out in Article 22.3, “nothing in the Agreement shall
apply to taxation measures.” Like the NAFTA, the non-discrimination obligation
with respect to direct tax measures is also much more limited and, subject to a tax
treaty, provides only indirect protection in tax matters under the national treatment
obligation. More specifically Article 22.3(4)(a) applies to taxation measures (in-
cluding direct tax measures) that relate to the purchase or consumption of particular
services.38 This free trade agreement also adopts the NAFTA language in excepting
a number of measures from the already limited obligations in the Agreement,
including the existing non-conforming measures and their renewal and the receipt
of an advantage relating to an advantage under a pension or superannuation fund.
There is also an exception for tax measures aimed at ensuring the effective impo-
sition or collection of taxes as permitted by the GATS under Article XIV(d).
However, unlike the GATS this exception makes clear that it is not limited to direct
taxes. This means that the exception from the national treatment non-discrimination
obligation extends to indirect tax measures under this agreement.

Third, as is generally the case with Australia’s other free trade agreements, this
free trade agreement also provides for the primacy of tax treaties. This can be seen
in the following language in Article 22.3:

2.(a) Nothing in this Agreement shall affect the rights and obligations of either Party under
any tax convention. In the event of any inconsistency between this Agreement and any such
convention, that convention shall prevail to the extent of the inconsistency.

(b) In the case of a tax convention between the Parties the competent authorities under that
convention shall have sole responsibility for determining whether any inconsistency exists
between this Agreement and that convention…

Note that the agreement also gives sole responsibility to the competent author-
ities under the tax convention to determine whether any inconsistency exists
between it and the free trade agreement.

The agreement also includes a most favoured nation clause of general applica-
tion but excludes an advantage accorded to a Party under a tax convention.39 A
separate Chapter addresses services and investment.40

37GATS, Article XIV.
38Australia-US Free Trade Agreement, 18 June 2004, [2005] ATS 1 (entered into force 1 January
2005), Article 22.3 [AUSFTA].
39AUSFTA, Article 22.3.
40AUSFTA, Chapters 10 and 11.
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4.3.4 Australia-Chile Free Trade Agreement

The free trade agreement between Australia and Chile,41 which entered into force in
2009, generally follows the free trade agreement with the United States, including
the specific incorporation of the exceptions in GATS Article XIV,42 the exclusion
of all tax measures except as specifically provided43 and a provision establishing
the primacy of tax treaties.44

4.3.5 Australia-Thailand Free Trade Agreement

The free trade agreement between Australia and Thailand45 entered into force on 1
January 2005 and was Australia’s third free trade agreement. As a member of
ASEAN, Thailand is also part of the ASEAN-Australia-New Zealand Free Trade
Agreement (AANZFTA).46 The Trade in Services Chapter in this agreement applies
to all modes for supplying services, including through commercial presence (direct
investments). The provisions that apply to services are based on the GATS. Like the
GATS, the agreement adopts a bottoms-up approach and the key liberalisation
obligations that relate to market access and national treatment are modelled on
corresponding GATS provisions. The provisions on tax measures are very short.
Article 1607 provides that “The Agreement only imposes rights or obligations with
respect to taxation measures where there is a corresponding right or obligation
provided for in the WTO Agreement47 or in relation to the expropriation of assets.
In the event of any inconsistency between the FTA and the 1989 double tax
agreement between Australia and Thailand, the tax agreement prevails.”

4.3.6 Australia-Malaysia Free Trade Agreement

In the free trade agreement with Malaysia (MAFTA),48 which entered into force in
2013, includes all four modes of supplying services including through direct

41Australia-Chile Free Trade Agreement, 30 July 2008, [2009] ATS 6 (entered into force 6 March
2009) [ACFTA].
42ACFTA, Article 22.3(4).
43ACFTA, Article 22.3(1).
44ACFTA, Article 22.3(2).
45Australia-Thailand Free Trade Agreement, 5 July 2004, [2005] ATS 2 (entered into force 1
January 2005) [ATFTA].
46ASEAN-Australia-New Zealand Free Trade Agreement, 27 February 2009, [2010] ATS 1 (en-
tered into force 1 January 2010) [AANZFTA].
47See Chap. 2 at 2.2.1.
48MAFTA, Article 8.2(o).
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investment.49 For taxation measures, the agreement generally follows the approach
adopted in the US and Chilean agreements. Taxation measures are generally carved
out by the explicit wording: “nothing in this agreement shall apply to taxation
measures except as provided in this Article.”50 However, a number of rights and
obligations are selectively incorporated, including “any corresponding rights and
obligations that are granted or imposed under the WTO Agreement.”51 This means
that any non-discrimination obligations that apply under the GATS will apply under
this free trade agreement, including the national treatment obligation and the
exception from that obligation for direct tax measures.52 Any tax measure imposed
to ensure the equitable or efficient collection of direct taxes under this agreement
will be subject to the GATS ‘chapeau’ requirement that the measure not be arbitrary
or a disguised restriction on trade. This agreement also provides for the supremacy
of tax treaties.53

If either Party considers that there is any inconsistency relating to a taxation measure
between this Agreement and any tax convention, the relevant authorities shall immediately
consult. For the purpose of this paragraph, the relevant authorities shall include: for
Australia, the Treasury and the Department of Foreign Affairs and Trade; and for Malaysia,
the Ministry of Finance.

For the purpose of paragraph 5, any consultations between the Parties about whether a
measure is a taxation measure shall be done by the competent tax authorities, as stipulated
under the laws of each Party.

There is no specific most favoured nation obligation in the agreement. Any such
obligation would result from the interpretation of Article 18.3 which provides that
the Agreement shall only grant rights or impose obligations with respect to taxation
measures where corresponding rights and obligations are also granted or imposed
under the WTO Agreement.54 The agreement also clarifies that nothing in this
Agreement obliges a Party to extend to the other Party the benefit of any treatment,
preference or privilege arising from any existing or future tax agreement by which
the Party is bound.55

49Ibid.
50See Chap. 4 at 4.2.1.2.
51See MAFTA, Article 18.3(4); ATFTA Article 1607(2).
52See generally the discussion in Chap. 2 at 2.2.1.
53MAFTA, Article 18.3(4): “Nothing in this Agreement shall affect the rights and obligations of a
Party under any tax convention relating to the avoidance of double taxation in force between the
Parties. In the event of any inconsistency relating to a taxation measure between this Agreement
and any such tax convention, the latter shall prevail.”
54MAFTA, Article 18.2(2).
55MAFTA, Article 18.3(7).
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4.3.7 Australia-Korea Free Trade Agreement

The free trade agreement with South Korea entered into force in December of 2014.
It also provides that nothing in the agreement shall apply to taxation measures
except as provided in the agreement and incorporates the exceptions in Article XIV
of the GATS. However, under this agreement the national treatment obligation
applies generally to trade in services but is then made subject to a list of exceptions.
These include the usual exceptions for existing non-conforming measures and their
renewal and for measures relating to pension plans and superannuation funds. Like
the agreement with the U.S., there is also an exception for tax measures aimed at
ensuring the equitable or efficient imposition or collection of direct taxes as per-
mitted under Article XIV(d) of the GATS. Like the U.S. agreement, the language in
this exception makes clear that it is not limited to direct tax measures.

By incorporating the exceptions in Article the GATS, the Parties to this free
trade agreement are also subject to the over-riding non-discrimination obligation
that the measure must not be arbitrary or a disguised restriction on trade in services.

The agreement also provides that the MFN obligation applies generally to
indirect tax measures56 except with respect to an advantage accorded by a Party
under a tax convention.57

4.3.8 Australia-Japan Free Trade Agreement

The free trade agreement between Australia and Japan entered into force in 2015.58

It also borrows from both the GATS59 and regional agreements like the NAFTA in
formulating what non-discrimination obligations apply to the trade in services.
These general provisions are, somewhat unusually, set out in Article 1 of the
agreement rather than in the trade in services chapter or the chapter on exceptions.

Under this agreement, the national treatment obligation applies generally to tax
measures affecting the trade in services. The most favoured nation obligation
applies only to indirect taxes. Both obligations are subject to a list of exceptions.
These include non-conforming measures in existence at the time the agreement was
entered into as well as their renewals and modifications, taxation measures aimed at
ensuring the equitable or effective imposition or collection of taxes and certain
measures related to contributions to pension and superannuation funds. These

56Free Trade Agreement between the Government of Australia and the Government of the
Republic of Korea, 8 April 2014, [2014] ATS 43 (entered into force 12 December 2014), Article
22.3(2)(c) [KAFTA].
57KAFTA, Article 22.3(3)(a).
58Agreement between Australia and Japan for an Economic Partnership, 8 July 2014, [2015] ATS
2 (entered into force on 15 January 2015) [JAEPA].
59JAEPA, Article 1.
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exceptions are supplemented in the case of trade in services by Article XIV of the
GATS, which is incorporated and forms part of the free trade agreement. This
agreement, unlike the others, also incorporates the GATS restriction that the dispute
settlement procedures provided for in Chapter 19 shall not apply to the a violation
of the national treatment with respect to a measure of the other Party that falls
within the scope of an international agreement between the Parties relating to the
avoidance of double taxation.

The agreement also includes language that provides for the supremacy of tax
treaties and provides that in the event of an inconsistency the tax treaty shall prevail.
However in this agreement, resolution of a dispute about whether an inconsistency
exists is not left solely to the competent authorities. Instead, the agreement provides
simply that the competent authorities must be included in any consultations.

The most favoured nation obligation does not apply to differences in tax treat-
ment under a tax agreement.

4.3.9 Australia-China Free Trade Agreement

The free trade agreement between Australia and China (2015) also borrows from
both the GATS and the language used in the NAFTA but again takes a somewhat
different approach to the tax carve-out.

Like Australia’s other recent free trade agreement, the agreement with China
begins by clarifying that nothing in the agreement shall apply to taxation mea-
sures60 unless provided for in the agreement. A further limitation provides that the
agreement shall only grant rights or impose obligations with respect to taxation
measures where corresponding rights or obligations are also granted or imposed
under the WTO agreement.61 A third limitation provides that even if rights or
obligations are granted under the WTO agreement, some tax measures are specif-
ically excepted. These excepted measures are the same as those found in the
agreement with Japan and apply to non-conforming measures and their prompt
renewal, measures aimed at ensuring the equitable or effective imposition of col-
lection of taxes,62 and advantages relating to pension plans or superannuation
funds.

The agreement also provides for the supremacy of tax treaties and requires the
inclusion of the competent authorities in any consultation about whether an
inconsistency exists between a tax treaty and the agreement.63

60Free Trade Agreement between the Government of Australia and the Government of the
People’s Republic of China, 17 June 2015, [2015] ATS 15 (entered into force on 20 December
2015), Article 16.4(2) [ChAFTA].
61ChAFTA, Article 16.4(3).
62ChAFTA, Article 16.1. Tax measures exclude customs or import duties but not indirect tax
measures.
63ChAFTA, Article 16.4(5).

116 4 Bilateral Free Trade Agreements



In addition, this agreement also provides a more general clause with respect to
potential inconsistencies between this agreement, the WTO and any other agree-
ments to which both Parties are party. It provides that the Parties shall immediately
consult with each other with a view to finding a mutually satisfactory solution.64

Finally, the agreement carves out from the most favoured nation obligation, any
advantage conferred under a tax treaty.65

4.3.10 The Impact of Tax Treaties

The role that the tax treaties potentially play in limiting the non-discrimination
obligations that apply to a non-resident service provider are of particular interest
when one examines the provisions in Australia’s free trade agreements and bilateral
tax treaties. With the exception of Singapore, Australia’s free trade agreements
include language that establishes the primacy of tax treaties. In general, each of the
free trade agreements provide inter alia that nothing in the free trade agreement
shall affect the rights and obligations of either Party under any tax convention, and
that in the event of any inconsistency relating to a taxation measure between the
Agreement and any tax convention, the latter shall prevail to the extent of the
inconsistency. This is a clear statement about the supremacy of tax treaties in
respect of non-discrimination obligations and tax measures. The question is, how
will this provision in the trade agreement be interpreted and applied?

Australia rarely includes a non-discrimination article in its tax treaties66 and did
not include a non-discrimination article in the majority of its tax treaties with the
Parties with whom it currently has free trade agreements.67 Does this mean, based
on the language in the trade agreements establishing the supremacy of tax treaties,
that no non-discrimination obligation applies with respect to tax measures under

64JAEPA, Article 1.11(2).
65ChAFTA, Article 16.4(a).
66Until 2008 Australia reserved its position on Article 24 in para. 85 of the Commentary on Article
24 of the OECD Model. This reservation was replaced in 2008 as follows: Australia reserves the
right to propose amendments to ensure that Australia can continue to apply certain provisions of its
domestic law relating to deductions for R & D and withholding tax collection.” Para 86 OECD
Model Commentary on Article 24.
67The exceptions are the tax treaties with the United States, Japan and Chile. See for example, the
Convention between Australia and Japan for the Avoidance of Double Taxation and the
Prevention of Fiscal Evasion with Respect to Taxes on Income, 31 January 2008, [2008] ATS 21
(entered into force 3 December 2008) [Australia-Japan Tax Treaty]. Explanatory Memorandum of
Article 26 of the Australia-Japan Tax Treaty, Chapter 1 2008 Australia-Japan Convention,
International Tax Agreements Amendment Bill (No. 1) 2008 circulated by the authority of the
Treasurer, the Hon Wayne Swan MP, online: <http://www.austlii.edu.au/au/legis/cth/bill_em/
itaab12008416/memo_0.html>.
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these free agreements?68 One could take the view that the imposition of a
non-discrimination obligation under the trade agreement with respect to any tax
measure that would ordinarily fall within the scope of a tax treaty is clearly
inconsistent with the rights and obligations assumed by each of the free trade
partners under a the tax treaty that does not include a non-discrimination article. If
this view is correct, a tax treaty between the free trade partners that does not include
a non-discrimination article could operate to negate any non-discrimination obli-
gation under the free trade agreement.69 If this conclusion is correct then with the
possible exception of Singapore which does not provide for the supremacy of tax
treaties, no non-discrimination obligation may apply to any direct tax measure
under the majority of Australia’s free trade agreements as the result of the inter-
action of these bilateral tax and trade agreements.70 In the tax treaties with free trade
partners that include a non-discrimination article the issue will depend on whether
the non-discrimination obligations contained therein are viewed as the exclusive
non-discrimination obligations that apply to tax measures. That is arguably the case
under the free trade agreement with Japan, which denies access to the dispute
resolution mechanisms under the WTO if the measures relates to the national
treatment obligation and falls within the scope of a tax treaty.

The outcome of any perceived inconsistency between a tax treaty and a free
trade agreement with respect to a non-discrimination obligation will ultimately
depend on the specific free trade agreement.

Consider the following example. An engineer from South Korea provides ser-
vices to a client in Australia. Assume that under a hypothetical Australian tax
provision a 45% gross withholding tax is imposed on all amounts paid for these
services. This tax must be withheld and remitted by the Australian client. No
withholding tax is imposed on similar amounts paid to domestic service providers.

The free trade agreement with South Korea provides that the national treatment
obligation applies to measures affecting trade in services but lists as an exception
the adoption or enforcement of any taxation measure aimed at ensuring the equi-
table or effective imposition or collection of taxes as permitted by Article XIV(d) of
the GATS. The agreement also incorporates all of Article XIV of the GATS, which
includes the ‘chapeau’ requirement that a measure which otherwise violates the
national treatment obligation, must not be arbitrary or a disguised restriction on
trade in services. At issue is whether this limited non-discrimination obligation in
the free trade agreement applies in view of the fact that there is no
non-discrimination obligation in the tax treaty between Australia and South Korea.
According to Article 1.2 of this free trade agreement the answer to a question about

68A potential exception is an indirect obligation that results from the non-discrimination clause in
the tax treaties with the United States and Chile as it applies to the deductibility of amounts paid to
a non-resident.
69See generally Pauwelyn (2009) at 184–188.
70There is a non-discrimination article in the Australia-Japan, Australia-U.S. and Australia-Chile
Tax Treaties.
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whether there is an inconsistency between the tax treaty and the trade agreement
would be determined as follows:

Unless otherwise provided in this Agreement, in the event of any inconsistency between
this Agreement and other agreements to which both Parties are party, the Parties shall
immediately consult with each other with a view to finding a mutually satisfactory solution,
taking into consideration general principles of international law.71

The question may be difficult to answer. Under general principles of interna-
tional law, ‘inconsistency’ will most likely be interpreted to mean the same thing as
‘conflict’,72 and will be given a broad interpretation.73 Under a broad interpretation
of conflict, international agreements may be in conflict where their operation is
incompatible with the negative or positive obligations of the other.74

The argument in favour of finding an inconsistency between the tax treaty and
trade agreement between Australia and South Korea is that the inclusion of a
non-discrimination obligation in the trade agreement combined with the intentional
rejection of a non-discrimination obligation in the tax treaty are inconsistent. This is
a conflict of aims and, in the alternative, a conflict of express and implied terms.
While the trade agreement provides explicit non-discrimination obligations, the tax
treaty in substance rejects any obligation and provides for the right to discrimi-
nate.75 Since the rights and obligations under the two agreements are incompatible
with the other, there is an inconsistency between the tax treaty and the trade
agreement and the tax treaty prevails. There is no non-discrimination obligation
between Australia of South Korea for taxation measures.

The argument in favour of finding no inconsistency between the tax treaty and
trade agreement between Australia and South Korea is that there is no inconsistency
between the codified rights and obligations in the agreements. Australia and South
Korea objectively did not include a non-discrimination obligation in their tax treaty.
Australia and South Korea did include a non-discrimination obligation in their sub-
sequently negotiated trade agreement. There is no conflict between the trade

71KAFTA. Article 1.2(3).
72Pauwelyn (2009) at 169.
73Ibid at 158. This can be contrasted with a strict interpretation. Under a broad interpretation
conflict will exist in more situations than the strict case of mutually exclusive, irreconcilable
obligations that cannot logically be enforced at the same time Aufricht (1952) at 655–656.
74Aufricht (1952) at 655–656; Lauterpacht (1936) at 58; Sir Gerald Fitzmaurice, YBILC 1958, vol
2, pp 20 ff 44.
75Purposively, Australia and South Korea did not include a non-discrimination obligation in the
tax treaty and this is an implicit part of the bargain between the two sovereign nations.
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agreement and the tax treaty because the tax treaty is silent on the matter.76 Article 1.2
of the trade agreement includes within its ambit ‘inconsistencies between this
Agreement and other agreements to which both Parties are a Party’. The right to
discriminate is not an implied term of the tax treaty. Put differently, if the tax treaty is
silent on thematter an express term in the trade agreement cannot be in conflict with it.
Since the operation of their respective aims are not incompatible with the rights and
obligations of the other, there is no inconsistency between the tax treaty and the trade
agreement and the provisions of the trade agreement ought to prevail, meaning there
is a non-discrimination obligation between Australia and South Korea for taxation
measures. As discussed the competent authority must be included in the consultations
if the matter is with respect to an inconsistency involving a tax treaty. No doubt they
will relish the opportunity to debate these international law principles as well as those
of lex Specialis and lex posterior in interpreting the agreement.

Table 4.5 provides a summary of the non-discrimination obligations in each of
Australia’s bilateral free trade agreements and the non-discrimination obligations if
any in the corresponding tax treaty. A tax measure for this purpose is generally
considered to be any tax measure other than a customs duty or fee.

4.4 Conclusions

Canada and Australia have entered into bilateral free trade agreements that include
broad non-discrimination obligations for the trade in services and service providers,
but this offers limited protection against discrimination by means of taxation
measures. This is typical of bilateral free trade agreements. Also typical of free trade
agreements is a provision that establishes the primacy of tax treaties in determining
any applicable non-discrimination obligation. Tax treaties include, at best, very
limited non-discrimination obligations and provide no direct non-discrimination
obligation unless the non-resident service provider takes up tax residence or has a
permanent establishment in the other Contracting State. To the extent that Australia
does not include a non-discrimination article in a tax treaty with a free trade partner,
any non-discrimination obligation in the free trade agreement may be effectively
negated with respect to a tax measure. In contrast, because there is no tax treaty
between Canada and Panama, either country may rely on the non-discrimination
obligation in the free trade agreement with respect to tax measures or to any

76Article 1.2 of the trade agreement does not cover ‘inconsistencies between this Agreement and
the sovereign taxing rights of both Parties’, it only includes within its ambit ‘inconsistencies
between this Agreement and other agreements to which both Parties are a Party’. The right to
discriminate is not an implied term of the tax treaty. It would be absurd for either state to claim the
right to discriminate exists after subsequently, and expressly, agreeing to a term which provides for
the opposite obligation. If the right to discriminate were central to the aims of the tax treaty such
that the tax treaty is actually incompatible with the trade agreement, surely such an important term
would be included or at least mentioned in the tax treaty.
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non-discrimination obligation under the GATS, including the national treatment
obligation. 77
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Chapter 5
The WTO, NAFTA and the TFEU:
Regional Perspectives by WTO Members
on Non-discrimination Obligations

5.1 Overview

In the last three chapters we have seen that taxation measures, and in particular
direct taxation measures, are largely carved-out from the non-discrimination obli-
gations assumed under trade agreements and left to the jurisdiction of bilateral tax
treaties. For many countries this places the non-discrimination article in a tax treaty
between the Contracting States where the non-resident service provider and the
recipient of the services reside at the forefront of tax discrimination matters. This is
not universally the case, however. The European Union (EU), for example, appears
to have largely ignored the non-discrimination article in tax treaties in favour of the
non-discrimination obligations in the Treaty on the Functioning of the European
Union (TFEU)1 and its predecessors. In interpreting the TFEU, the European Court
of Justice (ECJ), now the Court of Justice of the European Union (CJEU), has taken
a very broad view of the non-discrimination provisions contained therein with
respect to direct tax matters, which results in substantial protection for a
non-resident service provider.

The differing approaches to prioritizing tax treaties and other treaties may result
in very different non-discrimination obligations and very different tax treatment for
World Trade Organization (WTO) Members based on what combination of trade
agreement and tax treaties are engaged based on the State where the non-resident
resides and the State of the service recipient. These differences are demonstrated
using as examples two WTO Members, Canada and the United Kingdom (UK),
both of which have assumed non-discrimination obligations in respect of
non-resident service providers under regional trade agreements.

1EU (2012).

© Springer Nature Singapore Pte Ltd. 2017
C.A. Brown, Non-discrimination and Trade in Services,
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The purpose of this chapter is fivefold.2 The first is to compare the
non-discrimination obligations in direct tax matters affecting trade in services under
the WTO, the North American Free Trade Agreement (NAFTA)3 and in the TFEU.
The second is to compare the relationship of the non-discrimination provisions in
tax treaties with the non-discrimination obligations in these three trade agreements.
The third is to demonstrate the significant differences in treatment accorded to
service providers under these three leading trade agreements. The fourth is to
demonstrate that a much higher level of protection from non-discrimination can be
found under the TFEU for Members of the EU. The fifth is to draw attention to the
piecemeal approach to discrimination obligations that appears to be developing
globally under the current regimes in place.

5.2 Background

As discussed in Chaps. 2, 3 and 4, the importance of cross-border trade in services
on a global scale has been recognized both in the agreement governing the largest
international trade group, the WTO Agreement,4 and in trade agreements entered
into in smaller trade blocks such as the NAFTA and the TFEU. These trade
agreements demand significant commitments of their signatories with respect to
market access and non-discrimination in the cross-border supply of services.
However, trade discipline over direct taxation5 including the taxation of
non-resident service providers, was either largely carved out of these trade agree-
ments (WTO and NAFTA), or at least not expressly included (TFEU).6 In the WTO
Agreement and the NAFTA, bilateral tax treaties,7 were identified as the appro-
priate primary mechanism to regulate non-discrimination discrimination in direct
taxation. Tax treaties generally provide much more limited protection from

2Portions of this chapter rely on a presentation by the author with M. O’Brien, “Tax
Discrimination and the Cross-Border Provision of Services—Canada/UK Perspectives” (Paper
delivered at the British Association for Canadian Studies Annual Conference, London, England,
June 2005). The paper was later published as a book chapter “Tax Discrimination and the Cross—
Border Provision of Services—Canada/UK Perspectives” with M. O’Brien in C. Waters, British
and Canadian Perspectives on International Law (Leiden/Boston: Martinus Nijhof Publishers,
2006).
3North American Free Trade Agreement Between the Government of Canada, the Government of
Mexico, and the Government of the United States, 17 December 1992, Can TS 1994 No 2, 32 ILM
289 (entered into force 1 January 1994) [NAFTA].
4WTO (1994b) [WTO Agreement].
5For the purposes of this paper, direct taxation refers to corporate and personal income tax.
6Matters of direct taxation are left to the Member States and unanimity in the Council is required
before tax measures can be adopted. Such tax measures must contribute to the functioning of the
internal market, and satisfy the requirements of subsidiarity and proportionality.
7See the OECD (2015) [OECD Model Tax Treaty]. See also the UN (2011) [UN Model Tax
Treaty].
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discriminatory tax practices than trade agreements. Canada, the United States
(US) and Mexico8 have entered into tax treaties with each other, and with many of
their other WTO trade partners.9

The UK has entered into a similar series of bilateral tax treaties with its trading
partners, including fellow EU Members.10 However, despite the fact that direct
taxation as a restriction on trade is not directly addressed in the TFEU, both the
UK’s national direct taxation laws and the provisions of its bilateral tax treaties may
be “inapplicable” if they are contrary to the TFEU or EU national (secondary) law.
The result is that, notwithstanding the commonality of the obligations assumed
under bilateral tax treaties and the WTO Agreement, both the approach to tax
discrimination and the remedies available to Canadian recipients and providers of
services may be very different from those available to their UK counterparts. The
tax measures employed by Member States that are challenged before the ECJ also
provide clear examples of how a country’s national laws can be used to the
detriment of a non-resident.

The following section discusses these issues beginning with a short overview of
the Canadian perspective on non-discrimination obligations in tax and trade
agreements as for purposes of the comparison. A more fulsome discussion is
provided in Chap. 3.

5.3 International Trade Agreements Affecting Trade
in Services in the NAFTA Block

5.3.1 A Canadian Perspective

5.3.1.1 Overview

Canada’s primary obligations with respect to the regulation of trade in services can
be found in the NAFTA, which came into effect on January 1, 1994, with respect to
Canada, the US and Mexico, and in the GATS, which came into force on January 1,

8See Convention between Canada and the United States of America with respect to Taxes on
Income and on Capital, 26 September 1980 Can TS 1984 No 15 (entered into force 16 August
1984) [Canada-US Treaty]; Convention between the Government of Canada and the Government
of the United Mexican States for the Avoidance of Double Taxation and the Prevention of Fiscal
Evasion with respect to Taxes on Income, 8 April 1991, Can TS 1992 No 15 (entered into force 11
May 1992) [Mexico-Canada Treaty]; Convention Between the Government of The United States Of
America And the Government of the United Mexican States for the Avoidance of Double Taxation
and the Prevention of Fiscal Evasion with respect to Taxes on Income, 18 September 1992, Treaty
Doc No 103-7, 103d Cong., 1st Sess, (entered into force 1 January 1994) [US-Mexico Tax Treaty].
9See discussion in Chap. 3 at 3.2.3.
10The UK has bilateral tax treaties with over 100 other countries, including all 27 of the other EC
Member States and the members of the NAFTA block. See HM Revenue & Customs: Tax Treaties
in Force, online: Gov.UK <http://www.hmrc.gov.uk/taxtreaties/in-force/index.htm>.
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1995, as part of the Agreement Establishing the WTO. As a signatory to the WTO
Agreement, Canada agreed to honour all of her obligations under the General
Agreement on Trade in Services (GATS), but has assumed additional obligations to
her NAFTA Partners.11 The immediate discussion focuses on the NAFTA and the
GATS. A brief examination of the tax treaties between the NAFTA signatories and
the specific provisions that impact the cross-border trade in services follows.

5.3.1.2 The General Agreement on Trade in Services (GATS)

The GATS, a multilateral agreement covering trade in the service sectors, applies to
all WTO Members and thus applies to both Canada and the UK. Its scope and
coverage is reliant on the basic definitions of who is a service supplier, and what is
considered a measure “affecting trade in services.”12 The commitments by
Members with respect to such measures may be categorized into two broad groups:
first, general obligations, which apply directly and automatically to all WTO
Members and services sectors, and second, specific commitments concerning
market access and national treatment in designated sectors. These specific com-
mitments are set out in individual country schedules,13 the terms of which vary
widely.

General obligations assumed under the GATS include a commitment to most
favoured nation treatment to the service suppliers of other Members (non-resident
service providers). This obligation requires that each party “accord immediately and
unconditionally to services and service suppliers of any other Party, treatment no
less favourable than that it accords to like services and service suppliers of any
other country.”14 In addition to the claimed exemptions for tax measures, the GATS

11The NAFTA explicitly provides that in case of inconsistency with other agreements, unless
otherwise specified in the NAFTA, the NAFTA will override other agreements that existed at the
time the NAFTA became effective (Article 103). The WTO Agreement (1994) became effective
after the NAFTA. In the final analysis, the choice of forum rules determines which of the WTO or
NAFTA rules apply.
12Specifically, the GATS applies to measures by Members “affecting” trade in services. A measure
is broadly defined as “any measure by a Member, whether in the form of a law, regulation,
procedure, decision, administrative action, or any other form.” Trade in services is defined as the
“supply of a service.”
13The GATS Article XX.
14Some deviation from this standard was permitted provided the Member listed such measures in
the “Annex on Article II Exemptions” and the conditions for such exemptions were met. Canada
has claimed exemptions for film, video and television co-production, as well as with respect to
fishing, banking, trust and insurance services, air and marine transport, and for certain services
related to agriculture. See WTO (1994a).
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further limits the most favoured nation obligation with respect to direct tax matters
if the obligation is assumed under a tax treaty.15

Unlike the most favoured nation obligation, each Member’s commitment to
provide national treatment to non-resident service suppliers is negotiated under the
GATS.16 A Member may not impose discriminatory measures benefiting domestic
services or service suppliers over non-resident services or service suppliers that are
contrary to the specific commitments it has made in its country schedule.

As discussed in Chap. 2, the national treatment obligation is subject to a number
of general exceptions. In particular Article XIV(d) of the GATS provides that any
Member may adopt or enforce direct tax measures that are inconsistent with
national treatment, provided that they do not constitute “arbitrary or unjustifiable
discrimination” in trade in services and “provided that the difference in treatment is
aimed at ensuring the equitable or effective imposition or collection of direct taxes
in respect of services or service suppliers of other Member countries.” The
“equitable or effective” collection of taxes would include, for example, the right to
impose a withholding tax.17 Like the most favoured nation requirement, the
national treatment obligation in respect of direct tax matters has also been largely
removed from GATS discipline if a bilateral tax treaty is in effect between the
Member countries.18 As a result there may be little room to challenge as discrim-
inatory a direct tax measure under the GATS that relates to the national treatment
obligation if a tax treaty is in place between the two countries.19 In contrast, a direct
tax measure that violates the most favoured nation obligation may form the subject
matter of a potential complaint under the GATS if it is not listed as an exemption by
the country complained of or justified under a tax treaty.

In addition to its obligations under the GATS in respect of non-resident service
providers, Canada is subject to non-discrimination obligations under the NAFTA.

15The GATS Article XIV(e).
16The GATS Article XVII.
17The GATS Article XIV(d).
18The GATS Article XXII(3) provides that the non-discrimination clause in an international
agreement relating to the avoidance of double taxation (a tax treaty) has primacy over the GATS
national treatment provisions in resolving disputes involving the taxation of services and service
suppliers with respect to measures that fall within the scope of the agreement.
19Article XXII(3) may preclude one country from challenging the scope of Article XIV(d) (e.g.
whether one country’s income tax measure applicable to a non-resident is either inequitable or an
arbitrary or unjustifiable discrimination), to the extent that the issue falls within the scope of a tax
treaty. As a type of national treatment obligation is imposed under most tax treaties with respect to
nationals or citizens of a Contracting State who are residents of the other Contracting State, there is
arguably little scope to challenge a tax that violates the national treatment obligation, at least under
GATS. At issue will be the precise scope of the non-discrimination article in the tax treaty. This
issue, according to GATS, is also to be resolved under an established tax treaty unless the Parties
consent otherwise.
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5.3.1.3 The North American Free Trade Agreement (NAFTA)

The NAFTA is designed to significantly liberalize the trade in services by providing
for common licensing rules,20 transparency provisions,21 dispute resolution pro-
cedures22 and an ongoing commitment to automatically include new services. As
discussed in Chap. 3, the NAFTA establishes basic rules agreed to by Canada,
Mexico and the US for regulating the provision of services across their respective
borders. The Agreement calls for national treatment and most favoured nation
treatment,23 while prohibiting local presence requirements. The NAFTA exceeds
the GATS both in scope and coverage, bringing all existing and future government
measures relating to cross-border, non-financial services within the scope of
Chapter 12 (Cross-Border Trade in Services). Thus unlike the GATS under which
no general national treatment commitments are provided and specific commitments
are negotiated separately country by country, the NAFTA operates in reverse and
requires each Party to state explicitly—in various annexes—if a Party does not
intend to conform to the general rules in Chapter 12 with respect to most favoured
nation, national treatment, and other NAFTA obligations.24

The NAFTA, like the GATS, specifically addresses the issue of taxation. The
principal provisions that relate to taxation are contained in Article 2103 (Taxation).
This Article begins by stipulating that nothing in the NAFTA will apply to any tax
measure except as specifically provided for in Article 2103(1).

The NAFTA then clarifies the status of tax treaties entered into by NAFTA
signatories. In general, tax treaties are to have priority in all cases of inconsistency
with the NAFTA.25 As a result the NAFTA, like the GATS, requires that disputes

20NAFTA Parties also committed to encourage professional bodies to develop mutually acceptable
standards for licensing professionals and reciprocal recognition of each other’s professional
accreditations. This was an important step in eliminating a significant non-tariff barrier to free trade
in services. Unfortunately there is no time limit on this process under NAFTA, although some
progress has been made with respect to the engineering profession and foreign legal consultants
(NAFTA, Annex 1210.5(1)). The NAFTA also requires the parties to fairly review and answer
applications by the NAFTA party nationals for professional licensing.
21NAFTA Articles 1207 and 1209.
22NAFTA Article 2003.
23NAFTA Article 1204 requires that Parties accord to service providers of other Parties the better
of national treatment and most favoured nation treatment.
24Annex 1 of the NAFTA contains the three countries’ reservation Schedules for their
non-conforming federal measures. See Article 1206(a)(i). Laws and regulations that are listed as a
reservation in Annex 1 cannot be challenged as long as they do not become more inconsistent with
the agreement.
25There are two exceptions to the primacy of tax treaties in tax matters specifically listed in the
NAFTA. The first is with respect to the national treatment obligation as it relates to the trade in
goods. The national treatment obligation, as proscribed in Article III of the GATT, will have
primacy over lesser obligations assumed under a tax treaty. The second is with respect to export
taxes, specifically the provisions of Article 314, which allows Mexico to impose an export tax on
basic foodstuffs, and Article 604, which addresses the imposition of export taxes on energy in
defined circumstances. These exceptions may be of little practical effect as such matters are not
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over tax matters covered by a tax treaty be resolved exclusively under the appli-
cable tax treaty provisions.26

Limited national treatment protection is provided in respect of direct taxes
affecting the purchase or consumption of cross-border services and financial ser-
vices.27 Article 2103(4)(a) provides that, subject to an applicable tax treaty, national
treatment applies to direct taxation measures in respect of the purchase or con-
sumption of particular services.28 This provision would presumably prevent, for
example, a NAFTA signatory’s income tax law from allowing for the deduction of
consulting services purchased from a domestic consulting firm but not from firms in
other NAFTA countries.29

The NAFTA obligations with respect to direct (and indirect) taxation measures
are limited by a number of important exceptions. Specifically, the
non-discrimination provisions do not apply to any most favoured nation obligation
with respect to an advantage accorded by a party pursuant to a tax convention, to
any taxation measures in existence at the time that the NAFTA came into effect
(January 1, 1994) or to the renewal or any amendment of a tax measure that does
not decrease its conformity, or to any new tax measure aimed at ensuring the
equitable and effective imposition or collection of taxes and that does not arbitrarily
discriminate between persons, goods or services of the parties or arbitrarily nullify
or impair benefits accorded under those articles.30

Discipline with respect to measures that affect performance requirements are also
covered in Article 2101 (General Exceptions). These may apply to service suppliers
who establish a commercial presence in country that is a signatory to the NAFTA,
opening up arguments under Chapter 11 (Investment) of the NAFTA which con-
tains general prohibitions that prevent one NAFTA signatory from imposing certain
conditions on investment by investors of the countries on the other signatory’s

(Footnote 25 continued)

normally addressed in a tax treaty. In addition, Article 2103(6) provides that Article 1110
(Expropriation) shall apply to taxation measures subject to certain procedural rules.
26NAFTA Article 2103(2).
27With regard to financial services, subparagraph 4(a) applies only to the cross-border provision of
a financial service under paragraph 1405(3).
28Specifically, in relation to direct taxes, subparagraph 4(a) provides that certain direct tax mea-
sures listed therein (taxes on income, capital gains or the taxable capital of corporations and the
Mexican asset tax) are, but for listed limitations, subject to the national treatment obligation with
respect to the cross-border provision of services, including financial services. However, with
regard to financial services subparagraph 4(a) applies only to the cross-border provision of a
financial service under paragraph 1405(3).
29See the North American Free Trade Agreement Implementation Act American Statement of
Administrative Action (US) Final Draft September 1993, c 21.3. Taxation: c) Income & Capital
Tax Measures Affecting Cross-Border Services & Financial Services.
30NAFTA Articles 2103(4)(c-h).
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territory.31 In addition to these general prohibitions, the NAFTA prohibits certain
performance requirements made in connection with the conferral of benefits by a
government; such benefits would include subsidies, financing assistance and tax
concessions.

In summary, the NAFTA does not generally affect the respective income tax
laws of each country or affect a country’s sovereign right to tax profits earned by
non-resident service providers within its borders. Instead the Agreement generally
leaves direct taxation to the domestic law of the three NAFTA signatories and the
tax treaties between them. Thus the tax treaties between the NAFTA signatories
assume considerable importance both in the taxation of service suppliers in the
NAFTA Block and in preventing tax discrimination.32

As discussed, Canada has entered into bilateral tax treaties with both its NAFTA
partners as well as most of the WTO signatories. Canada’s tax treaties, once enacted
as Canadian domestic law, take precedence over other domestic law such as the
Income Tax Act. Because Canada’s tax treaties with the NAFTA signatories are
bilateral, each tax treaty addresses the matter of non-discrimination differently,
including what taxes are covered and how the non-discrimination article is to be
interpreted and applied.33 As a result, in order to determine if a tax is discriminatory
from a Canadian perspective, both the questions of whether a tax treaty applies and
if not, whether obligations under either the NAFTA or the GATS have been vio-
lated must be answered. An additional question is what will be the appropriate
forum for dispute resolution—the NAFTA or the WTO?34

31NAFTA Article 1106(1) prohibits seven different types of practices, including achieving a given
level or percentage of domestic content, and purchasing, using or according a preference to goods
produced or services provided in its territory or to purchase goods or services from persons in its
territory.
32To understand the Canadian position in the NAFTA block it is important to note that Canada has
consistently maintained and negotiated a right to discriminate against non-residents in its tax
treaties and has reserved her position under the Non-Discrimination Article in the OECD Model
Tax Treaty. As a result, the provisions and the effect of the non-discrimination article in the
Canada—Mexico Treaty varies considerably from that of the Canada-US Treaty, where the US
rigorously pursued a non-discrimination article that was closer to the OECD Model Tax Treaty.
33See discussion in Chap. 3 at 3.2.3.
34To reach a conclusion about whether a tax is discriminatory, and if so, how it is to be disciplined,
a series of questions could be posed. These might include:

1. What is the tax issue being complained about?

2. Does a tax treaty apply?

– If the answer is yes, the tax treaty prevails.

– If the answer is maybe, the competent authority will decide if the tax treaty applies to the
matter with respect to the national treatment obligation under the GATS. With respect to
other issues consider the role of the relevant Mutual Agreement Procedure.

– If the answer is no, see step 3.

3. If the answer to question 2 is no, which of the GATS or NAFTA applies? If the answer is
either, which is the forum from the complainant’s perspective for dispute settlement?
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There is very little guidance in this process as there is very little Canadian case
law that addresses non-discrimination obligation in Canadian tax treaties. This is
not surprising given the very limited scope of the non-discrimination obligations
assumed. As stated previously, absent a non-discrimination obligation in the tax
treaty it is highly unlikely that a Canadian court would see a claim of tax dis-
crimination. The exception and indeed the only Canadian decision on the meaning
and scope of the non-discrimination obligation in Canada’s tax treaties is the 2011
Saipem UK Ltd v R35 (Saipem) decision. At issue was whether the
non-discrimination provisions in Article 22 of the Canada-UK Tax Treaty36 had
been violated because Canadian Revenue Authorities (CRA) refused to allow losses
claimed by the Canadian permanent establishment of a UK tax resident against
Canadian tax liability.

Although the issue in Saipem directly involved the tax treatment of a permanent
establishment, Saipem’s primary argument for claiming the loss was that residents
and non-resident could be “in the same circumstances” for purposes of Article 22(1)
of the Canada-UK Tax Treaty, which prohibits discrimination on the basis of
nationality. For this reason, the Court’s findings have broad application in respect of
the non-discrimination obligation in tax matters for any non-resident under
Canadian law. The decision is discussed below.

Saipem UK was incorporated and resident in the UK. It carried on business in
Canada though a permanent establishment from 2004 to 2008. Saipem’s subsidiary,
SEI, which was also resident in the UK, carried on business in Canada through a
permanent establishment from 2001 to 2003. In 2003 SEI was wound up into
Saipem UK.

In computing its taxable income for Canadian tax purposes for the 2004 to 2006
taxation years, Saipem UK claimed deductions relating to certain non-capital losses
of SEI under a Canadian domestic provision37 which allows a parent corporation to
deduct the losses of its wound-up subsidiary. A critical requirement in accessing the
deduction is that both the parent and the subsidiary be a “Canadian corporation”—
that is, resident in Canada and either incorporated in Canada or resident in Canada
since at least June 18, 1971. The Minister of National Revenue disallowed Saipem
UK’s deductions on the basis that neither it nor SEI qualified as a Canadian
corporation.

(Footnote 34 continued)

35Saipem UK Ltd v R, [2011] 2 CTC 2341, 2011 TCC 25, aff’d [2012] 1 CTC 239, 2011 FCA 243
[Saipem].
36Convention Between the Government of Canada and the Government of the United Kingdom of
Great Britain and Northern Ireland for the Avoidance of Double Taxation and the Prevention of
Fiscal Evasion With Respect to Taxes on Income and Capital Gains, 8 September 1978, Can TS
1980 No 25 (entered into force 17 December 1980) as Amended by the Protocols Signed on 15
April 1980, 16 October 1985 and 7 May 2003, Part X.
37Subsection 88(1.1) of the Income Tax Act, RSC 1985, c 1 as amended.
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Article 22 of the Canada-UK Tax Treaty prohibits discrimination based on
nationality, which in the case of a corporation, means its place of incorporation.
Specifically, Article 22(1) provides that the nationals of a Contracting State are not
to be subject (in the other State) to taxation or any other requirement “more bur-
densome than the taxation” to which nationals of the other State in the same
circumstances would be subject. Article 22(2) of the Canada-UK Tax Treaty
similarly prohibits discrimination for a permanent establishment, requiring that tax
must not be levied “less favourably.”

Saipem UK argued that there was discrimination under Article 22(1) of the
Canada-UK Tax Treaty and relied on the meaning of the words “in the same
circumstances” in that paragraph. According to Saipem UK, the proper comparison
was to a Canadian parent corporation having access to the losses of its Canadian
subsidiary. On the basis of that comparison, there was, in the view of Saipem UK,
discrimination.

Angers J, who heard the matter, disagreed. In his view, the proper approach was
to compare Saipem UK “with a Canadian national that was a non-resident of
Canada and that had a non-resident wound-up subsidiary.”38 That non-resident
Canadian national would not have qualified as a Canadian corporation and therefore
could not access the losses of its wound-up subsidiary.

In his reasons for judgment, Angers J was also clear that residents and
non-residents are not in the same circumstances for purposes of Article 22(1) of the
Canada-UK Tax Treaty and that to treat a non-resident differently was not in
violation of the treaty non-discrimination obligation.

Angers J also considered Article 22(2) of the Canada-UK Tax Treaty and the
required tax treatment of permanent establishments. He noted that Saipem UK was
seeking to deduct losses that had resulted from the Canadian activities of its sub-
sidiary, SEI, and not from its own Canadian activities carried on through a per-
manent establishment. Such a deduction would not have been allowed under Article
7 of the Tax Treaty. Accordingly, Angers J held that non-discriminatory treatment
under Article 22 only extended to the taxation of Saipem UK’s—not SEI’s—
Canadian permanent establishment activities.

The Federal Court of Appeal affirmed the Saipem decision in 2012.39 According
to the Federal Court, the argument by Saipem UK was, in effect, that Canada should
not be allowed in the particular circumstances of this case to discriminate against it
on the basis of residency. The Court concluded that there was nothing in the
Canada-UK Tax Treaty to support that view.

As will be discussed in the context of the EU, the analysis and outcome in
Saipem would be very different under the TFEU.

38Saipem, supra note 35 at para 58.
39Saipem UK Ltd. v R, [2012] 1 CTC 239, 2011 FCA 243.
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5.4 International Trade Agreements Affecting Trade
in Services in the European Union

5.4.1 United Kingdom Perspective

Although the UK, like Canada, is a WTO Member and bound by the GATS, its
most significant trade obligations are owed to its 27 fellow EU Member States
under EU law. The preceding description of how the GATS applies to direct
taxation of trade in services shows that provisions governing direct taxation in
bilateral tax treaties generally take precedence over most favoured nation and
national treatment obligations in the GATS. As noted, the UK has a very extensive
network of bilateral tax treaties with other WTO Members, so that most tax dis-
crimination disputes (except in cases involving the UK’s EU partners) will be
resolved in accordance with the applicable tax treaty rather than under the GATS. In
the case of tax dispute with an EU partner a violation of the non-discrimination
obligation would ordinarily be pursued under the TFEU which provides better
protection to the non-resident service provider.

The UK’s obligations under the TFEU with respect to direct taxation takes
priority over its obligations in its tax treaties with other EU Member States.
Accordingly, EU law will apply where UK tax laws create restrictions on trade in
services with its EU partners.

Although procedure and remedies are generally beyond the scope of this chapter,
it is important to note that EU taxpayers have easier access to remedies for tax
discrimination. Individuals or corporations can directly enforce, in their national
courts, their fundamental EU rights to provide or receive services within the EU
without restriction based on nationality or residence. EU taxpayers can thus sue
their own and other Member State governments, and are entitled to a refund of any
tax collected contrary to EU law.40 While UK service providers or recipients can
request their national government take action against another WTO Member gov-
ernment if they consider that they are being discriminated against contrary to the
GATS, they may not take direct action on their own behalf in any dispute resolution
process. This means that when the dispute is between a taxpayer and an EU
Member State tax authority, it will normally be resolved under the TFEU.

40The European Commission may also take action directly before the Court of Justice against a
Member State for failure to fulfill its Treaty obligations if its laws contravene the Treaty (TFEU
Article 258). Until recently, the Commission seemed reluctant to take this action. A Member State
of the EU may also commence action in the Court against another Member State (TFEU Article
259), but this is extremely rare.
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5.4.2 Services and Direct Taxation in the European Union

Free trade in services is one of the fundamental principles of the single market
project begun under the Treaty of Rome (now the TFEU) in 1958. The four
components of the GATS definition of trade in services41 are governed by two
separate chapters in the TFEU: the Right of Establishment42 and Services.43

Freedom of services protects the right of a person to provide services to a recipient
in another Member State without establishing a commercial presence in the other
Member State. Once a service provider has set up an establishment in the other
Member State, the right of establishment chapter (Chapter 49) applies in priority to
the services chapter (Chapter 56). In this discussion the focus will be on TFEU
provisions and cases specifically relating to trade in services, though reference will
be made to the right of establishment where necessary.

The TFEU chapter on services applies to services of an industrial, commercial,
craft or professional character provided for remuneration. Service providers who are
individuals, corporations and firms44 are all entitled to national treatment (though
that phrase is not used) as they may not be subject to restrictions under the law of a
Member State which are different than those faced by nationals of that Member
State providing the same kind of services. Article 56 of the TFEU (TEC Article 49)
expressly protects services providers who are EU nationals, but who are neither
nationals of, nor established in, the Member State where the recipient of the services
is located. In addition, the obligation imposed by the freedom to provide services
guarantee is infringed where a Member State’s laws, regulations or administrative

41Article 2 of the GATS defines trade in services as comprising four types of activity: (1) supply of
a service from the territory of one Member to the territory of another, (2) in the territory of one
Member to the service consumer of any other Member, (3) services supplied through commercial
presence in the territory of another Member, and (4) through presence of nature persons in the
territory of another Member.
42TFEU Articles 49-55. The right of establishment requires a Member State to allow a corporation
or individual who is a national of another Member State to set up an establishment (for example,
an office in the case of an individual offering professional services, or a branch or subsidiary in the
case of a corporation) for the purpose of carrying on any type of business (not just providing
services) on the host Member State’s territory under the same conditions as nationals of the host
Member State.
43TFEU Articles 56-52, which also incorporate the principles of Articles 51-54 in the chapter on
the Right of Establishment.
44TFEU Article 57. Companies and firms formed under the law of a Member State and which have
their registered office, central administration or principal place of business in a Member State of
the EC are treated as nationals of that Member State. See also TFUE Article 18.
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policies or practices operate to deter a Member’s nationals or residents from seeking
to obtain services from suppliers not resident or established in that State.45

With respect to direct taxation, the Council of the European Union has a general
power to adopt directives for the harmonization of laws, regulations and adminis-
trative positions of the Member States in order to establish and ensure the proper
functioning of the internal market.46 In the case of tax harmonization measures, the
Council must adopt a legislative proposal of the European Commission unani-
mously.47 The difficulty of obtaining unanimity of all Member States in the Council
means that the number of directives in the field of direct taxation is few, though
those that have been adopted are significant in their effects. The result is that
Member States retain general competence over direct taxation, but with an
important caveat: they must exercise that competence in accordance with EU law.
This means that they may not enact or maintain in force any tax measure that is
contrary to the TFEU or secondary EU law.

As with the other fundamental freedoms48 contained in the TFEU, the prohi-
bition against discrimination in services is not limited to “overt discrimination,” that
is, situations where a provision of a Member State’s law differentiates specifically
between nationals and non-nationals. Discrimination consists of treating those in
comparable situations differently, as well as in treating persons in different situa-
tions the same.49 Applying distinguishing criteria other than nationality is prohib-
ited where in fact it leads to discrimination on the basis of nationality. Thus, a
provision of national law which treats non-residents less favourably than residents
is prohibited as “covert discrimination” where non-residents can demonstrate that
they are in a comparable situation to residents and where, as a practical matter, the
impact of the measure is felt primarily by non-nationals.50 This is usually the case,
as non-residents of a Member State are much more likely than residents of that State
to be non-nationals. If the tax law of a Member State treats the non-resident less
favorably, the CJEU (formerly the ECJ), will examine whether the circumstances of

45ECJ, Rolf Dieter Danner, C-136-00, [2002] ECR I-8147 [Danner]; ECJ, Skandia and Ramstedt v
Riksskatteverket, C-422/01, [2003] ECR I-6817 [Skandia and Ramstedt]; ECJ, Commission v.
Denmark, C-150/04, [2007] ECR I-1163, ECJ, Safir v Skattemyndigheten, C-118/96, [1998] ECR
I-1897 at para 30 [Safir]; ECJ, Eurowings Luftverkehrn, C-294/97, [1999] ECR I-7447, and AG v
Finanzamt Dortmund-Unna, C-294/97, [1999] ECR I-7447 at para 37 [Eurowings].
46TFEU Articles 114 and 115.
47TFEU Article 115.
48In addition to freedom of establishment and services, the TFEU provides for free movement of
goods, workers and capital.
49ECJ, Finanzamt Köln-Altstadt v Schumacker, C-279/93, [1995] ECR I-225 at paras 27–30
[Schumacker].
50ECJ, Commission v Luxembourg, C-111/91, [1993] ECR I-817; ECJ, Giovanni Maria Sotgiu v
Deutsche Bundespost, C-152/73, [1974] ECR 153 at para 11.
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the non-resident are comparable to that of a resident in the Member State. If the
answer is no the issue becomes one of justification. Can the measure be justified?
Finally, the court will ask whether the measure goes beyond what is necessary to
achieve the objective being pursued.51

The issue of whether residents and non-residents are in a comparable situation
with respect to direct taxation will be discussed more fully below.

5.4.3 European Union Cases on Direct Taxation
and Services

The CJEU/ECJ has heard a number of cases disputing national income tax measures
on the grounds of interference with free movement of services. While many of the
cases concern the provision of insurance and pension services,52 the types of ser-
vices addressed in the cases range widely, from aircraft leasing,53 lotteries,54

research contracting,55 providing professional training courses56 to the services of a
professional musician57 and more recently rock stars58 and football teams.59 The
form of tax discrimination varies, but in each case involves the tax measures of a
Member State which result in a heavier tax or administrative burden either on the
non-resident service provider or on a recipient who obtains services from a provider
who does not have an establishment (either a subsidiary or a branch) in the Member
State in which recipient resides or is established. Three representative cases
involving non-resident services and service providers are briefly outlined here to
illustrate the application of the prohibition of direct tax discrimination in trade in

51Opinion of AG Poiares Maduro in C-434/04 Leppik at para 25: “The second test concerns the
necessity of the measure. To put it more precisely: it concerns the question whether an alternative
measure is realistically available that would protect the Member State’s legitimate interests just as
effectively but would be less restrictive of the free movement of goods. In other words: could the
Member State, by directing a similar amount of its resources into an alternative measure, achieve
the same result at a lower cost to intra-Community trade?”
52See among others, ECJ, Hanns-Martin Bachmann v Belgium, C-204/90, [1992] ECR I-249; ECJ,
Commission of the European Communities v Belgium, C-300/90, [1992] ECR I-305; Safir, supra
note 45; Danner, supra note 45; Skandia and Ramstedt, supra note 45; ECJ, Commission of the
European Communities v France, C-334/02, [2004] ECR I-2229.
53Eurowings, supra note 45.
54ECJ, Lindman, C-42/02, [2003] ECR I-13519 [Lindman].
55ECJ, Laboratoires Fournier SA v Direction des vérifications nationales et internationales,
C-39/04, [2005] I-02057 [Laboratoires Fournier].
56ECJ, Skatteministeriet v Vestergaard, C-55/98, [1999] ECR I-7641 [Skatteministeriet].
57ECJ, Arnoud Gerritse v Finanzamt Neukölln-Nord, C-234/01, [2003] ECR I-05933 [Arnoud
Gerritse].
58ECJ, FKP Scorpio Konzertproduktionen GmbH v Finanzamt Hamburg-Eimsbüttel, C-290/04,
[2006] I–09461 [Scorpio].
59ECJ, X NV v Staatssecretaris van Financiën, C-498/10, [2012] [X].
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services under EU law in three circumstances: where limits are imposed on the
deductibility of expenses related to the provision of cross-border services, where
limits are placed on access to tax credits related to the acquisition of cross-border
services are purchased; and the requirement to impose withholding tax when
cross-border services are provided.

5.4.3.1 Deductibility of Expenses (Administrative Presumptions)

The first illustrative case, Skatteministeriet v Vestergaard,60 addressed the
deductibility of expenses and the use of administrative presumptions. At issue was
the deductibility of professional training expenses. Danish administrative policy,
upheld in numerous Danish court rulings, was to impose a presumption that pro-
fessional training courses held at foreign tourist resorts contained such a significant
tourism element that the expenses of attending such courses were deemed not to be
deductible.61 Further, in order to rebut the presumption, the practice of the Danish
authorities was to require that the taxpayer demonstrate that the foreign location
was indispensable to the objective of the training course.62

Mr. Vestergaard was a Danish auditor, employed by a company of which he was
the sole shareholder. He attended a tax course specifically for Danish auditors in
Crete. The Danish tax authorities allowed the Danish corporation to deduct Mr.
Vestergaard’s expenses for attendance at the course, but included the amount in Mr.
Vestergaard’s income as additional salary or bonus. If the same course were held at
a Danish tourist resort the cost would not have been subject to the presumption
against deductibility of expenses.

The ECJ held that the administrative presumption applied by the Danish revenue
authorities was contrary to Article 49 of the TEC (now TFEU Article 56) in that it
subjected the service of providing professional courses to different tax rules
depending on whether the services were provided in Denmark or in another EU
Member State (in this case Greece). There was unequal treatment, making it more
difficult to deduct the cost of courses organized abroad than in Denmark, which
constituted a restriction on a non-Danish service provider’s freedom to offer their
services to Danish taxpayers.

60Skatteministeriet, supra note 56.
61Article 24 of the OECD Model Tax Treaty prohibits this discriminatory treatment of business
expenses. The tax treaty between Greece and Denmark prohibits (and prohibited at the time)
Denmark from disallowing a deduction for a disbursement made to a Greek resident which would
be deductible if paid to a Danish resident so that presumably Mr. Vestergaard could have relied on
the tax treaty. It may be that Mr. Vestergaard’s company paid the amount to a Danish travel agent
or other organization, or that the allowance of the deduction to the company meant that the tax
treaty did not strictly apply.
62The rare example of a successful rebuttal of the presumption given in Advocate General Saggio’s
opinion was of a professor of classical history who was allowed to deduct expenses of a course
held in Greece.
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5.4.3.2 Access to Domestic Tax Credits

A second example of a prohibited and discriminatory tax measure can be found in
Laboratoires Fournier SA v Direction des vérifications nationales et interna-
tionales63 (Laboratoires Fournier). In that case, the ECJ held that French tax law,
which provided a tax credit equal to 50% of the expenses incurred for research
activities carried out in France, but not in other Member States, was contrary to the
(TEC) Article 4964 (TFEU Article 56).

The facts in Laboratoires Fournier were straightforward. Laboratoires Fournier
was a pharmaceutical manufacturer that contracted research services to research
facilities in various Member States in 1995 and 1996, and claimed the tax credit
against its French corporate tax liability in respect of the expenses incurred.
Following an audit the French tax authorities denied the credit because the research
had not been carried out in France. The ECJ held that the failure to allow the same
tax advantage for research expenses incurred in any Member State of the then EC
infringed the freedom of service providers involved in research in other Member
States to offer their services to French purchasers of services. It also deterred French
purchasers of services from obtaining such services from other Member States. The
measure thus constituted a restriction on the freedom to provide services guaranteed
by TEC Article 49 (TFEU Article 56).65

5.4.3.3 Cross-border Services and Withholding Taxes

The trilogy of cases discussed below examines whether the imposition of gross
withholding taxes is contrary to Article 49 of the TEC (TFEU Article 56) both from
the perspective of the non-resident service provider and of the non-resident recip-
ient of services.

The first of these cases, Gerritse v Finanzamt Neukölln-Nord,66 involved the
imposition of gross withholding taxes by the source state. The taxpayer involved
was a Netherlands resident, Mr. Gerritse, who provided services as a professional
drummer for a radio station in Berlin in 1996 for which he was paid approximately
6000 Deutsche Marks (DEM). He incurred business expenses of 698 DEM directly

63Laboratoires Fournier, supra note 55.
64The EC, Treaty of Lisbon amending the Treaty on European Union and the Treaty establishing
the European Community, signed at Lisbon, 13 December 2007, [2007] OJ, C 306 [Treaty of
Lisbon] which came into force 1 December 2009 modified the Treaty on European Union
(TEC) and many of the provisions were renumbered.
65Note that the Non-Discrimination Article in the OECD Model Tax Treaty would also not have
prohibited this measure, as the Model only requires that a Contracting State allow a deduction for
an expense where the amount is paid to a resident of the other Contracting Party in any case where
the expense would be deductible if paid to a resident of the first State. The OECD Model Tax
Treaty provision does not address tax credits.
66Arnoud Gerritse, supra note 57.
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related to the services provided in Germany. German law provided for (and the
1959 tax treaty between Germany and the Netherlands allowed) a deduction at
source of 25% of the gross income earned by the taxpayer in Germany as his final
German tax liability.

Mr. Gerritse argued that he was subject to discrimination contrary to TEC Article
49 because the flat 25% withholding from his gross earnings did not allow him the
basic exemption threshold of approximately 12,100 DEM which German residents,
and non-residents who earned greater than 50% of their income in Germany, or who
had income of less than 12,000 DEM in other countries, were allowed. He also
made a second argument that disallowing the deduction of the expenses that he
incurred in providing the services in Germany was discriminatory as suppliers of
services who were resident or established in Germany were permitted to deduct
such expenses in computing their taxable income.

Mr. Gerritse was unsuccessful on the first argument. The ECJ ruled that in
relation to direct taxation, residents and non-residents are not generally in com-
parable situations. A Member State may therefore apply different rules to residents
than to non-residents. According to the Court, it is within the power of State of
residence of a taxpayer to make provisions for social objectives such as reduced
ability to pay related to personal and family circumstances and to ensure progres-
siveness in the personal income tax system. In the Court’s view, the Netherlands did
this by taking into account the German tax in computing Mr. Gerritse’s worldwide
income subject to Netherlands tax.67

Mr. Gerritse was successful with his second argument. The ECJ ruled that the
refusal by German revenue authorities to allow the deduction of expenses incurred
in order to earn the income was a clear disadvantage to services providers not
resident or established in Germany. The ECJ also found that no precise argument
had been put forward to justify the discriminatory treatment. A similar argument
with respect to the right to deduct expenses was also successful in the FKP Scorpio
Konzertproduktionen GmbH v Finanzamt Hamburg-Eimsbüttel68 (Scorpio) case
that followed three years later.

The Scorpio case involved payment for a performance by a rock star. The
particular issue in Scorpio with respect to the deductibility of expenses was whether
the expenses could be claimed before the basis for withholding tax was established.
The case again involved German withholding tax and a non-resident service pro-
vider, however the issue of deductibility was more nuanced. The case focused on
the question of timing, specifically on precisely when the expenses were deductible
when calculating the withholding liability. The question arose because the German
Ministry of Finance interpreted the ECJ’s decision in Gerritse to mean that
expenses must be deductible in calculating withholding tax restrictively. The

67The relationship of EC discrimination law with bilateral tax agreements is discussed in more
detail below.
68Scorpio, supra note 58. See also ECJ, Cento Equestre da Lezíria Grande Lda v Bundesamt fur
Finanzen, C-345/04, [2007] ECR I-1425.
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Ministry responded by providing an option for affected non-residents to file a
special income tax refund application in which the expenses of the performance
could be claimed after the performance.69 The matter of concern for the German
Supreme Court was whether this was sufficient to comply with the promised
freedoms in the then EC Treaty. In particular the Court was concerned with the
question of whether expenses directly linked to the performance should be deducted
when calculating the withholding tax. If so, it followed that German withholding
tax could only be levied on net income after the deduction of related expenses.
The ECJ agreed with this view and found that withholding taxes could only be
levied on the net performance income of the non-resident after the deduction of the
expenses directly related to the income earned. It is important that in Scorpio the
direct expenses incurred in providing the services were reported to the service
recipient by the non-resident, a factor that the Court referenced in its opinion.

In summary, in Scorpio, the ECJ determined that it was contrary to the freedom
to provide services for a Member State to levy a withholding tax on gross income
without allowing a deduction for directly linked expenses in circumstances where
the gross withholding tax is higher than the tax rates that would otherwise apply to
net income. The Court’s answer was different with respect to business expenses that
were not directly related. The Court held that indirectly related expenses could be
taken into account in the refund procedure.70

Although the Scorpio decision effectively answered the question of the timing of
when directly related expenses must be taken into account when calculating
withholding tax, it left open the question of whether the withholding tax itself was
contrary to the fundamental freedoms once the mutual agreement in collection
directive was in place.71 During the period under review in Scorpio the directive on
mutual assistance in collection did not exist, leaving many to speculate whether the
justification of effective taxation would be accepted if the mutual assistance
agreement72 were in place between the Member States. The answer to that question
was provided in X NV v Staatssecretaris van Financiën73 (X) in 2012.

The X case involved a Dutch football club (Club Feyenoord) that had an
agreement with two British clubs to play friendly matches in the Netherlands in
August 2002 and August 2004 respectively. The Dutch taxpayer made lump sum
payments to the British clubs for the matches at issue. The Dutch Revenue
Authorities assessed the Dutch taxpayer an amount equal to 20% of the payments

69See Molenaar and Grams (2007).
70Scorpio, supra note 58 at para 52.
71The mutual assistance in collection directive has now been replaced by EU, Council Directive
2010/24/EU of 16 March 2010 concerning mutual assistance for the recovery of claims relating to
taxes, duties and other measures, [2010] OJ L 84/1. The directive was extended to income tax in
2001, since it was originally adopted in 1976.
72See infra note 78.
73Council Directive 2001/44, supra note 59.

142 5 The WTO, NAFTA and the TFEU: Regional Perspectives …



made to the British clubs (after the deduction of certain costs74). Under Dutch
national laws this equaled the withholding tax that the Dutch taxpayer had failed to
collect and remit on those payments.

The taxpayer appealed the assessment on the basis that the relevant Netherlands
legislation constituted a restriction on the freedom to provide services within the
meaning of TEC Article 56 (now TFEU Article 63) and could not be justified. The
Dutch Revenue Authorities argued that the withholding tax was aimed at safe-
guarding the effective collection of income taxes in respect of non-residents. The
Dutch Supreme Court referred the matter to the ECJ in 2010. An additional
question posed was whether it was relevant that the non-resident service provider
could deduct the tax withheld in the Netherlands from its tax liability in the Member
State in which it was established.

One of the reasons that the Dutch Supreme Court decided to refer its questions to
the ECJ was the heavy criticism of the Belgian State—SPF Finances v Truck
Center SA75 (Truck Centre) case, a decision that addressed the issue of withholding
tax. In Truck Center, a Belgian company was required to withhold Belgian tax on
interest payments to its Luxembourg shareholder but not in respect of payments to a
domestic Belgian shareholder. The ECJ determined that the Luxembourg and
Belgian shareholders were not in comparable circumstances and that the tax treaty
between the two states allowed for source taxation. The Court also concluded that
because the difference in treatment did not necessarily procure an advantage for the
resident recipients, it did not constitute a restriction of the freedom of establish-
ment.76 The importance of the decision in the context of this discussion is that the
Court ruled that TEC Article 56 (now TFEU Article 63) must also be interpreted as
not precluding a Member State from enforcing tax legislation that provides for the
retention of tax at source. It is also important because, unlike in Scorpio, a specific
directive on mutual assistance in the collection of taxes was in existence. However
as the Court did not find discrimination it did not have apply the test of propor-
tionality to investigate whether less stringent means could have been used, the
question left unanswered in Scorpio.

The X case differs from the Truck Center decision as well as that of Gerritse and
Scorpio in that it addresses the withholding tax obligation from the perspective of
the recipient of the services and not the service provider. The argument for dis-
crimination from this perspective is that the obligation to withhold imposes an
administrative burden on the service recipient and additional tax liability that a
recipient would not face if they hired a resident service provider.

The ECJ agreed that the freedom to provide services confers rights not only on
the service provider but also on the recipient of the service. The Court also agreed

74Under Dutch law at that time expenses could be deducted at source, but only after written
approval was received from the Dutch tax authorities. The approval could be sought for in advance
of the performance or up to one month after the performance. In the absence of the approval
predetermined deemed expenses were deductible.
75ECJ (2008).
76Ibid at paras 49 and 50.
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that the obligation to withhold tax entailed an additional administrative burden on
the recipient as well as related risks concerning liability. The result, in its view was
that cross-border services would be less attractive for the recipient of such services
than services provided by resident service providers. The Court also rejected the
argument that the disadvantage created by the withholding tax was offset by a
reduction of the administrative burden on the non-resident service provider, who
was not required to file a tax return in the Netherlands. Consequently, the obligation
on the recipient of services to withhold at source tax on the remuneration paid to
non-resident service providers, when a similar obligation was not levied on
remuneration paid to resident service providers, constituted a restriction on the
freedom to provide services.

A restriction on the freedom to provide services was acceptable only if it was
justified by overriding reasons in the public interest. The Court concluded “if a
service provider provided occasional services in another member state for short
periods, a withholding tax at source was an appropriate means of ensuring the
effective collection of the tax due.”77 It did not go beyond what was necessary to
achieve that purpose, even in the light of the opportunities for mutual assistance in
the recovery of taxes.78

The Court’s reasoning with respect to the role of the mutual assistance in col-
lection directive is discussed below. The analysis is significant in the EU context as
this is the first time that the Court engaged in a proportionality analysis, a task not
required in prior decisions including Scorpio and Truck Centre.

In the X case the court poses the following question. “Does the measure go
beyond what is necessary to ensure the effective collection of the tax due, in the
light of, inter alia, the opportunities presented by Directive 76/308 in the field of
mutual assistance for the recovery of taxes?”79

The Court stated that the purpose of Directive 76/308 was to eliminate obstacles
to the establishment and functioning of the common market resulting from the
territorial limitation of national provisions relating to tax recovery. In the Court’s
view, Directive 76/308 “provides for measures of assistance in the form of the
disclosure of information useful for the recovery, notification of instruments to the
addressee and the recovery of claims which are the subject of an instrument per-
mitting their enforcement.” The extension of the scope of the Directive to include

77X, supra note 59 at para 42.
78The court references Council Directive 76/308/EEC of 15 March 1976 as amended by EC,
Council Directive 2001/44/EC of 15 June 2001 amending Directive 76/308/EEC on mutual
assistance for the recovery of claims resulting from operations forming part of the system of
financing the European Agricultural Guidance and Guarantee Fund, and of agricultural levies
and customs duties and in respect of value added tax and certain excise duties, [2001] OJ L
175/17 [Council Directive 2001/44].
79The Directive establishes common rules on mutual assistance in order to ensure the recovery of
claims relating to certain levies, duties and taxes. It allows a Member State to request assistance
from another Member State in the recovery of income tax payable by a taxpayer resident in the
other Member State.
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claims relating to taxes on income was not to replace taxation at source as a method
of collecting tax.80

The Court went on to observe that although the renunciation of withholding tax
at source and recourse to the arrangements governing mutual assistance would
eliminate the restriction to the freedom to provide services complained of, it would
not necessarily eliminate all the formalities for which the service recipient was
responsible, nor would it eliminate formalities for the non-resident service provider.
In particular, in the absence of a withholding tax, the tax authorities concerned
would no doubt still impose an obligation on the service recipient to declare the
service was being carried out by a non-resident service provider.

Similarly, the renunciation of withholding tax would not eliminate formalities
for the non-resident service provider. Instead the tax must be collected directly from
the non-resident service provider. This could “lead to a serious burden on the
foreign [non-resident] service provider in that he would have to submit a tax return
in a foreign language and to familiarize himself with a tax system in a Member
State other than that in which he is established.”81 The Court noted that this burden
could deter the non-resident service provider from providing a service in another
Member State and it ultimately makes it more difficult for the service recipient to
obtain a service from another Member State. It “would also give rise to a significant
administrative burden for the tax authorities responsible for the service recipient in
view of the large number of services provided on an ad hoc basis.”82

The Court also concluded that the tax treatment of the service provider in the
Member State in which the non-resident service provider was established was not
relevant for the purpose of determining whether the obligation on the recipient of
services to withhold that tax at source constituted a restriction on the freedom to
provide services prohibited by TEC Article 56 (now TFEU Article 63).

One matter of considerable interest in the X case was the Court’s response to
Advocate-General Kokott’s comments with respect to proportionality and with-
holding tax. Advocate General Kokott concluded “the taxation at source here at
issue does not go beyond what is necessary, provided that the restriction on the
freedom to provide services consists solely in the taxation at source as such and not
in a higher tax liability.”83

The issue of whether a withholding tax at source that results in a greater tax
burden on the service provider than that when services are carried out by a resident
constitutes a restriction on the freedom to provide services was not posed by the
Dutch Court, nor was it answered by the ECJ. The ECJ noted that if a withholding
tax results in the non-resident being subject to a higher tax burden than a resident

80Directive 2001/44, supra note 78.
81X case, supra note 59 at para 50.
82Ibid at para 51.
83Ibid at para 60.
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for the provision of the services it constitutes a restriction on the freedom to provide
services if it has repercussions for the cost of the services.84

Based on the rulings in Scorpio and the X case it is clear that the imposition of
withholding tax may be justified under a Member State’s national law provided that
the withholding tax is calculated after allowing for the deduction of directly
applicable and reported expenses. Thus the imposition of gross withholding taxes
on non-resident service providers cannot generally be justified in respect of fellow
EU Members. The same is not true of gross withholding taxes imposed at source
under the national laws of EU Members on non-EU Members, including gross
withholding taxes imposed under double taxation agreements. Put differently, the
protection against discrimination in respect of withholding taxes provided to EU
Members under the TFEU does not extend to non-EU Members under EU law.
Thus non-EU Members remain subject to the applicable tax treaty and
non-discrimination provisions in respect of any withholding taxes imposed by EU
Member States.

Service providers who are non-EU Members and who receive income from
independent personal services, royalties, interest or ‘other amounts’ in respect of
which a tax treaty allocates the right to tax to the source state, will be subject to
gross withholding tax and may be without the benefit of deductions for directly
applicable and reported expenses that is available to service providers of EU
Member States.

In summary, for purposes of EU law, differences in tax treatment based on
residence are not discriminatory per se. The situations of residents and
non-residents are not comparable.85 However, in some circumstances, the situations
of residents and non-residents may be comparable, for example the branch office of
a non-resident service provider may be considered comparable to the office of a
resident in the Member State.

Further, the need to ensure the effective collection of income tax from
non-resident service providers constitutes an overriding ‘reason in the general
interest’ that justifies a restriction on the freedom to provide services.86

Notwithstanding, withholding tax may only be levied after directly related expenses
have been taken into account.

Other defenses have been raised by Member States to justify their direct taxation
provisions against allegations that they infringe the freedom to provide services

84The Court’s comments on this point can be found in para 33 “…the answer to the question,
which is, moreover, not the subject of the present reference for a preliminary ruling, whether a
withholding tax at source such as that at issue in the main proceedings also constitutes a restriction
on the freedom to provide services if it results in the provision of services carried out by a
non-resident provider being subject to a greater tax burden than that of a provision of services
carried out by a resident provider. In so far as such a withholding tax may have repercussions on
the cost of provision of the service at issue, it is liable to deter both the non-resident provider from
providing that service and the recipient of the service from having recourse to such a provider.”
85Schumacker, supra note 49 at para 31.
86Scorpio, supra note 58 at para 36.
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(and other fundamental freedoms in the TFEU).87 These have included cohesion of
the national tax system,88 effectiveness of fiscal supervision,89 allocation of taxation
rights90 and more recently, ensuring the balanced allocation of jurisdiction to tax.91

87TFEU Article 52 provides for general exceptions to Article 56 where a Member State can
demonstrate that its law is necessary to protect public policy, public health or public security, but
these defences have not been put forward in direct tax cases.
88In two cases, ECJ, Hanns-Martin Bachmann v Belgium, C-204/90, [1992] ECR I-249 and ECJ,
Commission of the European Communities v Belgium, C-300/90, [1992] ECR I-305, among the
earliest to be decided on direct discrimination, this defence was successful. The Belgian tax
measure at issue in both cases allowed a deduction to a resident of Belgium in respect of pension
contributions paid to an insurance company resident or established in Belgium, but denied the
deduction for such payments to an insurance company not established in Belgium. The ECJ found
that the measure constituted a restriction on free movement of workers and services, but was
justified because there was no less restrictive way for Belgium to ensure that deductions would
only be permitted where the insurance and pension benefits which would later be paid would be
subject to tax in Belgium. There was a direct link between the deduction of the premiums and the
taxation of the benefits in relation to one and the same taxpayer by the same tax authority, so that
cohesion could only be maintained by making the deduction contingent on the resulting benefits
being taxable. The cohesion argument has now largely been abandoned as it has not been accepted
by the court again.
89However, a discriminatory rule will only be justified if it applies only to purely artificial
arrangements intended to evade tax laws and permits a case by case assessment of whether the
taxpayer has in fact illegitimately avoided tax. It is not sufficient that the measure have as its
purpose the prevention of tax evasion. The ECJ frequently refers to EC, Council Directive
77/799/EEC of 19 December 1977 concerning mutual assistance by the competent authorities of
the Member States in the field of direct taxation, [1997] OJ, L336/15 as ensuring that national tax
authorities have the necessary means of obtaining information from other Member States to
prevent tax evasion.
90The ECJ refuses to allow a tax measure to be justified on the basis that it is necessary to protect
government revenues or the tax base, stating that a measure that contravenes a fundamental Treaty
freedom cannot be justified on purely economic grounds. Nor may a Member State apply tax rules
that seek to equalize the tax burden on a particular form of cross-border income that is lightly taxed
in another Member State. See e.g., ECJ, Anneliese Lenz v Finanzlandesdirektion für Tirol,
C-315/02, [2004] ECR I-07063.
91Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes), C-446/03 [2005] ECR
I-10866.
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5.4.4 The Relationship of Bilateral Tax Treaties
to European Union Law

The network of bilateral tax treaties among EU Member States is virtually com-
plete, and remains a very important component of direct tax law for the Member
States, particularly with respect to individuals.92

5.4.4.1 Case Law on Bilateral Tax Treaties and Discrimination

The relationship of tax treaties to EU law has been considered in several ECJ
judgments and opinions of Advocates-General. In the earliest direct tax decision,
Avoir Fiscal,93 the ECJ ruled that the rights conferred by the TFEU (in that case the
right of establishment) were unconditional and could not be subordinated to the
provisions of a tax treaty concluded with another Member State.94 This is no more
than a statement of the principle of supremacy of EU law over national law, which
applies whether the national law is enacted before or after accession to the European
Union. Since the provisions of tax treaties form part of national law, their provi-
sions are subordinate to EU law in the event of a conflict.

Tax treaties normally only apply specifically to trade in services in the case of
individual service suppliers temporarily providing services in a Contracting State of
which the individual is not a resident. This engages either the provision based on
former OECD Model Tax Treaty Article 14, governing independent personal ser-
vices or Article 17, governing the activities of artistes and sportsmen.95 Corporate
service suppliers are governed by Article 7, which, like former Article 14, allows
for taxation of services income derived in the Contracting State of which the
supplier is not a resident only where the supplier has a permanent establishment (or
“fixed base” in the case of former Article 14) through which the income is earned in
that State. As noted earlier, in the EC, once a services supplier has a tax nexus in
another Member State in the form of a permanent establishment or fixed base, the

92The various direct taxation directives adopted at the EC level since 1990 eliminate withholding
tax on dividends, royalties and interest between subsidiary and parent corporations in different
Member States, facilitate cross-border mergers, and provide for mutual assistance in the exchange
of information and recovery of tax claims.
93ECJ, Commission of the European Communities v France C-270/83, [1986], ECR I-00273
[Commission v France], commonly referred to as “Avoir Fiscal.”
94Ibid at para 26.
95Article 14 was eliminated from the OECD Model Tax Treaty in 2000, so that the distinction
previously created by Article 14 between individuals providing “independent personal services”
and general business profits in Article 7 no longer exists. In the current OECD Model Tax Treaty,
the only provision that treats services providers differently from other businesses is Article 17,
which deals with “Artistes and Sportsmen.” However, most tax treaties still contain a provision
equivalent to OECD Model Tax Treaty Article 14, even such recent ones as the pending treaty
between the UK and France, signed in 2004.
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discussion moves from free movement of services to the right of establishment
under the TFEU. Thus most of the cases that involve a tax treaty are resolved by
reference to freedom of establishment under the TFEU. Under that Agreement, the
issue is generally the unequal treatment of corporations that have a branch as
opposed to a subsidiary in another Member State96 or the unequal tax treatment of
permanent establishments of foreign corporations as compared to subsidiaries.

The Gerritse and Scorpio cases are examples of the way tax treaties are applied
in the case of individuals supplying services to a recipient in another Member State.
The ECJ has developed a distinct approach to non-discrimination on the basis of
residence or nationality in direct taxation, sometimes referred to as the “Schumacker
principle”97 in the case of individuals. The concept of covert discrimination is
conditioned, in direct taxation cases, on the taxpayer demonstrating that
non-residents and residents are in a comparable situation as regards their liability to
direct taxation in the Member State whose tax measure is challenged. The ECJ has
frequently recognized in its rulings that residence is the primary criterion used by
the ‘international tax system’ for determining liability to direct taxation, and that in
general, residents and non-residents are not in comparable circumstances. Thus not
every difference in treatment will amount to discrimination, particularly where the
issue is access to deductions or credits based on family or personal circumstances.

In the case of artistes (such as Mr. Gerritse) and sportspersons, treaties following
the OECD Model Tax Treaty allocate primary taxing jurisdiction to the State where
the services are performed. The Netherlands-Germany Tax Treaty followed this
Model, so that Germany could impose a 25% final tax on Mr. Gerritse’s income
derived from services performed in Germany. Even though this imposition of
withholding tax resulted in different treatment from the treatment afforded to a
resident of Germany, it was not found to be contrary to Article 49 of the TEC
(Article 56 of the TFEU). The reasoning was that Mr. Gerritse was not in a com-
parable situation to a German resident because he was entitled to allowances for his
personal and family circumstances in the Netherlands, where he earned most of his
income. Further, the Netherlands allowed Mr. Gerritse a tax credit for the German
tax paid against his Netherlands tax liability, which fairly compensated him while
maintaining progressive taxation, so he could not demonstrate that he was deterred
from supplying services in Germany.

On the other hand, the ECJ in Gerritse ruled that the refusal by Germany to
allow deduction of expenses incurred by the service provider in computing the
income subject to the withholding tax was discriminatory, as German service
providers were entitled to deduct their expenses so that tax was imposed on net
rather than gross income. Neither the Commission nor the Member State govern-
ments who intervened in Gerritse put forward a convincing argument that residents

96See for example Commission v France, supra note 93, ECJ, Algemene Maatschappij voor
Investering en Dienstverlening NV (AMID) v Belgische Staat, C-141/99, [2000] ECR I-11619 and
ECJ, Compagnie de Saint-Gobain, Zweigniederlassung Deutschland v Finanzamt Aachen-
Innenstadt, C 307/97, [1999] ECR I-6161.
97Schumacker, supra note 49 at paras 31–35.
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and non-residents were in objectively different situations regarding deduction of
their expenses in computing income subject to tax. The fact that the
Netherlands-Germany Tax Treaty permitted Germany to impose the withholding
tax on the gross income of the service provider could not justify the measure if it
was contrary to Article 49 of the TEC (now TFEU Article 56).

In Scorpio there was a tax exemption granted under the Germany-Netherlands
Tax Treaty to a non-resident service provider who carried on activity in Germany.
As a result, the income derived from the services was not taxable in Germany. One
of the questions posed by the German Court was whether the Germany-Netherlands
Tax Treaty exemption could be taken into account by the recipient of the services in
withholding tax and in proceedings for liability brought against him. Under German
national law the Treaty exemption could only be claimed if a certificate of
exemption stating that the conditions of the Treaty were satisfied. The exemption
certificate was issued by the German competent tax authority. The question posed
was whether the requirement to produce the certificate at various stages constituted
a restriction on the freedom to provide services contrary to Article 56 of the TEC
(now TFEU Article 63).

The Court agreed that the obligation imposed on a provider of services residing
in the Netherlands to request the competent German tax authority to issue a cer-
tificate of exemption in order to escape German tax constitutes a restriction on the
freedom to provide services because of the administrative steps it requires the
service provider to take. It also imposed a restriction on the recipient. The
requirement to obtain and produce the certificate thus constituted an obstacle to the
freedom to provide services guaranteed by TEC Articles 59 and 60 (TFEU Articles
63 and 64). However, the ECJ concluded that the obstacle was justified in order to
ensure the proper functioning of the procedure for taxation at source.98 As a result
the tax exemption granted under the Treaty could be taken into account by the
recipient of the services only if the appropriate certificate of exemption was issued
by the competent tax authority.

5.4.4.2 Impact of Tax Treaties on Justifications for Discriminatory
Measures

Somewhat curiously, when a Member State has made the argument that a matter
has been regulated under a bilateral tax treaty which should be respected, the ECJ
has used the existence of a tax treaty as a double edged sword to eliminate dis-
criminatory tax provisions. On the one hand, because a tax treaty is itself subor-
dinate to EC law if the tax treaty allows a restriction on the exercise of a
fundamental freedom, it is inapplicable. On the other hand, the existence of a tax

98Scorpio, supra note 58 at para 59.
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treaty between two Member States has the effect of negating the argument that a
measure is necessary to preserve the cohesion of a Member State’s tax system.99

The ECJ regards the bilateral agreement allocating tax jurisdiction as moving
cohesion to a different level, involving reciprocity between the two Contracting
States, rather than as between a taxpayer and a single Member State. Therefore, the
direct link between a tax advantage and a tax obligation with respect to a single
taxpayer and a single Member State, necessary to support the cohesion justification,
is absent.

5.4.4.3 Most Favoured Nation as a Principle of European Union Law

The TFEU contains no provision expressly imposing a most favoured nation
principle on Member States. The answer to the question of whether EC law required
that a Member State treat nationals and residents of another Member State no less
favourably than the Member State treats a third country under a bilateral tax treaty
remained unclear. The matter was resolved by the ECJ (now CJEU) in D v
Inspecteur van de Belastingdienst (“D” case) on July 5, 2005.100 The D case
concerned free movement of capital,101 but the same principles would be applicable
where free movement of services is at issue. D, an individual resident in Germany
and subject to Netherlands wealth tax on his real property situated in the
Netherlands, claimed the benefit extended by the Netherlands-Belgium Tax Treaty
to residents of Belgium who have property subject to wealth tax in the Netherlands.
The Netherlands-Belgium Tax Treaty provides the same threshold exemption to
Belgian residents as is allowed to residents of the Netherlands under Netherland’s
national law. The Netherlands-Germany Tax Treaty provides no threshold
exemption for residents of Germany.

The argument that most favoured nation treatment applies so that a resident of
any Member State is entitled to the most favourable treatment available to a resident
of any other Member State was an alternative argument in the D case.102 The
primary argument was that the Netherlands was unjustifiably discriminating against
D in denying him the threshold exemption available to Netherlands residents, and
was thus imposing a restriction on free movement of capital.

In his Opinion of 26 October 2004, Advocate-General Ruiz-Jarabo Colomer
concluded that D should succeed on his primary argument. The Advocate-General
considered the most favoured nation argument, and gave the opinion that the right

99ECJ, GHEJ Wielockx v Inspecteur der Directe Belastingen, C-80/94, [1995] ECR I-2493.
100EJC, D v Inspecteur van de Belastingdienst, C-376/03, [2005] ECR I-05821.
101TEC Article 56 (now TFEU Article 63).
102In ECJ, Metallgesellschaft v Commissioners of Inland Revenue and HM Attorney General,
C-397/98, [2001] ECR I-1727 the question was referred to the ECJ as to whether the UK was
obliged to grant the same type of tax credit for UK advance corporation tax to German residents as
it granted to residents of the Netherlands under its tax treaty with the Netherlands, but neither the
Advocate General nor the court responded to this question.
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to equal treatment for all EU nationals cannot be subordinated to the principle of
reciprocity that governs bilateral tax treaties. Member States must take the utmost
care in negotiating their tax treaties with other Member States, to ensure that they
do not hinder the establishment of the single market. If obligations undertaken in a
bilateral tax treaty run “counter to the fundamental ideas driving the construction of
a unified Europe” then, in the Advocate-General’s opinion, the Member States
concerned must find other solutions that do not breach EU law or prejudice citizens
of other Member States.

The Advocate-General nevertheless concluded that the ECJ should decline to
rule on the most favoured nation argument, as an affirmative ruling would “create
upheaval in the legal systems of the Member States” and the system of bilateral
agreements. The ECJ, sitting in a Grand Chamber of 13 judges, rejected both the
advice not to rule, and the principle of most favoured nation where the more
favourable treatment is the result of a bilateral tax treaty between two Member
States. The Court held that a resident of Belgium, which has a favourable tax treaty
with the Netherlands, is not in a comparable position to a person who is resident in
Germany, which does not have the same preference in its tax treaty with the
Netherlands. Residence in a particular State is a distinguishing criterion which is
fundamental to the application of a tax treaty, and the allowance accorded under
one treaty to residents of the Contracting States had to be regarded as part of the
treaty’s overall balance, rather than as a discriminatory provision which was con-
trary to the free movement of capital in TEC Articles 56 and 58 (now TFEU
Articles 63 and 65).

The result of the D case on the most favoured nation principle is quite surprising,
given the very strong rulings of the ECJ in the past restricting the scope of Member
States to justify different treatment of residents and non-residents by relying on a
tax treaty. It is less controversial that the ECJ also found that the Netherlands’
refusal of the wealth tax allowance to Mr. D was not itself an infringement of TEC
Articles 56 and 58, because only 10% of Mr. D’s total wealth was situated in the
Netherlands. He was not, therefore, in a comparable situation to a Netherlands
national or resident who had the greater part of his wealth situated in the
Netherlands and subject to Netherlands wealth tax.

The reasoning in the D case would seem to allow Member State X to accord
more favourable treatment to service providers from Member State Y than to those
from Member State Z, if the provisions of a tax treaty between X and Y provide for
the more favourable treatment. However, where the tax treatment by a Member
State of non-resident service providers is less favourable than for residents, even
though residents and non-residents are in comparable situations with respect to their
tax liability, the different treatment may still constitute an infringement of TEC
Article 49 (now TFEU Article 56).
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5.5 Tax Discrimination? Some Comparative Examples

The following are some hypothetical examples of differences in tax treatment that,
in principle, violate either the most favoured nation or national treatment obliga-
tions under a trade agreement. A discussion of how the matter would be addressed
in both Canada and the UK follows to underline the differences in result.

5.5.1 Example 1

Assume Canada’s income tax law does not permit a deduction in calculating taxable
income for amounts paid to non-residents of Canada that exceed $100,000 per
annum. A US engineer, earning income in excess of $100,000 for services per-
formed in Canada in 2005, is denied further work by a Canadian client. The US
government seeks to challenge the refusal of the deduction as a violation of the
national obligation under the NAFTA. Will the Canada–US Tax Treaty restrict
recourse to the competent authority procedure under the Tax Treaty? The answer is
yes. Article 25(7) of the Canada-US Tax Treaty, provides inter alia that in deter-
mining the taxable profits of a resident of Canada, disbursements paid to a resident
of the US shall be deductible under the same conditions as if they had been made to
a resident of Canada. As a result, any dispute about a tax measure that impacts the
deductibility of fees paid to a non-resident by a Canadian resident must be resolved
under the Tax Treaty.

The answer changes if the province of Ontario denied the deduction for purposes
of computing provincial income tax liability. The Canada-US Tax Treaty applies
only to tax levied by the Government of Canada. Provincial taxes do not fall within
the scope of the Tax Treaty, except for the limited purpose of defining the scope of
the obligation of the other Contracting State to provide relief from double taxa-
tion.103 There is thus no argument that might restrict the US from seeking redress
for the discriminatory provincial income tax under the NAFTA on the basis that that
the matter is covered by a tax treaty. Further, the NAFTA imposes a national
treatment obligation as the tax relates to the purchase or consumption of
cross-border services.104 There is therefore a clear argument that the national
treatment obligation in the NAFTA has been violated.

103Article 24(7) Canada-US Tax Treaty.
104The same is true if the engineer were from Mexico. The Canada-Mexico Tax Treaty applies
only to taxes imposed by the Government of Canada under the Income Tax Act and not to income
taxes imposed by the provinces. Thus the Mexican government can also challenge the tax as being
in violation of Canada’s national treatment obligation under the NAFTA.
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Can the US government argue there has been a national treatment violation
under the GATS, assuming a commitment by Canada in this sector? The answer
appears to be negative, because Article 26(7) of the Canada-US Tax Treaty
addresses the issue of the deductibility of disbursements paid to a non-resident, so
the matter must be addressed under the Tax Treaty.

If the engineer is from Mexico, can the Mexican government argue there has
been a national treatment violation under the GATS? Until the Mexican Treaty with
Canada was renegotiated in 2006, the answer was “maybe”. There was no clause in
the original 1992 Canada-Mexico Tax Treaty similar to that found in the
Canada-US Tax Treaty that addresses the deductibility of disbursements paid to
non-residents. Whether or not a claim could be made under the WTO dispute
resolution procedures would therefore depend on the specific commitments and
exemptions claimed by Canada in its schedule to the GATS105 and the interaction
between Article XXII(3) of the GATS and the Canada-Mexico Tax Treaty.
Specifically, the issue would be whether the matter falls with the ‘scope’ of a tax
treaty, given the non-discrimination article and interpretive rules in the
Canada-Mexico Treaty.106

The issue was resolved without being decided in the Canada-Mexico context by
the addition of the deductibility provision in the new Canada-Mexico Tax Treaty.
The issue and the analysis however, will remain the same for any tax treaty between
Canada and a WTO Member that does not include the deduction clause in the
non-discrimination article. The analysis would proceed along the following lines.

The non-discrimination clause in the Canada-Mexico Tax Treaty specifically
addresses the rights of a national who is a resident of a Contracting State. Thus it is
arguable that all aspects of the national treatment obligation fall within the scope of
the Treaty and there is simply no obligation of non-discrimination under the Tax
Treaty in respect of a national who is a non-resident of the Contracting State.
Another view is that the national treatment obligation in respect of the treatment of
payments to a national who is a non-resident does not fall within the scope of a tax
treaty and thus access to the WTO dispute resolution procedures is available. If this
latter interpretation were incorrect, there would be no remedy for the tax discrim-
ination under the WTO.

If the engineer were British, the UK would face this issue in disputing the denial
by Canada of the deduction of the disbursement in excess of $100,000 under the
GATS. The Canada-UK Tax Treaty contains no non-discrimination provision

105See discussion in Chap. 2 at 2.2.1.
106OECD, Model Tax Convention (2014), Commentary on Article 25 at para 92 includes the
following discussion of the scope of a tax treaty: “… the phrase ‘falls within the scope’ is
inherently ambiguous, as indicated by the inclusion in paragraph 3 of Article XXII of the GATS
both an arbitration procedure and a clause exempting pre-existing conventions from its application
in order to deal with disagreements related to its meaning. While it seems clear that a country could
not argue in good faith that a measure relating to a tax to which no provision of a tax convention
applied fell within the scope of that convention, it is unclear whether the phrase covers all
measures that relate to taxes that are covered by all or only some provisions of the tax convention.”
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requiring deduction of disbursements incurred to non-residents on the same basis as
deduction of disbursements incurred to Canadian residents.

If it were the French government that denied the deduction of expenses for
services over €100,000 if paid to a British engineer (but at the same time would not
deny the deduction if it were paid to a French engineer), the discriminatory treat-
ment would infringe Article 26(3) of the UK-France Treaty.107 In addition, EC law
would require France to treat UK service providers according to the same rules as
French service providers, and either the British engineer or the French company
could successfully obtain a ruling from the French courts that the French law was
contrary to TEC Article 49, (Article 56 of the TFEU) based on the Laboratoires
Fournier decision.

5.5.2 Example 2

UK Conventions Inc. (UK Corp) organizes conventions, meetings and other such
events at its facility at Charing Cross. UK Corp’s bid to host the next annual
meeting of Cancorp, a large Canadian corporation, has been rejected by Cancorp,
on the basis that the costs of the meeting will not be deductible if the meeting is
held at Charing Cross. The problem, Cancorp argues, is a restriction in the Income
Tax Act (Canada) on the deductibility of expenses incurred for foreign conventions
held outside the NAFTA block.

Can the UK claim that Canada has violated its most favoured nation obligation
under the GATS by refusing to permit the deduction of meeting expenses by
Cancorp if the convention is held in Charing Cross? The answer appears to be yes.
An exemption from the most favoured nation obligation under the GATS exists
only if the difference in treatment is the result of a tax treaty or is specifically listed
as an exemption in Canada’s country annex.108 In this case there is no applicable
tax treaty exemption or specific listing. In contrast, the most favoured nation
obligation would not be violated if the preference with respect to the deduction of
convention expenses were given in respect of conventions held by Cancorp in the
US because Article XXV(9) of the Canada-US Tax Treaty provides for the
deduction of such expenses.

What is the result if the analysis is performed under the NAFTA (assuming there
is no tax treaty exemption from most favoured nation)? Can a complaint be made
by Mexico that Canada has violated its most favoured nation obligation under the
NAFTA, if a deduction is permitted by Canada under her domestic legislation for
convention expenses incurred in the US but not Mexico? The answer is no.

107Article 26(3) of the UK-France Treaty is the equivalent provision to Article 24(7) of the
Canada-US Tax Treaty and Article 24(3) of the OECD Model Tax Treaty.
108GATS Article II(2).
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The NAFTA does not apply to any taxation measure except as specifically
provided in Article 2103. There is no requirement to provide most favoured
treatment with respect to taxes on income and capital gains in these circumstances.
As a result, it would appear that there is no most favoured nation obligation in
respect of the favourable tax treatment for payments to service providers from one
country over another. Further, there is no national treatment obligation, assuming
the relevant tax provision was in effect at the time the NAFTA entered into force.109

If it were the domestic tax law of the UK that denied the deduction for con-
vention expenses of a UK company’s meeting held in France, the result would be
the same as in the first example: discrimination contrary to Article 49 of the TEC
(TFEU Article 56) (Vestergaard and Laboratoires Fournier) and violation of the
UK-France Tax Treaty Article 26(3).

If the UK tax authorities allow a deduction, in conformity with EC law, for
expenses in respect of conventions held on the territory of the EC, must they
provide the same treatment for conventions held in Canada under the GATS most
favoured nation provision? The answer is no. Article V of the GATS permits
Members to enter into economic integration agreements, such as the TFEU, and to
offer more favourable treatment to its partners in the economic integration agree-
ment than to other WTO Members.

5.5.3 Example 3

Canada’s Income Tax Regulations require a person paying a fee, commission or
other amount, in respect of services rendered in Canada, to a non-resident, to
withhold 15% of the gross amount on account of the non-resident’s potential
Canadian tax liability. While a waiver of the withholding requirement is sometimes
available from the Canada Revenue Agency if the services income is not attribu-
table to a fixed base or permanent establishment of the non-resident in Canada, the
process for obtaining a waiver can be complex and time-consuming, and must be
initiated at least 30 days before the services are performed. A non-resident cor-
poration that is not subject to Canadian tax on the income from providing services
in Canada because it has no permanent establishment in Canada110 must file a
non-resident tax return to obtain a refund of the amount withheld at source from the
Canadian government. Non-residents providing services in Canada are thus treated
unfavourably compared to Canadian resident service providers.

Can either the US or Mexico complain that Canada is not according their service
providers national treatment under the GATS or the NAFTA? The answer in both

109NAFTA Article 2103(4)(c).
110See generally Article 7 of Canada’s tax treaties, as well as of the OECD Model Tax Treaty.
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case is no. The GATS provides an exemption from the national treatment obligation
“provided the difference in treatment is aimed at ensuring the equitable or effective
imposition or collection of direct taxes.”111 There is a similar exemption under the
NAFTA.112

Assume the UK imposes a withholding obligation identical to Canada’s in
respect of services performed in the UK by non-residents. Could a Portuguese firm
(which has no permanent establishment in the UK), which supplies translation
services to a UK newspaper through the intermittent presence of a Portuguese
translator in the UK challenge the withholding rules under TFEU Article 56? Note
that the Portuguese firm will be able to obtain a full refund (some months later) of
the tax withheld by filing a UK tax return and relying on its exemption under the
UK-Portugal Tax Treaty. Alternatively, it may obtain a waiver of all or part of the
withholding requirement from the UK tax authorities through an administrative
process.

The issue is whether the additional administrative burden imposed on either the
service recipient (to withhold and remit 15% of the fees paid for the services
performed in the UK by the Portuguese firm) or the service provider (to either
obtain the waiver or file an income tax return to obtain the refund) is a restriction on
the exercise of free movement of services.

A related issue is the requirement imposed on the translation firm to pay an
amount on account of UK tax, at the time the newspaper pays for the services, with
no refund for several months, a restriction on the ability to offer services in the UK
contrary to TFEU Article 56? The answer to both questions is yes. The requirement
that service providers from other Member States pay 15% of gross fees as UK tax
by requiring the service recipients to withhold this amount is a restriction on the
freedom to provide services, discouraging foreign service providers from offering
their services in the UK, and creating a disincentive for UK purchasers of services
to obtain them from providers in other Member States.113 The cash flow disad-
vantage is real and significant, especially as the withholding applies to gross fees, as
was held to be discriminatory in Gerritse. Nonetheless the ECJ has ruled that the
imposition of withholding taxes can be justified to ensure the effective collection of
taxes.

111The GATS Article XIV(d). A footnote refers specifically to measures by members to ensure the
imposition or collection of taxes in their territory.
112NAFTA Article 2103(4).
113Indeed, the Commission has commenced an infringement action against Belgium (ECJ,
Commission of the European Communities v Kingdom of Belgium, C-433/04, [2006] ECR,
I-10653) claiming that Belgium’s requirement to withholding 15% of gross amounts paid to
construction industry subcontractors not established in Belgium infringes Article 49.
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5.6 Conclusions

Some 25 years elapsed between 1958, when the original version of what is now the
TFEU came into force, and the filing of the first case alleging that a Member State’s
direct tax measure infringed a Treaty freedom. However, in the past fifteen years
there have been more than a dozen decisions of the ECJ and CJEU on direct tax
discrimination in trade in services, and many more cases are pending. Combined
with the positive harmonization of Member States’ direct tax laws through sec-
ondary legislation, the rulings of the ECJ and CJEU imply the formation of the first
true international taxation regime based on common rules and enforced by an
independent international court. As a Member of the EU, the UK is now finding that
its trade relationship with its EU partners, with respect to services as well as in other
areas, has a significant and growing impact on its supposed sovereignty over direct
taxation. While the D case allows different treatment of residents of other Member
States if it is the result of a tax treaty and the non-resident is not in a comparable
situation to a resident, it remains to be seen how broad an exception to the strict
non-discrimination rules this ruling will support.

By contrast, the trade agreements to which Canada is a party expressly exclude
application to direct taxation measures in most circumstances, leaving Canada’s tax
sovereignty legally intact. TheNAFTA does not envisage the deeply integrated single
market constructed under the TFEU, so it is not surprising that the integration of tax
and trade has progressed much farther in the EU as compared to the NAFTA block.

However, the potential difference in treatment of non-resident service providers
when viewed from a global perspective is somewhat alarming. For example, from a
Canadian perspective there is no non-discrimination obligation with respect to the
tax treatment of non-residents in any of Canada’s tax treaties or under trade
agreements like the WTO if a tax treaty is in place. The same is not true in the EU.
From a UK perspective in order to determine whether the tax treatment of a
non-resident service provider is discriminatory, one must examine the scope of the
freedom at issue, whether the resident and non-resident are in comparable cir-
cumstances factually or legally, whether the measure can be justified and finally
whether the measure goes beyond what is necessary to achieve the objective being
pursued. The outcome of a claim of discriminatory tax treatment will be very
different for EU residents depending on whether they are operating within their
trade block. A non-resident of the EU can also anticipate the application of differing
non-discrimination obligations in respect of the services they provide in the EU on a
short-term basis from those applicable to EU Member States. These differing
obligations are the result of obligations assumed by Member States under the
TFEU. However, the difference could be narrowed by more robust
non-discrimination obligations in the tax treaties between the trade partners.

At the time of writing, the UK has voted to leave the EU. The broader conse-
quences of Brexit, particularly the nature of the UK’s economic relationship with
the Continent, remain to be seen. Whatever its form, Brexit represents a significant
development and that will provide the UK with a fresh opportunity to carefully
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consider its policy on non-discrimination obligations for taxation measures.
The GATS, the NAFTA, and recent case law under the TFEU provide many recent
examples from which the UK can draw in crafting its new international trade and
tax strategy. Whether it in fact turns its mind to such matters is another issue.
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Chapter 6
The Potential for Discriminatory Tax
Treatment Based on Structural Elements
in OECD and UN Based Tax Treaties

6.1 Overview

Chapter 2 provided a snapshot of how trade obligations in the GATS and the
provisions of the OECD and UN Model Tax Treaties potentially impact
non-discrimination obligations with respect to tax measures that affect non-resident
service providers. This Chapter takes a closer look at the treatment of services in tax
treaties based on the OECD and UN Model Tax Treaties. It focuses on the wide
discretion that a country has in selecting, interpreting and applying specific tax
treaty allocation provisions to the income derived by a non-resident service pro-
vider.1 The purpose of the discussion is not to argue that differences in tax treatment
based on differences in the tax treaty allocation provisions are discriminatory.
Rather the objective is to point out first, that the tax administrators in a source
country may often select among a number of treaty allocation provisions when
characterizing the income earned by a non-resident service provider,2 second, that
there are significant differences in the tax treatment of the non-resident service
provider under a tax treaty based on the tax treaty allocation rule selected, and third,
that there may be wide variance in the discretion available to local revenue
authorities in the tax treatment of the non-resident depending on the allocation rule
applied. The potential for differences in the tax treatment of a non-resident service
provider begins with the threshold for source country taxation which varies
depending on the allocation rule applied. Other differences in treatment can range
from exemption from source taxation to exclusive source taxation, from unlimited
to limited rates of source taxation and from gross to net taxation.3 The discretionary
issues that may arise in the administration of source country taxation rights include

1This issue has been the subject of considerable interest in recent years. See Pickering (2012,
2013), Liao (2013), Wijnen et al. (2012).
2These articles include OECD Article 7 (Business Profits), Article 14 (Income from Independent
Personal Services), Article 12 (Royalties), and Article 21 (Other Income).
3See Pickering (2013).
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such matters as whether to impose interim or final withholding taxes, how final tax
liability is to be determined, applicable refunds and refund procedures and a host of
collection and enforcement matters. There is wide scope for the introduction of
protectionist or discriminatory tax practices through national laws and tax treaty
interpretation, beginning with how the income from services is initially character-
ized under the tax treaty. Even where the characterization of income from services
is obvious under a tax treaty, there remains room for broad discretion both in the
national laws and in how they are administered in the State of the recipient of the
services (payer).

The Chapter begins with a broad overview of the treaty allocation rules adopted
by tax treaty partners around the globe in respect of income from services, focusing
on the tax treaties entered into since the late 1990s. It demonstrates the wide range
of approaches used to tax income derived from the provision of services and the
potential impact of each in determining source country taxing rights.

This Chapter also addresses the issue of source based withholding taxes, typical
in the national laws of many countries with respect to payments to non-resident
service providers, and the potential burden that withholding tax may impose on
both the non-resident and the recipient of the services. That burden that may be
particularly difficult to justify4 if there is ultimately treaty relief in the form of a
reduced withholding tax rate or an exemption. The discussion then moves to the
non-discrimination obligation, if any, that applies based on how the source country
characterizes payment for services and the particular allocation rule that is applied.

The Chapter concludes with some observations about the potential for the
imposition of discriminatory tax measures when income is derived from the pro-
vision of services. Income from services, more than income from any other source,
is potentially subject to a diverse range of tax treatments under a tax treaty. Further,
there are few limits on the discretion of source country revenue authorities when
interpreting and applying the tax treaty to a non-resident service provider.

6.2 The Tax Treaty Allocation Rules

The tax treaty allocation rules provide the broad framework for the operation of a
tax treaty. A useful place to begin the discussion is with an overview of their
purpose and operation.5

The basic mechanisms used to avoid double taxation under the OECD and UN
Model Tax Treaties are first, the allocation of taxing rights over income between the
treaty partners to limit source country taxation, and second a requirement that the
country of residence relieve double taxation for any taxation at source that is levied

4The use of withholding taxes is generally justified as a straightforward mechanism to ensure
compliance with and the enforcement of tax obligations.
5See also discussion in Chap. 2 at 2.2.2.
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in accordance with the tax treaty. The tax treaty allocation rules serve to avoid
double taxation by determining which of the residence and source country has the
primary right to tax. In addition, as will be discussed further below, the tax treaty
allocation rule applied also dictates the general tax treatment relating to that cate-
gory of income, including its source for treaty purposes, the nexus required for
taxation and in some cases the basis for taxation.

From a broad conceptual perspective, the tax treaty allocation rules provide for
two classes of income that can be derived by a non-resident; active income and
passive income.

For the purposes of this discussion, active income earned by a service provider
in a treaty partner country from the provision of services includes income from
business activities and income from independent services income. In general, a tax
treaty removes source country taxing rights with respect to active business income
unless the service provider has a permanent establishment, or in the case of inde-
pendent personal services, a fixed base,6 in the source State. If active business
income is earned by an enterprise through a permanent establishment in the source
State expenses associated with generating the income are normally deductible
(Article 5).7 This may not be the case if the income is derived from independent
personal services through a fixed base.

Active income may also be derived in a treaty partner country from either
independent personal service (Article 14) or as business profits (Article 7) absent a
permanent establishment or fixed base in the source country. Although such income
is generally exempt from source country taxation under a tax treaty it may
nonetheless be subject to interim withholding tax. As discussed further below,
income from independent personal services, may also fall under the business profits
article in some tax treaties. For purposes of Article 7 and Article 14 there is general
agreement among the majority of tax treaty partners that the source of income from
services is the place where the services are performed.8

Passive or non-business income for tax treaty purposes includes dividends,
interest and royalties. Such income may be earned in a treaty partner country
without any physical or representative presence in that jurisdiction. Passive income
is generally considered to be sourced where the payer is resident. It is irrelevant
where the services are provided. Passive income may be taxed by a source country
on a gross, withholding basis with no deductions permitted, at rates that often range

6There are a variety of nexus tests used to determine tax liability in the source state for income
from independent personal services including time tests. See Pickering (2013).
7A permanent establishment may be created in a number of ways including through a commercial
or industrial establishment (physical presence), or alternatively via an agent (representative
presence). See discussion in Chap. 2 at 2.2.2.1.
8See Pickering (2013) at 414. Some countries nonetheless take the position that the source on such
income is where the payer resides.
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from 15 to 35% for royalties9 under domestic law. Gross taxation is generally
considered acceptable in the case of passive income as it is not generally subject to
significant expenses.

Many countries include fees for services associated with transfers of technology
or know-how in the royalty article or include a specific provision on fees for
technical services.10

The source rules under the allocation rules that include passive income typically
authorize the country where the payer is resident or where the permanent estab-
lishment (or fixed base) bearing the costs is located to impose withholding tax. This
may have important consequences for the non-resident. This issue is discussed
further below.

The OECD and UN Model Tax Treaties also provide a general rule relating to
income not dealt with under the other allocation rules in the tax treaty (Article 21).
In theory this article could apply to either active or passive income and has been
used by some countries to tax income from services. This provision does not
specify any method of taxation. The OECD but not the UN Model exempts such
income in the source country.

6.3 The Treatment of Services in Tax Treaties: A Survey
of Country Practices

The OECD and UN Model Tax Treaties include a range of tax treaty allocation
rules that potentially apply to income derived by a non-resident from the provision
of services. The broad categories include income from business, income from
independent personal services, royalty income, income from technical service fees
and other income. These and variations of these provisions have been included in
the bilateral tax treaties sprinkled around the globe.

In 2011, research on the use of the UN Model Tax Treaty provisions that apply
to services was carried out by the International Bureau of Fiscal Documentation
(IBFD) at the request of the Committee of Experts on International Co-Operation in
Tax Matters.11 The final report also included a careful examination of the OECD

9See Boon Law (2014). This paper includes a good summary of withholding tax rates for income
from services under a selection of tax treaties. Sprague (2012).
10Regardless of whether they would regard technical services or technical assistance as the pro-
vision of knowhow, a few countries specifically include, in the definition of “royalties” or within
the scope of the royalties article, payments for technical assistance in connection with the granting
of rights, property or information covered by the definition. Australia and New Zealand extend the
definition of “royalties” to include subsidiary and auxiliary services necessary for the application
or enjoyment of rights, property or information otherwise covered in the definition. See IFA
(2012).
11Wijnen et al. (2012). This paper provides a detailed study of the service provisions employed in
tax treaties between 1997 and 2011.
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rules. In total more than 1500 tax treaties were analyzed. The report provided a
comprehensive picture of both the number of treaty articles that potentially apply to
the taxation of services, including for example Article 8 (Shipping Profits) and
Article 15 (Employees) as well as the various approaches used to tax services in
general.12 Select data collected and reported by the IBFD in this report is used as
the basis for the immediate discussion. A significant number of countries include
nexus rules that that would allow source country taxation of income from services if
earned through a fixed place of business or fixed base in that country and a number
of countries treat income from services like royalties under the applicable tax treaty.

For purposes of the discussion, six main variations are identified as being in
wide use in tax treaties to allocate taxing rights in respect of services being per-
formed by legal persons or individuals deriving income from carrying on business
or performing independent personal services for other persons.13 These are:

1. The regular UN provisions dealing with services in various articles;
2. The regular OECD approach not containing specific provisions on services;
3. The OECD optional services provision included in the Commentaries (2008);
4. The inclusion of (types of) services in the royalty article;
5. A separate provision for a withholding tax on (technical) services; and
6. The application of the “other income” article.

Each of these approaches is described briefly below.

6.3.1 UN Model Tax Treaty Approach—Specific Provisions
on Services

Payments made to a non-resident service provider under the regular UN approach
may currently be subject to the Independent Personal Services14 or Business Profits

12Other Articles include supervisory and other services relating to construction activities in Article
5(3) of the OECD Model and Article 5(3)(a) of the UN Model; services provided by dependent
agents within the meaning of Article 5(5) of the UN and OECD Models; services provided by
insurance agents within the meaning of Article 5(6) of the UN Model; services relating to inter-
national shipping and air transport in Article 8 of the UN and OECD Models; dependent personal
services performed by employees within article 15 of the UN and OCED Models; services per-
formed by artistes and sportspersons within Article 17 of the UN and OECD Models; and services
carried out offshore as specifically dealt with in a number of bilateral treaties, in respect of which
there are no provisions included in the UN and OECD Models, only recommendations in the
related Commentaries.
13These six categories summarize the eight categories identified in the Wijnen et al. (2012).
14The UN in this respect did not follow the OECD’s lead in removing the independent personal
services article from the Model Tax Treaty.
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Articles. As will be discussed a new treaty article and commentary with respect to
fees for technical services was approved in 2016.15

Pursuant to Article 14 (Independent Personal Services), income from profes-
sional and other independent services performed by a resident of one country in the
other country may be taxed in the other country if the resident has a “fixed base” in
the other country or if the resident’s “stay in the other Contracting State is for a
period or periods amounting to or exceeding in the aggregate 183 days in any
twelve-month period commencing or ending in the fiscal year concerned.”

The services included under this provision are broadly defined as income from
services of an independent nature including scientific, artistic, literary, and educa-
tional teaching activities as well as the independent activities of physicians, law-
yers, architects and accountants. This has led to speculation about precisely what
services are included under this Article and not the Business Profits Article and
whether the Article applies only to individuals and not other legal entities.

If the income from services is considered business profits reference must be
made to Article 7 (Business Profits) and to Article 5 (Permanent Establishment).
The UN Model Tax Treaty adopts the general OECD approach in finding that a
permanent establishment exists if the non-resident carries on business through a
fixed place of business. The illustrative list found in Article 5(2) of the UN Model
Tax Treaty. It expands the circumstances in which a permanent establishment exists
to include special provisions dealing with the provision of services. Under the UN
Model Tax Treaty a permanent establishment includes the furnishing of services,
including consultancy services through employees or other personnel engaged by
the enterprise for such purpose, if activities of that nature continue (for the same or
a connected project) within a Contracting State for a period or periods aggregating
more than six months in any twelve-month period.16 It is clear that the under-
standing under the UN Model Tax Treaty is that “the provision regarding the
furnishing of any service may lead to taxation as a deemed service permanent
establishment even if an enterprise has no fixed place of business in the taxing state
as required under Article 5(1).”17

The UN Model Tax Treaty also expands the permanent establishment concept to
include broader host country taxation rights providing for a six-month duration test
for building and construction permanent establishments as compared with the

15See 6.3.5 and http://www.un.org/esa/ffd/wp-content/uploads/2015/10/11STM_CRP.5_Services.
pdf. The Final Commentary was approved in the 12th Session of the United Nations Committee of
Experts on International Cooperation in Tax Matters, which is responsible for the UN Model
Convention. According to the report from the 11th Session (2015), the new provision will not be
included in the UN Model Convention until 2017 and it would be some years after that before it is
included in a negotiated tax treaty.
16UN Model Tax Treaty Article 5(3)(b).
17See UN Committee of Experts on International Cooperation in Tax Matters, Report on the
Seventh Session, UN Doc E/C.18/2011/CRP.2/Add.1 (24–28 October 2011) at 12.
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OECD Model Tax Treaty twelve-month test. The UN Model Tax Treaty also
expressly includes supervisory activities within the provision, as well as the
activities of certain “independent” agents.18

Once a permanent establishment is found to exist any ‘profit’ attributable to the
permanent establishment is subject to tax in the host country and the host country is
subject to the non-discrimination obligation in Article 24(3) in levying taxation
with respect to those profits.19 If there is no permanent establishment in the host
country there is no applicable treaty non-discrimination obligation.

6.3.2 OECD Model Tax Treaty Approach—No Specific
Provisions on Services

According to the OECD Model Tax Treaty, a non-resident service provider will
have a permanent establishment in the host country if the provider meets the general
rule in Article 5(1), that is, if the non-resident service provider carries on business in
the host country though a fixed place of business. No time test is associated with
this provision. An illustrative list in Article 5(2) provides examples of specific kinds
of activities that prima facie come within this general rule, including especially a
place of management, a branch, an office, a factory, a workshop, and a mine, an oil
or gas well, a quarry or any other place of extraction of natural resources.20 This is
followed by specific deeming rules in Articles 3 through 7 to include or exclude
certain activities within the meaning of permanent establishment. For example
activities that are considered to be largely of a preliminary nature, such as collecting
information, storage, advertising or displaying goods are excluded. In contrast an
enterprise is deemed to have a permanent establishment in that State in respect of
any activities that dependent agents who habitually conclude contracts on behalf
that enterprise, undertake for the enterprise. A third deeming rule provides that “an
enterprise shall not be deemed to have a permanent establishment in a Contracting
State merely because it carries on business in that State through a broker, general
commission agent or any other agent of an independent status, provided that such

18UN Model Tax Treaty Article 5(7).
19See Simader (2010) and Vanistendael (2010).
20The list provides an indication that a permanent establishment may exist; it does not provide that
one necessarily does exist. The OECD is clear that the conditions in the general rule in Article 5(1)
must also be met before a permanent establishment exists. OECD, Model Tax Convention (2014),
Commentary on Article 5 at para 12.
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persons are acting in the ordinary course of their business.” A fourth deeming rule
clarifies that a building site or construction or installation project constitutes a
permanent establishment if it lasts more than twelve months.21

If the non-resident has a permanent establishment in the other Contracting State,
the non-discrimination obligation in Article 24(3) applies. If there is no permanent
establishment in the other Contracting State there is no applicable treaty
non-discrimination obligation.

6.3.3 The OECD Optional Services Provision Included
in the Commentaries (2008)

The OECD Model Tax Treaty also provides for an alternative permanent estab-
lishment provision in respect of services that some newer double taxation agree-
ments have adopted.22 It includes two deeming rules for enterprises of a
Contracting State that perform services in the other Contracting State. The first
applies if the services are provided through an individual who is present in that
other State during a period or periods exceeding in the aggregate 183 days in any
twelve month period, and more than 50% of the gross revenue attributable to active
business activities of the enterprise during this period or periods are derived from
the services performed in that other State through that individual. The second rule
applies if during a period or periods exceeding in the aggregate 183 days in any
twelve month period, services are performed for the same project or for connected
projects through one or more individuals who are performing such services in that
other State or are present in that other State for the purpose of performing such
services. In either case, the activities carried on in that other State in performing
these services are deemed to be carried on through a permanent establishment that
the enterprise has in that other State, unless these services are of a preparatory or
ancillary nature.23 The suggested wording in the Commentary is clear that these
rules apply notwithstanding the requirements in Article 5(1).

As will be discussed further below, this type of provision may cause serious
compliance problems for a non-resident service provider and administrative prob-
lems for the host government, particularly if a treaty exemption is being sought. It

21Article 5(3). Unlike the Commentary with respect to the illustrative list in Article 5(2), there is no
mention in the Commentary on Article 5(2) that the requirements in Article (5)(1) must also be met
before a permanent establishment exists. Perhaps for this reason there is debate as to whether
Article 5(3) is a stand-alone provision. See discussion under part F. Differing Non-Discrimination
Obligations. OECD, Model Tax Convention (2014), Commentary on Article 5.
22The optional provision was included in the OECD, Centre for Tax Policy and Administration,
2008 Update to the OECD Tax Convention (18 July 2008) at para 42.23.
23These activities are limited to those mentioned in the OECD Model Treaty Article 5(4), which, if
performed through a fixed place of business, would not make this fixed place of business a
permanent establishment under the provisions of that paragraph.
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also leaves considerable opportunity for potentially discriminatory country prac-
tices both with respect to withholding obligations and subsequent tax refunds.

6.3.4 The Inclusion of (Types of) Services in the Royalty
Article

The OECD and UN Model Tax Treaties do not provide for any specific rules that
would result in the inclusion of income from services in the Royalty Article.
Commentaries to the UN and OECD Model Tax Treaties, do however address
mixed contracts that cover the supply of know-how and the provision of services.24

According to the Commentaries, the appropriate course to take with such contracts
is that, if the services are only of an ancillary and largely unimportant character, the
treatment for the supply of know-how should generally be applied to the whole
amount of the consideration, including the payment for the services. A number of
tax treaties have adopted this view through express language in the Royalty Article.

In some cases the royalty regime in a tax treaty may extend to all services
(generally described as technical services) and not just to those of an ancillary
character.25 The genesis for inclusion of these service provisions in the Royalty
Article appears to be the India-United States Income Tax Treaty (1989)26 and
accompanying Memorandum of Understanding. The Royalty Article in that treaty
provides as follows:

Article 12

Royalties and Fee for Included Services

Royalties and fees for included services arising in a Contracting State and paid to a resident
of the other Contracting State may be taxed in that other State.

However, such royalties and fees for included services may also be taxed in the Contracting
State in which they arise and according to the laws of that State; but if the beneficial owner
of the royalties or fees for included services is a resident of the other Contracting State, the
tax so charged shall not exceed: …

The term “royalties” as used in this Article means:

24UN Model Commentary (2001) on Article 12 at para 12 and OECD Commentary (2010) Article
12 at para 11.6.
25Wijnen Study et al. (2012) at 2.7.2, reports that 83 of the 1586 treaties examined added some
variation of the royalty article to include services.
26See Wijnen et al. (2012) at 2.7.1 and the Convention Between the Government of the United
States of America and the Government of the Republic of India for the Avoidance of Double
Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, 12 September
1989 (entered into force 18 December 1990), online: Internal Revenue Service <http://www.irs.
gov/pub/irs-trty/india.pdf> [India-United States Income Tax Treaty]. The protocol to the
India-United States Income Tax Treaty also makes it clear that consultancy services that are not
technical in nature are not included under the royalty article and that the concept of fees for
technical services cannot apply if technical knowledge is not made available through such services.
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(a) payments of any kind received as a consideration for the use or, any copyright of a
literary, artistic, or scientific work, including cinematograph films or work on film, tape
or other means of reproduction for use in connection with radio or television broad-
casting, any patent, trademark, design or model, plan, secret formula or process, or for
information concerning industrial, commercial or scientific experience, including gains
derived from the alienation of any such right or property which are contingent on the
productivity, use or disposition thereof; and …

For purposes of this Article, “fees for included services” means payments of any kind to
any person in consideration for the rendering of any technical or consultancy services
(including through the provision of services of technical or other personnel) if such
services:

(a) are ancillary and subsidiary to the application or enjoyment of the right, property or
information for which a payment described in paragraph 3 is received; or

(b) make available technical knowledge, experience, skill, know-how, or processes, or
consist of the development and transfer of a technical plan or technical design.

Variations of the above Article can be found in a number of current tax treaties.
In general these tax treaties also provide for a gross withholding tax. The current
discourse about source based taxation rights for technical service fees makes clear
the potential impact of national laws in the tax treatment of a non-resident service
provider.27

6.3.5 Separate Treaty Article for Services (Technical
Services)

In some tax treaties the Royalty Article is also applied to payments for services
regardless of whether they are provided independently of royalty payments. This
type of provision generally applies to technical service fees and is generally found
in a discrete paragraph in the Royalty Article or in a separate treaty article.28 A
typical example can be found in Article 13 in the India-Malaysia Income Tax
Treaty (2001) which provides as follows:29

27See e.g., Sanghvi and Shaktawat (2012). Taxes imposed under these particular national laws are
arguably not protectionist, but rather are focused on revenue collection, however they make plain
the potential impact of national laws as applied within a treaty context on the tax treatment of a
non-resident service provider.
28In general, the term “technical services” in tax treaties refers to a wide range of activities. Apart
from technical services, it also covers managerial and consultancy services.
29This example is taken from Wijnen et al. (2012) at 2.8.1; The Agreement Between the
Government of Malaysia and the Government of the Republic of India for the Avoidance of Double
Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, 14 May 2001, as
used in the Wijnen study has since been updated in 2012, however the content of Article 13 has
remained the same.
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1. Fees for technical services arising in a Contracting State which are derived by a
resident of the other Contracting State may be taxed in the other State.

2. However, fees for technical services may also be taxed in the Contracting State
in which they arise, and according to the laws of that State, but if the recipient is
the beneficial owner of the fees for technical services, the tax so charged shall
not exceed 10% of the gross amount of the fees for technical services.

3. The term “fees for technical services” means payment of any kind in consid-
eration for the rendering of any managerial, technical or consultancy services
including the provision of services by technical or other personnel but does not
include payments for services mentioned in Article 14 and Article 15 of this
Agreement.

It is anticipated that the number of tax treaties that include a separate provision
for the sourced based taxation of fees for technical services will increase. In 2015,
the UN Committee of Experts introduced a new article to the UN Model Tax Treaty
to tax fees from technical services regardless of where they are performed. Final
Commentary on the new Article was approved by the Committee of Experts in
2016. The new Article permits gross-based withholding tax on payments for
technical services made to a non-resident service regardless of whether the service
provider has a permanent establishment or fixed base in the country and regardless
of where the services are performed. Fees for technical services are defined broadly
in the Article to mean management, technical and consultancy services.

6.3.6 The ‘Other Income’ Article

Both the OECD and UN Model Tax Treaties include a general treaty rule to address
classes of income not included under other treaty articles. Article 21(3) of the UN
Model Tax Treaty reads as follows: “Notwithstanding the provisions of paragraphs
1 and 2, items of income of a resident of a Contract State not dealt with in the
foregoing Articles of this Convention and arising in the other Contracting State may
also be taxed in the other State.”

Some countries apply Article 21(3) of the UN Model Tax Treaty, otherwise
applicable to other income, to income from services. The rationale for this treatment
is that under the national law in that country income from services is not treated as
business profits,30 and therefore the Business Profits Article in a tax treaty does not
apply. The default tax treaty article that is generally applied in such circumstances
for income sourced in that country is Article 21, which provides for the host country

30For instance, BR: Ruling COSIT 1/2000 (as cited in Wijnen et al. (2012)), which allows the tax
authorities to apply the other income article of Brazil’s tax treaties in respect of certain payments
for technical assistance or technical services. See discussion of the Mercosur countries in
Chap. 7 at 7.2.1.2.
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to retain its domestic law taxing rights. There is no non-discrimination obligation
with respect to income that is subject to host country taxation under this Article.

6.3.6.1 Threshold Issues Raised

From the variety of approaches adopted by the countries examined in the Wijen
Report it is clear that significant discretion is exercised by local revenue authorities
in the determination of whether service activities are sourced in the country,
whether any applicable threshold for source income has been met, the amount of
income that may be taxed and the method of imposing or collecting the tax.31 This
discretionary process begins with a determination of the applicable tax treaty
allocation rule article. The tax treaty allocation rule that is applied will also
determine the basis for taxation.

6.4 The Basis of Taxation

The basis for taxation will vary depending on what tax treaty allocation rule is
applied. If the activities of the non-resident service provider are sufficient to create a
permanent establishment in the source state, the permanent establishment is subject
to tax on its profits. Profits are determined based on Article 7 of the Model Tax
Treaties and national laws.

If the payment for the provision of services is subject to the Royalty Article, or a
separate treaty Article dealing with Technical Services, the amount is generally
subject to withholding tax on a gross basis at a withholding tax rate determined
under the applicable tax treaty.

There is no tax treaty rule with respect to how income from independent per-
sonal services is to be taxed unless the income falls under the business profits
article. Income from independent personal services may thus be subject to net or
gross based taxation. The same is true of income subject to tax under Article 21, the
‘other income’ Article in the tax treaty.

6.5 The Method of Collecting Tax

Tax treaties do not prescribe the method to be used by a country in exercising its
taxing rights under a treaty allocation rule nor does it specify how tax is to be
collected. These are both matters to be determined by the country applying the

31See Pickering (2013). Pickering refers to these determinations as administrative issues at page
13. This is simply the other side of the coin.
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treaty. One of two methods is generally employed, deduction at source in the form
of a withholding tax or self assessment.

6.5.1 Self Assessment

Many countries levy tax on the income from services derived in their country by a
non-resident on a self assessment basis.32 The apparent drawback of this approach
from a tax administration perspective is verification of income and expenses in
particular with respect to short term, mobile service providers who, apart from the
notable exceptions of sportspersons and entertainers, may leave few footprints with
respect to their income earning activities in the tax treaty partner’s country. As a
result many countries, including developing countries, impose a withholding tax on
fees paid to a non-resident for the provision of services instead of relying solely on
self assessment. The withholding tax levied may serve as a final tax or an interim
tax pending taxation by self assessment. A refund of the withheld tax may also
occur if the tax treaty rate is lower than the domestic withholding tax rate.

The following addresses a number of general issues that arise when withholding
taxes are imposed. A detailed discussion of the withholding tax practices of select
countries including Canada and the Mercosur Group is provided in Chap. 7 at
7.2.1.2.

6.5.2 Withholding Tax

Withholding taxes form an integral part of the national tax systems of most
countries. They are often used in the context of income from services because they
provide a simple and effective tax collection mechanism.33 On the other hand,
because withholding taxes are typically imposed on the gross amount of income,
they do not take into account expenses that may have been incurred in earning the
income. When these expenses are significant, they can represent a significant
burden to the non-resident.

Recall that withholding tax is typically imposed on passive income such as
dividends, interest, royalties, rent and capital gains. The logic is that the generation
of this type of passive income does not generally involve significant expenses.
Nevertheless, a significant number of countries also apply withholding taxes to
income from services that that do involve significant expenses including income

32Ibid at 31.
33The OECD, for example, endorsed the use of withholding taxes, as they are “effective tax
collection mechanisms due to their inherent ability to collect tax at the point that income is earned,
promote voluntary compliance through third party reporting and ensure stable and timely cash
flows to government”.

6.5 The Method of Collecting Tax 175



from services related to transfers of technology or know-how, technical services
and personal or professional services.34

The issue of whether the imposition of withholding tax is a potential detriment to
a non-resident has been the subject of recent literature.35 An obvious detriment is
the cash flow disadvantage that may arise for the non-resident as compared to a
resident taxpayer. A non-resident may also be negatively impacted by the taxable
base used and the tax rate applied when gross withholding tax is imposed.

Of particular interest is recent literature from the European Union (EU) which
focuses both on the possible discriminatory effects of withholding taxes as well as
whether withholding taxes that discriminate against non-residents can be justified
by the need to ensure the effective collection of taxes.36 The claim of discrimination
in this context is based on the violation of EU law and in particular Member
obligations with respect to the four freedoms.37 Whether the behavior is discrimi-
natory under EU law is measured based on a test that asks whether the withholding
taxes lead to an unfavorable treatment or a higher tax burden for a non-resident than
for a resident and whether the resident and non-resident are in comparable cir-
cumstances. If so the discriminatory treatment is prohibited as a violation of one or
more of the four freedoms.38

Neither the GATS, the NAFTA nor the other free trade agreements under dis-
cussion include similar obligations to those imposed by the Treaty on the
Functioning of the European Union (TFEU) for Members of the EU. Nonetheless
the ongoing discussion in the EU about whether the imposition of withholding taxes
on a non-resident is, or could be considered discriminatory, raises the obvious point
that withholding taxes imposed by the source State can operate to disadvantage the

34IFA (2012).
35See Pickering (2012); Boon Law (2014). See Simader (2010) and Vanistendael (2010).
36Ibid.
37The Treaty on the Functioning of the European Union (TFEU) (entered into force 1 December
2009) grants four fundamental freedoms: the free movement of goods, the freedom to provide
services, the free movement of workers together with the freedom of establishment, and the free
movement of capital. Although direct taxation is still a competence of the Member States them-
selves, all of these protection provisions have a high influence on the national tax laws of the
Member States. The case law of the European Court of Justice (ECJ) in the field of direct taxation
has rapidly increased during the last 25 years. Even though the wording of the freedom and
non-discrimination articles is rather vague, the ECJ has extensively made use of its monopoly on
interpretation of EU legislation and has demonstrated the limits for national legislators. Tax laws
may be in conflict with the fundamental freedoms whenever they lead to a discriminatory treatment
of cross-border situations within the EU or—under application of the free movement of capital—
with third countries. Thus, withholding tax regimes can potentially conflict with the fundamental
freedoms if they are applied in a discriminatory manner. This is determined by comparing the tax
treatment in a cross-border transaction with the tax treatment if the transaction takes place in one
Member State. “Thus, tax laws governing international transactions are never per se in conflict
with the fundamental freedoms, but only if the taxation in the internal situations is more favor-
able.” See Simader (2010).
38See also the discussion in Chap. 5 at 5.4.
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competitive position of a non-resident service provider. The following therefore
discusses the use of withholding taxes with a view to demonstrating when and how
such taxes might be employed by a source country in the context of a tax treaty to
the disadvantage of a non-resident service provider. It also provides an illustration
of why a non-discrimination obligation might usefully be included in the OECD
and UN Model Tax Treaties.

6.5.3 When Are Withholding Taxes Imposed?

Assuming that the national law of the tax treaty partner creates a liability for tax,
withholding taxes may be imposed on the non-resident service provider in five
broad circumstances.

First, where there is liability for withholding under the applicable treaty and
treaty article. This would be the case for example, where services are included in
the Royalty Article or under a separate Article for Technical Services and subject to
a specified rate of gross withholding tax.

Second, where the liability for source country taxation is based on national laws
and the rate of gross withholding is determined by applying national law. This
would be the case for example where the services are excluded from the Business
Profits Article under national laws and the Other Income Article is applied. In these
circumstances there may be no treaty limitation on the applicable withholding rate,
such as that seen in the Royalty Article.

Third, where there is no tax liability under the applicable treaty but national law
nonetheless imposes an obligation on the payer in the source state to withhold at
source.

Fourth, where the non-resident service provider is deemed to have a permanent
establishment in the source State and is therefore subject to tax on profits, but
payment is nonetheless subject to a gross interim withholding tax.

Fifth, where the non-resident service provider is subject to the Independent
Personal Services Article and is therefore subject to tax on income, but payment is
nonetheless subject to a gross interim or final withholding tax.

A useful starting point in a discussion of the source countries rights in each of
these four circumstances can be found in the OECD Commentary which provide as
follows:

A number of Articles of the Convention limit the right of a State to tax income
derived from its territory …, the Convention does not settle procedural questions
and each State is free to use the procedure provided in its domestic law in order to
apply the limits provided by the Convention. A State can therefore automatically
limit the tax that it levies in accordance with the relevant provisions of the
Convention, subject to possible prior verification of treaty entitlement, or it can
impose the tax provided for under its domestic law and subsequently refund the part
of that tax that exceeds the amount that it can levy under the provisions of the
Convention. As a general rule, in order to ensure expeditious implementation of
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taxpayers’ benefits under a treaty, the first approach is the highly preferable
method.39

The Commentary goes on to provide that if a refund system is needed, “it should
be based on observable difficulties in identifying entitlement to treaty benefits” and
that “it is extremely important that the refund be made expeditiously, especially if
no interest is paid on the amount of the refund, as any undue delay in making that
refund is a direct cost to the taxpayer.”40

As can be seen the both OECD and UN Model Tax Treaties, by design leave the
method of application of the provisions of the tax treaty up to the domestic law of
each Contracting State. There are few rules in the OECD or UN Model Tax Treaties
or Commentaries with respect to how the specific provisions of the tax treaty should
be applied. The source State thus has full control over when, how and at what rates
it will levy withholding tax. This is consistent with the overall approach of allo-
cating taxing rights between the Contracting States without specifying the manner
in which these rights should be exercised.41

In the first circumstance, where the Royalty Article applies to a payment for
non-resident services, and the source State’s taxing right is limited to a maximum
rate under a tax treaty, it is up to the national law of that State to make certain that
the maximum treaty rate is not exceeded. If, however, the national law prescribes a
withholding tax rate higher than that prescribed by a treaty and the obligation to
withhold is on the recipient of the services (the payor) with personal liability
following from non-compliance, the person charged with responsibility as the
withholding agent is unlikely to use the reduced treaty rate absent substantial
reassurance by the non-resident or the local revenue authorities with respect to the
correct applicable rate. A range of potentially discriminatory behaviors may be
introduced. For example, proof of a treaty exemption or assurances from revenue
authorities may be difficult to secure or it may be subject to undue delay or veri-
fication or it may be arbitrarily withheld.

The same issues will arise in the third, fourth and fifth circumstance described
above, that is where there is no liability or liability will be reduced because the
non-resident will ultimately be taxed on profit rather than on the gross payment. If
the non-resident service provider is not liable for tax, but withholding tax is
nonetheless required, two negative results occur. First the tax operates to transfer
funds away from the non-resident service provider, second it imposes an admin-
istrative burden on both the recipient of the services, to withhold and remit and on
the non-resident service provider to seek a refund.42

39OECD (2014), Commentary on Article 1 at para 26.2.
40Ibid.
41Ault and Sasseville (2010).
42If the non-resident is ultimately liable to tax on profits because of the deemed permanent
establishment rule, the withholding tax will generally be levied at an earlier point time than would
otherwise occur for tax residents under an assessment system and on a higher amount of income.
This result occurs because any applicable exemptions, lower tax rates or deduction for expenses
will be considered in the later refund process. See Simader (2013).
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6.5.4 The Obligation of the Withholding Agent

The recipient of the services provided by a non-resident may also be subject to
additional obligations. Specifically, the recipient is required to withhold on behalf
of revenue authorities. As one author describes this obligation, the recipient
assumes the role of tax collector. “Due to the withholding obligation of the payment
debtor, the public duty of tax collection is transferred to the latter. The withholding
agent acts in a sovereign manner on behalf of the tax authority. Through the
outsourcing, the sovereign state gives up part of its administrative duties. Typically
the withholding agent receives neither a reimbursement for the incurred expenses
nor any other form of payment from the state authorities for this fulfillment of
public duties.”43

In order to rightly assess this withholding obligation, the recipient of the services
must determine whether the non-resident service provider is subject to withholding
tax and whether the payment itself constitutes income that is subject to withholding
tax. The recipient may or may not be required or permitted to take into account tax
exemptions that are applicable to the payment. As discussed a withholding obli-
gation for the recipient of services may continue, for example, even if the income
on which the withholding tax is levied is tax-exempt. Conversely, the source
country may allow the application of a tax treaty at withholding, where it results in
a loss of the source state’s taxing right and correspondingly discharge the recipient
of services from withholding obligations.

It follows that the more onerous the obligations and administrative burden on the
recipient of services the less likely the recipient will be inclined to hire a
non-resident service provider. The administrative obligation imposed on the resi-
dent recipient of services and the threat of liability for the agent for error is within
the control and discretion of the State where the recipient resides.

6.5.5 Summary

Withholding taxes are considered to be an integral part of the tax collection
machinery in most national tax systems. They are generally levied on gross pay-
ments. The imposition of withholding taxes on a non-resident service provider
clearly results in different income tax treatment than that afforded to a resident.44

When and how such withholding taxes are imposed by the source country may
disadvantage the non-resident in a number of ways. For example, the withholding

43See Simader (2013).
44One of the questions posed later in this research is whether withholding taxes provide the best
approach in policy terms, having regard to the substantial progress in developing agreements in
cross border assistance in tax administrations, particularly with respect to the exchange of infor-
mation and assistance in the collection of taxes.
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tax may lead to an earlier payment of tax compared to a tax assessment procedure.
Withholding taxes may also lead to taxation despite the lack of a tax liability45 with
the result that the taxpayer is burdened with the administrative vagaries of a refund
procedure.”46

6.6 Differing Non-discrimination Obligations

The various approaches used to address the tax treatment of non-resident service
providers in tax treaties even when limited to the most general provisions in the
treaty also give rise to very different outcomes in respect of the applicable
non-discrimination principle. The following provides a summary of the potentially
applicable Article under each of the OECD and UN Model Tax Treaties and the
corresponding non-discrimination obligation if any. The following discussion
proceeds on the assumption that the payment for services is not subject to a specific
treaty article in respect of services, such as Article 17 of the OECD Model Tax
Treaty which applies to entertainers and sportspersons.

For purposes of simplification, the general treaty articles potentially applicable to
payments made to a non-resident service provider have been reduced to four main
categories:

1. Payments for services subject to the Business Profits Article;
2. Payments for service subject to an Independent Personal Services Article;
3. Payments for service subject to tax as royalties or under the Royalty Article; or
4. Payment for service subject to tax as technical service fees under the Other

Income Article (or a separate article).

Non-discrimination obligations analyzed on the basis of the UN and OECD
Model Tax Treaties and the most common variations found in the Wijnen report
(Table 6.1):47

As seen, under the regular UN Model Tax Treaty provisions, payments for
services are potentially subject to the Business Profits Articles (Article 5 and 7) or
the Independent Personal Services Article (Article 14).48

45This occurs in cases of a tax exemption, deductible expenses, or reduced tax rates that are not
considered when withholding tax is imposed.
46Simader (2013).
47This table is adapted from a table presented in Wijnen et al (2012).
48The discussion proceeds on the assumption that the payments for services are not subject to a
specific treaty article in respect of services, such as Article 17 which applies to artists and
sportspersons.
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Table 6.1 Non-discrimination obligations and the permanent establishments of non-resident
service providers

Article in the UN and
OECD Model Tax
Treaties

Services: issue to be determined Applicable treaty
non-discrimination obligation

Articles 5 and 7 Are services subject to the business
profits article? Is there a
permanent establishment?

If no permanent
establishment: none
If permanent
establishment: taxation
shall not be less favorably
levied

Article 5(2) of the UN
and OECD Model
Treaties

List of examples constituting prima
facie a permanent establishment
(services)

If no permanent
establishment: none
If permanent establishment:
taxation may not be less
favorably levied

Article 5(3)(b) of the
UN Model

Furnishing of services “”

Optional provision on
services in the OECD
Commentary

Furnishing of services “”

Article 5 of the UN
and OECD Models:
other provisions

Specific PE provisions in tax treaties
dealing with services

“”

Article 14 Are services subject to the
independent personal services
article?

None

Article 14(1)(a) and
(b) of the UN Model

Independent personal services None

Article 14(1)(c) of the
UN Model (1980)

Source state taxation for services on
the basis of the amount of the
remuneration

None

Article 14 of the
OECD Model

Provisions on independent personal
services as they existed until 2000

None

Article 14: other
provisions

Specific provisions in tax treaties
dealing with independent personal
services

None

Article 12 Are services subject to the royalty
article?

None

Article 12: (technical)
services

Specific withholding tax provisions
on (technical) services in tax treaties
related to royalties

None

Articles 12, 12A or
13: (technical)
services

Specific withholding tax provisions
on (technical) services in tax treaties
not related to royalties

None

Article 21 (other
income)

Are services technical service fee or
other income?

None

Article 21(3) of the
UN Model: other
provisions

Specific provisions in tax treaties for
services under the other income
article

None
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6.6.1 Business Profits

If payment to the non-resident service provider is subject to the Business Profits
Article because the service provider has a fixed base in the source country or is
subject to a deeming provision under Article 5, any business profits attributable to
the permanent establishment are subject to tax but benefit from the
non-discrimination obligation in Article 24(3). It requires that taxation shall not be
less favorably levied than the taxation levied on enterprises of the other Contracting
State carrying on the same activities. This non-discrimination obligation does not
necessarily extend to administrative or procedural requirements.

Contrast the wording of the permanent establishment non-discrimination obli-
gation with that found in Article 24 paragraph 1 that applies to nationals of one
Contracting State that are resident in the other. Paragraph 1 applies to taxation and
“any requirement connected therewith.” Thus it would not be in contravention of
the tax treaty if a Contracting State imposed different requirements on the
non-resident service provider in respect to the income of the permanent establish-
ment as long as the taxation of the permanent establishment is not “less favorably
levied.” It follows that a Contracting State may apply a different mode of taxation
and related procedural requirements to non-resident service providers with respect
to the profits earned by the permanent establishment. This difference in treatment
may lead to initial gross basis taxation subject to a refund and different filing
obligations. The test to be met according to the Commentary is the ‘result’ of the
taxation.49

Some UN based treaties also include a limited force of attraction provision that
would apply to services in Article 7(1)(c).50 If applicable, once a permanent
establishment exists in the source State through which services are provided, all
income from services of the same or similar kind provided in the source state may
be attributed to that permanent establishment whether or not the services are
actually provided through that permanent establishment. Such income would be
subject to the non-discrimination obligation in Article 24(3) discussed above.

In contrast, if the payment for services falls under the Business Profits Article
but the non-resident service provider does not meet the permanent establishment
threshold there is no tax treaty non-discrimination obligation. The income is also
exempt from taxation in the source country under the tax treaty. The source State
may nonetheless employ its domestic law as it chooses in taxing the business

49OECD (2014), Commentary on Article 24 at para 58.
50This provision is based on the UN Model Tax Treaty. In full, this provision reads as follows: The
profits of an enterprise of a Contracting State shall be taxable only in that State unless the
enterprise carries on business in the other Contracting State through a permanent establishment
situated therein. If the enterprise carries on business as aforesaid, the profits of the enterprise may
be taxed in the other State but only so much of them as is attributable to (a) that permanent
establishment; (b) sales in that other State of goods or merchandise of the same or similar kind as
those sold through that permanent establishment; or (c) other business activities carried on in that
other State of the same or similar kind as those effected through that permanent establishment.
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income, subject to the requirement that ultimately any tax is refunded to the
non-resident, to the extent that the income is exempt under the tax treaty.

6.6.2 Independent Personal Services

If payment for the services is instead taxable under the Independent Services Article
as a result of the fixed base or a time test, there is no direct non-discrimination
obligation. This is because the current non-discrimination obligations in Article 24
do not extend to a fixed base. The only obligation with respect to the non-resident
service provider in these circumstances is indirect. Any payment made by a resident
of a Contracting State to a non-resident service provider must be deductible under
the same circumstances as when a similar payment is made to a resident.51

The Independent Personal Services Article also omits any rules for the com-
putation of the income attributable to the fixed base or to income derived from
services performed in the other Contracting State. As a result there is ample
opportunity for a country to take the view that such income may be taxed by way of
gross withholding at the applicable rate under its national laws.

In summary, the source State may employ its domestic law as it chooses in
taxing income from independent personal services. It may do so even if the income
is earned through a fixed base in the source State.52 This means the source State
may impose interim or final withholding taxes or any filing requirements that it
deems appropriate with respect to that income. Thus, regardless of whether the
service provider liable to tax in the other Contracting State the non-resident may
still find themselves subject to gross interim withholding tax.

As will be seen in Chap. 7, the imposition of an interim non-final withholding
tax on income from professional or other independent personal services is not
uncommon, whether or not the business profits or independent personal services
article applies.

6.6.3 Royalties

If payments for services are considered royalties under the relevant treaty, or fees
for technical services are covered under a separate treaty article, the payments are
generally subject to a gross withholding tax set by the treaty partners. As a royalty

51OECD Model Tax Treaty Article 24(4).
52If a treaty adopts the language of the pre-2000 OECD Model Article 14, the article may be
interpreted to provide no difference in outcome to Article 7. However many countries that retain
Article 14 in their tax treaties are of the view that it has a different meaning than Article 7. That
view also extends to how profits are computed and tax calculated in the two articles. See IFA
(2012).
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or a technical service fee, any payment is generally subject to tax in the source State
regardless of where the services are performed and if provided in the source State,
regardless of the length of the stay and regardless of the amount earned. There is
also no threshold to exclude short-term preparatory or auxiliary activities. There is
no applicable non-discrimination obligation.

If the technical service fees are viewed as business profits, the profits would be
exempt under a tax treaty. Further difficulties may arise if appropriate procedures
are not in place to refund amounts withheld to a service provider claiming the
benefit of a tax treaty including a reduced rate of withholding tax.`

6.6.4 Other Income

If payments for services are taxed as other income under the ‘Other Income’ article
of a tax treaty (instead of as business profits under Article 7), the payment will be
generally be subject to gross withholding at the applicable domestic rate in the
source State. There is no applicable non-discrimination obligation.

6.7 An Example53

The approach taken by a country to the taxation of services, can lead to wide
variations in source country taxation rights, in the tax burden that is imposed on a
non-resident service provider and in the non-discrimination obligations that apply
in the tax treatment of the non-resident services provider.

For purposes of illustration assume that a non-resident provides architectural
services to a resident of a tax treaty partner. The project requires that a revolving
team of specialists be present from time to time in the source State over the duration
of the project. The treaty partner adopts one of the following three approaches to
determine host country taxation rights:

1. The OECD approach: income from services is treated in the same way as any
other business income. There is no treaty right to source taxation if the service
provider does not maintain a permanent establishment in the jurisdiction to
which the services income is attributed.

2. The UN approach (and the similar, but not identical, approach in the OECD’s
“alternative provision” regarding services): Article 5 includes a special deemed
service permanent establishment provision, basically based on time spent per-
forming the service in the jurisdiction.

3. The royalty approach: income from certain services (typically technical services)
is treated like royalties under the UN Model, and subject to withholding tax.

53This example is adapted from Sprague (2012).
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Each approach results in different taxing rights for the treaty partner in the
country where the services are provided if we assume that the rotating consultants
do not maintain a traditional permanent establishment in that country. The project
could be subject to no source country taxation, net basis tax on an amount of
attributable profits based on the special deemed permanent establishment time test;
or (3) gross-based taxation on all or a portion of the fee.

The non-resident service provider is also subject to different non-discrimination
principles in the source country. There is no applicable non-discrimination obli-
gation if the first (OECD approach) or third (royalty approach) is adopted by the
source State. Under the second UN approach, the non-discrimination Article states
that taxes on the permanent establishment cannot be less favorably levied.
Notwithstanding, this non-discrimination obligation does not exclude the ability to
impose gross interim withholding tax, it merely requires a final reckoning of the
taxes due.

6.8 Conclusions

In summary, there is no treaty non-discrimination obligation under a tax treaty if the
income earned by a non-resident carrying on an enterprise in a treaty partner
country is not attributable to a permanent establishment in that treaty partner
country.

There is no non-discrimination obligation if the income is subject to the inde-
pendent personal services article whether or not that income is earned through a
fixed base.

There is no tax treaty non-discrimination obligation with respect to passive
income such as royalties.

There is no non-discrimination obligation with respect to how income from
services is categorized by a source State under the tax treaty allocation rules.

There is also no non-discrimination obligation requiring a source State to cat-
egorize income from services that is earned by a resident in the same manner as
income earned from a non-resident for tax purposes. Fees for technical services may
be treated as ordinary income under national law if paid to a resident but as royalty
income if paid to a non-resident.

There is no non-discrimination obligation that prevents a source State from
systematically categorizing all payments that have a connection to services as
falling within the tax treaty allocation rule that yields the maximum rate of source
State taxation.

The only non-discrimination obligation in the tax treaty that applies to a
non-resident service provider is that the taxation of business income earned by an
enterprise through a permanent establishment must not be less favourably levied.54

54OECD Model Tax Treaty Article 24(3).
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The sheer volume of work undertaken in recent years by both the OECD and the
UN in examining and reexamining the provisions impacting the cross-border trade
in services is clear evidence that the status quo is not considered good enough in
appropriately taxing income from services. The 2011 review by the UN when
updating its Model Tax Treaty highlights many of the issues inherent in the current
provisions and their application. As one leading authority noted “…the provisions
of both the OECD Model Tax Treaty and the UN Model Tax Treaty—and the
bilateral treaties based on those Models—dealing with income from services are a
mess.”55 It is therefore of no surprise that the non-discrimination obligations in
respect of the tax treatment of service providers are also inconsistent, incoherent
and, in the colloquial terms of that author- a mess.

If one returns to the simple objective of trade agreements, to reduce barriers to
cross border trade in services together with the decision to relegate
non-discrimination obligations to tax agreements, one begins to wonder whether the
reality of what occurs as the result of the application of a bilateral tax treaty was
fully considered. Clearly we do not have consistency, reliability, national treatment,
most favored nation treatment or transparency under the current provisions in
OECD and UN based tax treaties.56
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Chapter 7
The Potential for Discriminatory Tax
Treatment Based on Domestic Law

7.1 Overview

This chapter examines the potential for discriminatory tax treatment based on a
countries domestic law and in particular its withholding tax regime. It does so from
two perspectives. First, it examines the withholding tax regime applicable with
respect to payments made for services provided by non-residents in a number of
counties including Canada. Second it examines the proposed withholding tax
regime under the US Foreign Account Tax Compliance Act (FATCA).1

Canadian withholding tax provisions are used as the primary example for the
discussion of withholding regimes because Canada’s domestic law and adminis-
trative practices are those with which the author is most familiar. The Chapter also
draws on examples from the Mercosur countries and from Taiwan. The discussion
although factual is intended to be illustrative only and can be easily repeated using
legislation and administrative practices in many other source countries. The chapter
shows that there are clear differences in the tax treatment of a resident when
compared to a non-resident taxpayer by source countries; differences that will affect
the competitive position of the non-resident. The point being made is not that all tax
measures employed by a host country in the taxation of a non-resident service
provider are necessarily discriminatory, but rather that there is no applicable
non-discrimination obligation against which to judge that fact.2

1Foreign Account Tax Compliance Act, 26 USC (2010) Pub L No 111-147.
2Developing countries for example may apply gross withholding taxes because they are admin-
istratively the easiest to apply.
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The Chapter also examines the withholding tax provisions of the FATCA
regime. This regime is one in which the US uses the threat of a gross withholding
tax on US sourced income to ensure reporting compliance by non-resident entities
with US investors.3 It has been described as the ‘carrot and stick approach’4 aimed
at ensuring compliance with US reporting obligations by non-residents that the US
would otherwise be unable to enforce. The withholding requirements under
FATCA, which are imposed regardless of the tax exempt status of the non-resident
service provider under a tax treaty, are examined against the non-discrimination
principles in tax and trade agreements. The chapter concludes that the imposition of
withholding tax in these circumstances is in violation of neither. It also poses the
question: Should there be a non-discrimination principle (in the Model Tax
Treaties) to prevent this seemingly arbitrary tax treatment of non-residents,
regardless of how justified one might argue the reason for the measure?5

7.2 Non-resident Service Providers and Withholding Tax

The following examines the tax treatment of a non-resident service provider in the
State in which the person paying for the services (payor) is liable to tax. As will be
seen, a non-resident service provider is often subject to different tax treatment than a
resident service provider in these circumstances. The differences in tax treatment
can be found in the domestic law or administrative practices of the “source” State.6

One of the most significant differences is the imposition of withholding tax by the
source State, typically on a gross basis, on income for services paid to the
non-resident.7 This difference is generally justified on the ground that a
non-resident service provider poses collection and enforcement problems. Liability
for withholding generally falls on the resident payor.8 As will be seen, practices

190 7 The Potential for Discriminatory Tax Treatment …

3The general concept underlying the FATCA is remarkably simple: Foreign financial institutions
and foreign corporations must annually disclose US account holders or their US beneficial owners
respectively, or the foreign entities carry a 30% gross withholding tax on all investment income
sourced in the US. In other words, FATCA forces foreign entities to cooperate with the US tax
authorities.
4See Cavelli (2013).
5According to the Joint Committee on Taxation, FATCA is expected to prevent US taxpayers from
evading taxes in the amount of USD8.714 billion over the next ten years. See Cavelli (2013).
6As will be discussed, although views may differ on the “source” of service income, the tax
treatment of the non-resident service provider is generally based on how source is interpreted by
the “payor” state.
7Many countries, are very concerned about securing their source country rights over income from
services and do so through withholding tax. The point of this Chapter is not to argue that
withholding taxes are not appropriate in many circumstances. Rather the objective of the Chapter
is to demonstrate the wide variances in practice in the imposition of withholding taxes and the
potential impact this may have on a non-resident service provider.
8See Simader (2013).



vary in different countries as to whether the withholding tax is interim or a final
obligation.9 Practices also vary as to whether or not a withholding tax will be
imposed notwithstanding a tax treaty exemption.

Whether or not the withholding tax is final, the withholding tax liability is likely
to represent a substantial tax burden. The rate of withholding imposed on income
from services can range from 15% in the Czech Republic to 35% in Argentina,
Brazil and Chile.10 These rates may be higher if the payments are made to residents
subject to a preferential tax regime or in a low-tax jurisdiction. Because the with-
holding taxes are generally applied to the gross amount of income, they may
represent a substantial tax burden on net services income after taking into account
related expenditures.11

There may also be differences in administrative practices in the source State that
may negatively impact a non-resident service provider.12 Taxing agencies are
generally given broad discretion in establishing administrative practices that can
increase the impact of tax provisions already negatively affecting a non-resident
service provider. It is no surprise that the imposition of gross withholding taxes13 on
non-resident service fees may interfere with the ability of the service provider to do
business in the other country. Conversely, the ability to secure a waiver or
exemption from withholding tax in circumstances where there is no ultimate tax
liability in the other country will clearly be a benefit to the service provider.

As discussed in previous chapters, the non-discrimination Articles in the OECD
and UN Model Tax Treaties do not currently include a non-discrimination principle
applicable to a non-resident service provider in these circumstances. The potentially
applicable non-discrimination obligations in both the OECD Model Tax Treaty and
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9See IFA (2012). Some countries such as Australia, Canada, Israel, New Zealand, Portugal and the
United Kingdom impose withholding taxes on services income when payments are made to
non-residents. However refunds may be granted if the non-resident files a tax return and the net tax
liability is less than the withholding tax. Other countries impose a final withholding tax on income
from services rendered by non-residents, especially when the non-resident does not have a per-
manent establishment in the countries. These countries include Argentina, Brazil, Chile, Chinese
Taipei, Colombia, Czech Republic, France, India, Italy, Japan, Mexico, Peru, South Korea, Spain,
Uruguay and Venezuela. Withholding taxes imposed by these countries are final in that they
represent the non-residents’ final tax liability in these countries and will not be refunded (unless a
lower rate applies under an applicable tax treaty).
10Pickering (2012).
11See Boon Law (2014).
12See e.g,. Income Tax Regulations, CRC, c 945, s 105 [Regulations] dealing with withholding
taxes and the waiver process.
13“Gross withholding taxes” is defined in Krishna (2004) at 1725 as: “In international tax law, a
withholding tax is a tax levied by the country in which income arises (the source country) at a flat
rate on the gross amount of the income paid by a resident of the country to a nonresident. The tax
is usually collected by the resident taxpayer and remitted to the government on behalf of the
nonresident person.”



the UN Model Tax Treaty are limited to situations where the non-resident service
provider has a permanent establishment in the host country or apply indirectly to the
deductibility of payments to the non-resident by a resident taxpayer.14

The chapter begins with a brief examination of some preliminary issues in
determining whether income from the performance of services is subject to host
country taxation and if so, how the income is taxed. An examination of the
domestic tax regimes in a number of countries follows, beginning with Canada.

7.2.1 Country Examples

Ascertaining how tax is imposed on income from the provision of services by a
non-resident is a two-step process. First one must determine how the income related
to the provision of the particular services will be characterized under the domestic
law of the source State. Second, one must determine the basis used in domestic law
for taxation of that type of income.

Determining what constitutes income from services is not always a straight-
forward task. The distinction between goods and services and in particular intan-
gible goods is also not always clear. Some jurisdictions also treat income from the
provision of particular services such as services associated with the transfer of
technology or know-how as royalty payments. Countries may also impose different
tax rates or withholding tax rates on different types of services, including services
associated with transfers of technology, technical services, and personal and pro-
fessional services including management fees. Whether or not the payments are
subject to withholding tax also varies widely. Some jurisdictions impose tax on the
payment for services if the services are performed in their territory. Other juris-
dictions impose tax on the payments regardless of where the services are performed
if the source of payment is from within their country.15 This is the case in a number
of countries in the Mercosur Group including Brazil16 and Uruguay.17

7.2.1.1 Canada

The survey of the Canadian tax regime provides detail about the tax treatment of a
non-resident service provider who provides services in Canada. The examination
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14See discussion in Part I Chap. 2 at 2.2.2.
15The US takes a third approach and requires the income to be “effectively connected to the
conduct of a trade or business” thus limiting its scope to tax non-resident service providers.
16See Rocha (2012) at 156.
17See Aisenberg and Horjales (2012) at 740.



explores the impact of current domestic tax measures in Canada on the non-resident
service provider and the additional obligations and potential liabilities on the payor
of the non-resident services.

Canada collects tax imposed on the income earned by non-residents performing
services in Canada by way of withholding tax.18 Specifically, the Income Tax
Regulation 105 provides that “every person paying to a non-resident person a fee,
commission or other amount in respect of services rendered in Canada, of any
nature whatsoever, shall deduct or withhold 15% of such payment” and remit it to
the Canada Revenue Agency (CRA).19 Tax withheld pursuant to this provision
operates, in effect, as an installment in respect of the non-resident’s potential
Canadian tax liability for income tax. Potentially significant penalties and interest
charges apply to the procurer of services for failure to withhold, remit and report as
required under the Income Tax Act (ITA).

The broad language of Regulation 105 casts a wide net over payments that may
be subject to withholding.20 The reference “every person paying a fee” includes
individuals, corporations, trusts, partnerships and legal representatives, whether
resident or non-resident of Canada. The CRA has taken the position that each
member of a partnership is responsible for Regulation 105 withholding. Also
included in Regulation 105 are payments made by third parties and tax-exempt
parties.

Non-resident service providers who elect to subcontract a portion of the work in
Canada to a resident contractor are also subject to full withholding. If the work is
subcontracted to a non-resident contractor, the payment from the non-resident
service provider to the non-resident contractor must also be withheld.

The CRA has made it clear that Canada does not relinquish its right to
Regulation 105 withholding through income tax treaties; rather, it may relinquish
this right only through the waiver process. A payer may reduce or eliminate the
withholding when the CRA issues either an income and expense waiver or a
treaty-based waiver to the non-resident.

A non-resident may apply for a waiver of the withholding tax if it can show,
before performing the services in Canada, that the tax liability is less than the
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18In addition to withholding taxes, there may be liability for indirect taxes such as the Goods and
Services Tax (GST). For GST purposes, the threshold for non-residents being required to register,
collect and remit GST is very different. For GST purposes, the service provider must only be
carrying on business (COB) in Canada. Thus, while a non-resident may be exempt from Canadian
income tax under a tax treaty, they may not be exempt from being required to register, collect and
remit GST. Since in many cases this GST would be recovered by the payer, there is no net tax
revenue generated by the CRA in these circumstances, only the administrative and compliance
burden.
19Regulations, supra note 12.
20Regulation 105 lists the exempt forms of payments, which include remuneration to
non-residents, payments made to a registered non-resident insurer, and payments made to an
authorized foreign bank in respect of its Canadian banking business.



amount to be withheld, either due to a tax treaty exemption or an estimation of its
income and expenses.21 Under most tax treaties, business income earned by a
non-resident in Canada is taxable in Canada only if the non-resident carries on the
business through a permanent establishment in Canada. Despite the perceived
benefits, this waiver process is cumbersome and therefore rarely utilized.

The requirement that a non-resident who services in Canada must file a Canadian
income tax return is not affected by either the granting of a waiver or reduction of
withholding on amounts subject to Regulation 105. Therefore, non-residents pro-
viding a service in Canada must file a Canadian tax return even if the sole purpose
is to indicate that they do not have a permanent establishment in Canada.

The costs and administrative duties associated with Regulation 105 compliance
are significant for any Canadian entity. Regulation 105 imposes a duty on the payor
to withhold, remit and report. Anecdotal evidence confirms that these requirements
frustrate Canadian businesses facing significant administrative responsibilities for
another person’s tax liability. If a payor fails to deduct and remit the amount in
accordance with the ITA and Regulation 105, they will be liable for the entire
amount together with interest and penalties. The penalties can be severe.22

Canadian payors will assume a number of additional tax obligations if they hire a
non-resident when compared to their obligations if they hire a Canadian resident.
For example, regardless of whether the non-resident obtains a waiver the payor is
obliged to annually report to the CRA all amounts paid to a non-resident.23 The
Canadian payor must also issue a special information return to the non-resident or
face additional penalties. As will be discussed below, the Canadian payor may
assume considerable risk with respect to its proper basis for withholding.24
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21This income and expense waiver application would normally include information and docu-
mentation relating to the contract to be performed in Canada, including the gross amount of the
contract, any allocation of services inside and outside of Canada and identifiable expenses such as
travel, per-diems, etc. relating to the services to be performed in Canada. The Canada Revenue
Agency, Information Circular 72–6R2 “Required Withholding from Amounts Paid to
Non-Residents Providing Services in Canada” (23 February 2005) includes information pertaining
to the CRA Regulation 105 waiver process.
22See Income Tax Act, RSC, 1985, c 1 (5th Supp), s 227(8) [ITA]. Under certain circumstances,
this penalty could be increased to 20 percent: ITA s 227(8)(b). In addition, interest will also be due
on amounts not withheld: ITA s 227.
23The information is reported on a T4A-NR Information Return. This return must be filed by the
last day of February for all payments made during the preceding year. “RC445 T4A-NR—
Payments to Non-Residents for Services Provided in Canada” online: Canada Revenue Agency
http://www.cra-arc.gc.ca/E/pub/tg/rc4445/README.html is updated annually.
24Weyerhaeuser Co v R, 2007 TCC 65, 2 CTC 2408 [Weyerhaeuser] at para 4. In Weyerhaeuser,
the CRA charged a Canadian payor almost a million dollars for withholding tax, interest and
penalties. The Canadian payor had paid over $14 million to non-resident independent contractors
in the ordinary course of its business and remitted 15% based on that amount. At issue was the
failure to withhold on amounts paid to reimburse expenses and for services identified in invoices as
rendered outside Canada. Fortunately for the taxpayer, the court found that withholding applied
only to amounts paid as fees or other remuneration. This favorable finding may have done little to

http://www.cra-arc.gc.ca/E/pub/tg/rc4445/README.html


The Canadian payor will also be concerned about whether the non-resident
renders his or her services inside or outside of Canada. As payments for services
performed outside of Canada are not subject to Regulation 105 withholding, a
reasonable allocation of the payment will be required and evidenced by precise
documentation. To the extent the services are performed outside Canada, the
payer’s ability to claim Scientific Research and Experimental Development and
Investment Tax Credits may be impacted. This can be at a substantial loss to the
corporation.

It is important to make clear that it is not just the existence of Regulation 105
that is problematic. It is also how regulation 105 is interpreted and administered by
tax authorities. The CRA has stated that it broadly interprets the wording “payments
in respect of” services rendered in Canada. As a result, in 2007 the CRA imposed
interest and penalties on the Canadian taxpayer for failure to withhold an amount
under Regulation 105 with respect to expenses reimbursed to non-resident service
providers for such things as travel costs, telephone, fax and postage charges, and
photocopying.25 The CRA’s position was that these amounts were “in respect of”
services rendered in Canada as specified in Regulation 105. The Tax Court of
Canada found that the operation of Regulation 105 did not extend beyond requiring
the payor to deduct and withhold amounts from payments that were in the nature of
fees or commissions that, in the hands of the recipient, had the character of income
earned in Canada. Although the taxpayer was ultimately successful, one cannot
over-estimate the disruption in the market place during the intervening period and
the impact of the CRA’s position on the decision about whether to hire a
non-resident service provider.

In addition to requiring withholding on amounts paid to reimburse contractors
for their disbursements, the CRA also required withholding on amounts paid for
time spent traveling to Canada. Canadian courts have now also clarified that
Regulation 105 only applies to payments for services rendered in Canada. The CRA
has stated that whether a payment to a non-resident person is for services rendered
in Canada “is a question of fact that can only be determined after an analysis of all
of the relevant facts and circumstances, including all of the relevant agreements.”26

The CRA is also of the view that the requirement to withhold or deduct pursuant to
Regulation 105 applies to payments for services rendered, or to be rendered, in
Canada.27

Will these withholding requirements have a negative impact on a non-resident’s
ability to compete in providing services in Canada? The answer to this question has
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(Footnote 24 continued)

detract from the time and costs to defend against an assessment triggered by the hiring of
non-residents. It did not extend to the reimbursement of out of pocket expenses.
25Ibid.
26CRA Document No 2009-0325921E5, “Regulation 105 withholding” (13 May 2010).
27CRA Document No 2010-0355591E5, “Regulation 105” (23 March 2010).



not been extensively studied. However, in a 2008 review by the Advisory Panel on
Canada’s System of International Taxation, a number of potentially distortive
effects were identified with respect to interim withholding obligations on income
from trade in services.28 These included costs to both Canadian businesses and
service providers. In particular, Canadian businesses reported additional adminis-
trative responsibility for the non-resident’s tax liability, significant costs associated
with compliance and a trend by service providers of grossing-up their fees to offset
the withholding tax, resulting in additional costs and hampering the ability to
engage skilled workers from outside Canada. Non-resident service providers also
reported the negative impact of both the administrative costs associated with the
refund process and reduced or delayed revenues and cash flow problems if they did
not receive a gross-up from the payer.29 Similar concerns were expressed in respect
of withholding obligations for non-resident employees despite a tax treaty
exemption.30 The affirmative answer to the question whether this less favorable tax
treatment inhibits a non-resident’s ability to compete in Canada and thereby inhibits
the cross-border flow of trade in services seems obvious. How could this less
favourable tax treatment fail to affect the non-resident’s competitive position?

This reality is becoming a lobbing point for important tax groups in Canada. For
example, the Taxation Committee of the Chamber of Commerce submitted the
following to Canada’s Advisory Panel on International Taxation in 2008:
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28Advisory Panel on Canada’s System of International Tax, Final Report: Enhancing Canada’s
International Tax Advantage (Ottawa: 10 December 2008).
29As a result the Advisory Committee recommended eliminating withholding tax requirements
related to services performed and employment functions carried on in Canada where the non-
resident certifies the income is exempt from Canadian tax because of a tax treaty.
30Regulation 102. In the Canadian context the withholding obligation under Regulation 102
“applies to such a broad range of situations, it places a significant administrative burden on the
nonresidents, as well as Canadian corporations who carry out the administrative duties on behalf of
related nonresident employers. For example, where a nonresident performs employment duties in
Canada for just one day, a withholding obligation is placed on the employer. Although a waiver
can be obtained if the employee ultimately will not be taxable in Canada, the time delay is often
considerable, making the process unhelpful. In practice, it is difficult for nonresident companies to
set up a process to withhold and remit various Canadian taxes for what may be small amounts.” As
of June 2016, non-resident Canadian employers that are resident in a country with which Canada
has a tax treaty, and are certified by the CRA, are not required to make withholdings on account of
Canadian income tax on payments made to a non-resident employee in respect of employment
services performed in Canada if the employee (i) is exempt from Canadian income tax in respect of
the payment because of a tax treaty, and (ii) is either (A) not in Canada for 90 or more days in any
12-month period that includes the time of the applicable payment, or (B) not in Canada for 45 or
more days in the calendar year that includes the time of the applicable payment. While the new
exemption is an improvement towards relaxing the waiver process, the exemption is quite limited
and employers remain subject onerous tracking and reporting requirements when employing
non-residents. Employers must track the number of days the employee spends in Canada working
for them, the employee’s employment with any other employer, and even the amount of personal
time spent in Canada. A proposed amendment provides that the employer shall not be subject to
penalties for failing to withhold if the employer has no reason to believe, after ‘reasonable inquiry’,
that the employee was not a ‘qualifying non-resident employee’.



It is becoming increasingly common for organizations to staff projects based on a global skill
set rather than looking only to the resources available in their home jurisdiction. The present
withholding requirements, as set out in Regulation 105, are severe deterrents to allowing
Canadian organizations to effectively compete for global resources. The burden resulting from
compliance with the requirements is carried by the organization contracting for services in
terms of withholding, tracking, reporting and remitting. This impairs Canadian businesses’
ability to effectively procure the skills needed for them to effectively compete on a global
basis. There is also an undue burden on the service provider in terms of additional reporting
requirements and cash flow, and on the CRA in their administration of the program.
Additionally, the requirement drives an unintended result in that many nonresident suppliers
merely increase their prices to account for the withholding taxes levied under this regulation.

“The OECD has recognized that the implementation of withholding taxes in situa-
tionswhere apermanent establishment does not exist can lead to excessive taxation.”31

Concerns regarding Regulation 105 were also raised during consultations
undertaken by the Advisory Panel on Canada’s System of International Taxation.
The Panel heard that the costs associated with complying with Regulation 105 are
significant; service providers commonly gross-up their fees to offset the with-
holding tax, which can result in additional costs to Canadian businesses and hamper
their ability to engage skilled workers from outside Canada; the waiver process is
cumbersome and so it is not used as often as it should be; and the service provider
may suffer reduced or delayed revenues and cash flow problems if the service
provider has not received a gross-up from the payer.

Are these differences in tax treatment considered discriminatory under current
tax or trade law provisions? The answer is no. Will a non-resident service provider
fare better in other parts of the world? In many cases it appears the answer is no.

How are non-resident service providers taxed in other countries? The following
discusses this question in the context of the Mercosur countries.

7.2.1.2 The Mercosur Countries32 and Associated Members

Mercosur is a customs union formed in 1991 by Argentina, Brazil, Paraguay and
Uruguay by way of the Treaty of Asunción (the “Mercosur Treaty”). Bolivia, Chile,
Colombia, Ecuador and Peru are associated countries but not full Members, but are
referred to as of the Mercosur Group. Venezuela also has a sui generis status in the
Mercosur Group: while it is not a full Member or an associated country, it par-
ticipates in all the negotiations between Mercosur Countries and third parties.33
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31Submission of the Conference Board of Canada to Canada’s Advisory Panel on International
Taxation (2008) at 4, online: https://www.fin.gc.ca/access/tt-it/apcsit-gcrcfi/pdf/06%20-%
20Canadian%20Chamber%20of%20Commerce.pdf.
32This discussion relies heavily on information found in Forcada (2011) and updated through
the International Bureau of Fiscal Documentation Research Platform Online http://www.ibfd.org/
(IBFD Research Platform). Last visited on July 16, 2016.
33Protocolo de Adhesión de la República Bolivariana de Venezuela al Mercosur (2006), Article 9
[2006 Protocol].

https://www.fin.gc.ca/access/tt-it/apcsit-gcrcfi/pdf/06%20-%20Canadian%20Chamber%20of%20Commerce.pdf
https://www.fin.gc.ca/access/tt-it/apcsit-gcrcfi/pdf/06%20-%20Canadian%20Chamber%20of%20Commerce.pdf
http://www.ibfd.org/


Venezuela’s full membership to Mercosur is subject to the Paraguayan and the
Venezuelan Congresses ratifying the 2006 Protocol.34

As Table 7.1 demonstrates, all countries in the Mercosur Group impose with-
holding tax obligations with respect to payments made to non-resident service pro-
viders. Brazil and Uruguay also boast source rules that permit those countries to tax
payments for services that are provided abroad, as does Colombia, Ecuador and Peru.

The tax legislations in the Mercosur Member Countries (Argentina, Brazil,
Paraguay and Uruguay) also impose restrictions on deductions for payments made
to non-residents. Specifically, Argentina limits deductions that relate to consultancy
services.35 According to one author, Paraguay also limits deductions that relate to
technical or consultancy services.36 In the case of Argentina the deduction limit
extends to financial advice or any other kind of technical assistance provided from
abroad including know-how.37 Uruguay limits deductions in respect of any person
subject to the non-resident income tax.38 In some cases the impact of these
restrictions is minimized by the non-discrimination clause in an applicable tax
treaty.39 Other countries including Brazil limit the deductibility of payments that
qualify either as “technical, scientific, administrative services or the like”, or as
“royalties”.40

Although many countries in the Mercosur Group view the withholding tax as the
final tax, some also require that the non-resident file a tax return. For example, a
non-resident who derives Venezuelan-source income is required, irrespective of the
amount, to file a tax return.
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34Ibid, Article 10.
35Argentina has established that deductions for technical service fees should not exceed (1) 3% of
the sales or income on a contractual basis in respect of the consultancy fees; or (2) 5% of the
investment based on the consultancy: Decreto 1344/98, online: http://infoleg.gob.ar (as cited in
Forcada (2011)). Deductions are not permitted for payments made to non-residents that arise from
technology transfer agreements not registered with the competent authority (Instituto Nacional de
la Propiedad Intelectual): Ley de Transferencia de Tecnología 22.426; Decreto 1853/93 and
Resolución 328/05 (Instituto Nacional de la Propiedad Intelectual).
36Payments for advice and consultancy fees that are not directly related to activities performed in
Paraguay are deductible at up to 2.5% of the net income taxed (as cited in Forcada (2011)).
37Goldemberg (2005).
38Uruguayan Ley 18.083 (Sistema Tributario) taxes individual and corporate income at a 25% tax
rate. If the non-resident is subject to a tax similar or higher than the Uruguayan tax rate at home, he
or she will be allowed to fully deduct the expense most of the time. However, if the non-resident is
subject to a lower tax rate at home, the expenses will be deducted proportionally to that reduced
rate. Ley 18.083, Article 20 (as cited in Forcada (2011)).
39See Forcada (2011).
40Payments that qualify as “royalties” or “technical, scientific, administrative or similar assistance”
cannot be deducted in certain circumstances: Lei 4506, Articles 52 (parágrafo único) and 71 (as
cited in Forcada (2011)).

http://infoleg.gob.ar


Table 7.1 Mercosur withholding taxes for non-residents

Country Services subject to withholding tax Withholding rates

Argentina Payments to non-residents in respect of technical
assistance. Argentinean-source taxable income is
presumed to be, without right of rebuttal, 60% of the
gross payment of fees for services comprised in the
Transfer of Technology Law which consist of:
(i) technical assistance services; (ii) engineering
services; or (iii) consulting services under an agreement
duly registered with the INPI.a Such services include:
(i) engineering services and (ii) consulting services
(thus, subject to registration), but only where such
services involve technical knowledge applicable to the
productive activity of the local company and the transfer
of such knowledge to this company or its personnel by
means of training and advisory services, detail of
mechanical and technical procedures, supply of plans,
reports and studies
If the service is outside the scope of the Transfer of
Technology Law, but involves technical assistance-
notional income is 90% of the payment (effective rate
31.5%)

35% on notional
taxable incomeb

Brazil Payments made for tourism or business services, training
and official missions, as well as payments covering
expenses incurred for hotels, transportation, hosting,
travel packages and sea cruises

25%

Payments made to maritime and air transport companies 15%

Royalties and payment of fees as consideration for the
transfer of technology and for technical, administrative
and scientific.c Royalties paid by resident entities to
non-residents as consideration for the transfer of
technology, trademarks and patents, and for the supply
of technical, administrative or scientific assistance are
also subject to the contribution for intervention in the
economic domain (CIDE). This contribution is imposed
directly on the Brazilian payor

15% of gross
amountd

Paraguay Fees and commissions paid to non-residents are subject
to a tax of 30%, which is withheld at source. The
withholding rate is applied on 50% of the payment

Effective rate of
15%.

Uruguay Service fees derived by a non-resident company (or
individual) performed within the country
Technical services fees performed for resident taxpayers
even if the service is performed abroade

Technical services encompass management, technical,
administrative or advisory services

12% of gross
amount

(continued)
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Table 7.1 (continued)

Country Services subject to withholding tax Withholding rates

Venezuelaf Non-resident individual earning non-commercial
professional fees

34% on 90% gross

Technical assistance fees 34% on 50% gross

Technological services fees (withholding tax also
applicable to residents)

34% on 50% gross

Bolivia Domestic-source income derived by non-residents
without a permanent establishment in Bolivia is
generally subject to a final withholding tax levied on the
gross amount. Bolivian-source service fees paid to
non-resident beneficiaries are subject to a final
withholding tax at the rate of 25%, which is imposed on
50% of the Bolivian-source income

Effective rate
12.5% of gross

Chile Chilean-source income derived by non-residents without
a permanent establishment in Chile is generally subject
to a final withholding tax. Remuneration paid to
non-residents for engineering and technical works or
professional or technical works supplied through an
advice, report or survey (plano), carried out in Chile or
abroad

15%g

Income from services supplied abroad (non-resident
income tax) subject to exemptionsh

35%

Colombia Colombian-source service fees and commissions paid to
non-residents

33%

Payments to non-residents in connection with consulting
services, technical services or technical assistance
supplied in Colombia or from abroad

10%

Payments to non-residents that do not have a specific
withholding tax rate

14%

Ecuador Service fees, including those for technical services
rendered in Ecuador or abroad, paid to non-resident
enterprises

22% on grossi

Peru Service fees paid to non-resident enterprises including
fees paid to non-domiciled companies for digital
services, performed within Peru or abroad if services
used in Peru

30% on gross

Technical service fees paid to non-domiciled companies
for technical assistance services, performed within Peru
or abroad if certain conditions are metj

15% on gross

aINPI is the competent authority Instituto Nacional de la Propeided Industrial. In order to apply the
60% notional income rule, certain additional requirements must be met: for example, the payment
for the services must not be based on a royalty calculated by reference to the sales price or the
production volume of licensed products or services
bThe Argentinean-source notional income increases to 80% of the payments if the requirements for
the 60% rate are not met and the technical assistance involves a transfer of technology and the
relevant contract is registered with the INPI. If the agreement is not registered with the INPI, the
deemed taxable income is 90% of the payments. Effective withholding tax rates on gross payments
are 21, 28 and 31.5% respectively
cUntil the Supreme Court decision in COPESUL, BR:SC, 17 May 2012, National Treasury v
Companhia Petroquinica do Sul as cited in Shee Boon Law supra note 11, the tax authorities in
Brazil argued that payments of technical service fees should not be classified as business profit



Some of these countries will provide administrative relief if a tax treaty is in
place; for example, Argentina.41 Colombia will also apply a reduced treaty rate at
source if the appropriate residence certificate has been presented to the withholding
agent making the payment.42 However, if the taxpayer does not comply with the

(Article 7), but rather as gross income (before deductions), according to Brazilian domestic
legislation. Therefore, Article 21 of tax treaties would apply. Article 21 in the tax treaties signed by
Brazil normally do not follow the OECD Model Tax Treaty and grant exclusive taxing rights to the
source country. See Ruling 01/2000. In 2014, the tax authorities issued Ruling 05/2014, which
revoked Ruling 01/2000, to determine that the provision of technical services and technical
assistance (with or without the transfer of technology) is subject to the royalties article, in the case
of treaties where technical services and technical assistance is covered by this article; the
independent personal services article, in respect of the provision of technical services and technical
assistance related to the technical capacity of one person or a group of persons (except if the
royalties article applies); or the business article in all remaining cases
dA 25% rate applies to royalty payments made to beneficiaries located in low-tax jurisdictions
eEffective 1 January 2012 (Decree 493/011), the total amount of the income derived by
non-residents from independent technical services performed abroad is subject to tax as
Uruguayan-source income if the services are performed for taxpayers who earn income subject to
Uruguayan tax and this income is directly related to these services
fVenezuela joined in 2006, but its formal accession is still awaiting approval by the Paraguayan
congress. See Forcada (2011)
gThe rate is 20% if the creditor or beneficiary of the payment (i) is incorporated, domiciled or
resident in a country included in the tax haven list (ii) holds or participates directly or indirectly in
10% or over of the capital or of the profits of the payer or debtor; or (iii) if creditor and beneficiary
are under a common control of a partner or shareholder that holds or participates directly or
indirectly in 10% or more of their capital or profits
hPayments made abroad are exempt in the case of freight services, loading and unloading charges,
storage, weigh-in, product sampling and analysis, insurance and reinsurance operations,
commissions, international telecommunications and for smelting, refining, and other special
treatments of Chilean products. The exemption also applies to amounts paid in the case of
exportable goods and services, advertising and promotion, market analysis, scientific and
technological research, legal advice, and legal defence before the administrative, arbitration or
judicial authorities of the country in which the services are supplied
iIf the income is derived by residents in tax havens or low-tax jurisdictions, the income is subject to
a final withholding tax at a rate of 35% on the gross amount
jConditions: (1) the services are used in Peru, (2) a sworn statement from the non-domiciled
company is submitted to the tax administration stating that the company will provide the technical
services and keep a record of the receipts from those services, and (3) a report from an
internationally recognized auditing company, certifying that relevant services were actually
provided, is also submitted. IBFD Research Platform Country Analysis
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41A reduced treaty rate may be applied at source if the appropriate residence certificate has been
presented to the withholding agent making the payment (Resolución General AFIP 2228/07).
42The IBFD Research Platform, online: http://www.ibfd.org [IBFD Research Platform] reports as
follows.” On 31 March 2009, the tax authorities (Dirección de Impuestos y Aduanas Nacionales)
issued Resolution 3283 providing the rules related to the issuance of tax situation certificates
which may be required by treaty partners to provide treaty benefits.” This refers to Resolución
DIAN 3283 (31 March 2009). See also Valderrama (2013).

http://www.ibfd.org


formal requirements set forth in Colombian domestic law, the benefits of a tax
treaty will be granted only as a tax refund. In contrast, in Peru, if a lower treaty rate
applies, the refund of excess tax must be claimed directly by the non-resident.

The obligation to withhold on payments made to a non-resident service provider
generally falls on the resident payor in the Mercosur countries. For example,
according to Article 406 of the Colombian Tax Code (Estatuto Tributario
Colombiano), any person that makes payments to non-resident companies has the
obligation to withhold the corresponding tax amount. Withholding agents are also
required to be registered, to file monthly withholding tax returns to pay the amounts
withheld, and to provide taxpayers with a certificate of the amounts withheld.
Similar provisions can be found in Peru.43

Each of the Mercosur Countries has detailed withholding tax rules with respect
to fees for services paid to non-residents and in particular fees related to technical
services. The rates range from 12 to up to 35% of gross income. The withholding
tax rates for each of the Mercosur countries are summarized in Table 7.1.

The domestic law of each country also frequently contains detailed provisions
and varying rates of withholding tax based on the services provided. For example,
in Argentina technical service fees paid to a non-resident may be subject to with-
holding tax rates of 21, 28, 31.5 or 35% of the gross amount.44 The applicable rate
depends on whether the technical assistance qualifies as technology under the
Transfer of Technology Law and if so whether the technical assistance is available
in Argentina. To receive the lower rates registration of the underlying contract is
required.45 If the technical assistance qualifies as technology the preferential 21 or
28% rate applies. If the services do not qualify as “technology” under the Transfer
of Technology Law the payment is subject to a withholding tax rate is 31.5%, the
residual rate for payment of income from services to non-residents.

The competent authority in Argentina (Instituto Nacional de la Propiedad
Industrial) is very precise about what is considered technology for purposes of the
preferential rate.46

Services will only be characterized as technology services if the service agree-
ment demonstrates that the provider has technical knowledge applicable to the local
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43Persons or entities paying any kind of income to non-residents must withhold and remit the tax to
the tax authorities within the first 12 days of the following month. The withholding agent must
provide a withholding certificate. If a lower treaty rate applies, the refund of excess tax must be
claimed directly by the non-resident.
44IBFD Research Platform, supra note 32.
45The applicable rate is 21% if the contract is registered and the technical assistance is not
available in Argentina; 28% if the contract is registered and the technical assistance is available in
Argentina; and 35% if the contract is not registered but it should have been.
46Resolution P-328/05 issues by the INPI published in the official Gazette 19 October 2005.
Citation from the IBFD Research Platform supra note 32, last visited on 15 July 2016.



company and that the knowledge will be transferred to the company or its per-
sonnel. Payments in relation to wide range of technical services are specifically
excluded. For example technical assistance or consulting services, licensing of
either know-how, information, knowledge or application methods in financial,
commercial, legal and/or marketing and sales areas, as well as any other consid-
eration that does not evidence in a clear and concrete manner the effective incor-
poration of technical knowledge directly applicable to the productive activity of the
local company. Also excluded are software licenses including updates and repair,
supervisory, maintenance and start-up services of plants or machinery that do not
include the transfer of knowledge to personnel of the Argentinian company. The
withholding amount may vary for different amounts paid under a contract based on
whether or not the payment qualifies as technology.47 As can be seen the provisions
are complex and will certainly provide a challenge to both the non-resident service
provider and the Argentinean taxpayer who hires that provider in determining the
applicable rate.

Other taxes in addition to withholding tax may also be imposed on a
non-resident service provider. In Brazil for example, a non-resident service provider
is subject to a municipal service tax on services provided to a Brazilian resident of
between 2 and 5%. This tax must be withheld by the Brazilian entity or individual.
The Brazilian entity or individual that hires a non-resident service provider may
also be subject to additional levies. Under Brazilian law, a contribution of 10% is
required for amounts paid for technical services, technical assistance and admin-
istrative assistance services provided by a non-resident to a Brazilian resident. The
10% contribution is described as a contribution for intervention in the economic
domain to fund technology research (CIDE). In addition, social contributions in the
amount of 9.25% are required on services contracted by Brazilian residents from a
non-resident service provider.48 These contributions are not required if the payment
is made to a resident service provider.

Table 7.2 illustrates the combined taxes on amounts paid to a non-resident when
the withholding taxes and additional taxes on the service contractor by the Brazilian
payor are combined.49
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47Ibid.
48See Rocha (2012) at 156. The contribution rate of 9.25% is a combination of (1.65% PIS and
7.6% COFINS). These are referred to as import contributions in Law no. 10,685. The authors note
that these contributions are designed to avoid the application of Brazilian tax conventions as this
type of economic double taxation would not be prevented by tax treaties.
49Ibid at 157.



7.2.1.3 Withholding Tax Practices in Other Countries

Taiwan (Chinese Taipei)

Source taxation on cross-border services provided by a non-resident service pro-
vider has been “the most controversial tax issue in Chinese Taipei for many
years.”50

Prior to 2009 deductions were generally allowed for payments made to a
non-resident if payment for the services was subject to withholding on a gross basis
in Taiwan. Some clarification of when withholding was required was introduced in
2009 with the introduction of Source Income Recognition Guidelines. These
guidelines are very broad in scope. Predictably, the income of a non-resident ser-
vice provider is sourced in Taiwan for income tax purposes if the activities are
performed in Taiwan, but as well the source is considered to be Taiwan if the
services are performed both on and offshore or if the services are performed off-
shore” but can only be completed through the participation of an onshore individual
or enterprise residents who offer resources of equipment, manpower, knowhow and
technology to the foreign service provider.”51

Earnings from “undertaking business” are not sourced in Taiwan if all the
business activities are performed and completed offshore by the foreign enterprise.

Table 7.2 Importation of services without gross-up clause

Tax rate (%) Amount (%)

Imported service value 100

Amount to be invoiced to Brazilian Contractor 100

Brazilian taxes 40.17

Municipal tax on services (ISS) 5 5.000

WHT 15 15.000

CIDE 10 10.000

PIS import 1.65 1.814

COFINS import 7.6 8.354

Tax burden on amount invoiced 40.17

Conditions: (1) the services are used in Peru, (2) a sworn statement from the non-domiciled
company is submitted to the tax administration stating that the company will provide the technical
services and keep a record of the receipts from those services, and (3) a report from an
internationally recognized auditing company, certifying that relevant services were actually
provided, is also submitted. IBFD Research Platform Country Analysis. The reference to the
gross-up clause is to indicate that the Brazilian payor has not undertaken the financial burden of the
tax liability. If the Brazilian payor undertakes the tax liability the taxable basis would be grossed
up to include the withholding tax
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50See Li (2012) at 209.
51Ibid at 211.



This can include services. However there is no definition of services for corporate
income tax purposes and the withholding tax obligations with respect to services is
generally applied.

There is also considerable debate about what threshold for ‘undertaking busi-
ness’ or the provision of services must be crossed before the non-resident becomes
subject to source taxation in Taiwan. Since there is no clear threshold for the
taxation of cross border services there is also debate about the taxable base for
withholding.

According to a Taiwan national reporter, any doubt is generally resolved in
favour of gross withholding at a rate of 20% under domestic law:52

For income tax compliance purposes, the resident payer usually imposes withholding tax on
both royalties and payments for services without trying to determine whether source tax-
ation applies on a gross basis or a net basis because non-compliance penalties on with-
holding tax are quite high. It is the obligation of a non-resident SP to distinguish royalties
from services fees in a mixed contract that provides both for the transfer or licensing of
property and the provision of services, such as knowhow contracts that include a services
element. If there is no convincing evidence to separate services fees from the whole
consideration, the whole amount is subject to withholding tax on a gross basis. If there is a
persuasive method to make the tax authorities accept the amount for services fees, it is
possible that the tax authorities may grant the tax exemption on the services fees and refund
the excess taxes from withholding to a non-resident SP. However, it is usually very time
consuming to present a lot of information to obtain a tax exemption permission from the tax
authorities on the portion of services fees.

The disadvantage to the non-resident is considerable in these circumstances. In
contrast, payments made to a domestic service provider are subject to 10% with-
holding tax rate53 and the amount withheld can be offset against the recipient’s
income tax liability.

Amounts paid to a foreign enterprise engaged in providing contract construction
services or technical services in Taiwan are also subject to a 20% gross withholding
tax. However the enterprise may, in theory, apply for approval from the Ministry of
Finance for a reduced tax rate. Withholding tax is then collected based on the
assumption that 15% of the enterprises total revenue is its taxable income.54 This
deemed taxable income rule will apply only where it can be clearly demonstrated
that new technical services were provided and not merely that existing technology
is being made available for use. Such qualifying technical service fees are then
subject to income tax at a flat rate of 20%, resulting in an effective tax rate of 3%. In
many cases, however, technical service fees are treated as royalties and subject to a
20% gross withholding tax.
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52Royalties paid to a non-resident service provider are subject to a withholding tax of 20% on the
gross amount as are certain professional fees.
53Country analysis, Taiwan, IBFD Research Platform, supra note 32, updated as of July 1, 2016.
54According to article 25 of the ITA. Ibid.



There are mechanisms to reduce the tax liability to a net basis however a private
ruling is always necessary.55 However, applying for a ruling is a very lengthy
procedure and may necessitate a certain degree of tax audit on the payer, who may
be reluctant to undergo such scrutiny.

Matters improve marginally if there is a tax treaty in place between the State of
residence of the non-resident service provider and Taiwan. According to the
national reporter a number of Taiwan’s tax treaties include a services permanent
establishment provision based on that found in Article 5(3)(b) of the UN Model
treaty, which generally provides a threshold of 6 months or 183 days within a
12 month period before there is source based taxation. The result is that there is no
source based taxation of income from services performed outside Taipei but
non-resident service providers “have to prove it for themselves when treaties apply.
That is a private ruling for the application of articles 5 and 7 in the treaty to confirm
no PE, no source taxation is necessary for the local payers or business agents of
service fees to waive their withholding obligation.”56

The arrival and departure records of persons entering and leaving Taipei are
readily accessible by tax authorities who are easily able to determine if the mini-
mum presence requirements for a services permanent establishment have been met.
If so the business profits attributable to the permanent establishment are subject to
Taiwan tax. Whether or not a permanent establishment exists it would appear that
payments made in respect of services performed by a non-resident service provider
are subject to gross withholding tax.57

As of August 2014, royalties, technical assistance and management fees
approved by the Ministry of Economic Affairs for payment to non-residents are
deductible by the payer.58

7.2.2 Conclusions

The tax treatment of a payment made to a service provider often differs depending
on whether the payment is made to a resident or a non-resident. The difference in
tax treatment may include withholding tax obligations imposed under a country’s
domestic law with respect to payments to a non-resident service provider. These
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55Li (2012) at 221.
56Li (2012) at 222.
57In practice, while the services fees are paid to a non-resident SP (service provider), the whole
amount generally still subject to withholding tax and non-resident SPs may file corporate income
tax returns on a net basis to claim a tax refund. It is also possible for a non-resident SP to apply for
an advanced income tax ruling under the provision of article 7 to obtain a pre-approved net basis
business profits with a deemed profit ratio. The payer of service fees can follow the ruling to make
the withholding on a net basis instead of a gross basis … However, this is not a widely acceptable
procedure for local tax authorities. Li (2012) at 223.
58Li (2012).



provisions are frequently complex and often impose onerous obligations on both
the non-resident service provider and on the person paying for the non-residents
services. Further, revenue authorities may impose withholding tax in a manner that
is both burdensome and potentially discriminatory for the non-resident service
provider, including in circumstances where there is a clear tax treaty exemption.

The non-resident payor may also be subject to additional taxes and levies if a
non-resident is hired. The additional social taxes that must be paid by a Brazilian
taxpayer when a non-resident service provider is hired provides an excellent
example of this. The use of withholding taxes or other taxes of this type when a
non-resident is hired will clearly impact the ability of a non-resident service pro-
vider to compete with a resident service provider. The question is the use of
withholding taxes potentially discriminatory or is it merely a form of revenue
collection? This is an important question given that there is no non-discrimination
obligation in either tax or trade agreements against which to measure withholding
tax measures.

7.3 The FATCA Example

The FATCA was born on March 18, 2010 when the US government enacted
legislation targeting US citizens who hold but do not report income from foreign
investments. As part of its enforcement machinery the legislation imposes new
obligations on a foreign financial institution (FFI) in which US citizens may invest,
including the obligation to enter into an agreement with the Secretary of the US
Treasury to report any account held by a US citizen in the FFI or face financial
penalties in the form of gross withholding tax on their US investments.

The extra-territorial reach of the US proposals as well as the threat of economic
sanctions for non-compliance raises the question of whether the US treatment of an
FFI under the FATCA is in violation of any US trade or tax non-discrimination
obligation. This is an important question. As one author notes “the withholding tax
penalty created for failing to meet the reporting requirements is a drastically dif-
ferent use of withholding from existing systems. While existing systems use
withholding as a preemptive means of tax enforcement, FATCA employs it as a
coercive tool to force foreign banks into compliance with reporting obligations.”59

The answer is provided by examining the impact of the FATCA provisions on
non-resident service providers against the non-discrimination obligations in bilat-
eral tax treaties based on the OECD and UN Model Tax Treaties, and two of trade
agreements previously discussed, the WTO Agreement and the NAFTA.

The Chapter also introduces an additional question: Are the measures imposed
by the FATCA acceptable in the treatment of non-resident service providers or
should broader non-discrimination obligations be considered in tax or trade
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59Dizdarevic (2011).



agreements to prevent or restrict the use of such measures? The discussion is
important because measures such as those imposed under the FATCA could also be
used to protect a country’s service sector from competition abroad.

The Chapter does not comment on the merits of or potential benefits of the
FATCA regime in policing tax avoidance transactions.

7.3.1 Foreign Account Tax Compliance Act

FATCA is the name commonly used to refer the US reporting and compliance
provisions for “foreign investments entities.” These provisions are part of the
Hiring Incentives to Restore Employment Act60 (HIRE Act) that was enacted by the
US in 2010. Section 511 of the HIRE Act adds section 6038D to the US Internal
Revenue Code (the Code). Under the revised Code provisions, any US citizen who,
during any taxable year, holds an interest worth more than 50,000 USD in a
financial account maintained by a foreign (i.e. non-US) financial institution must
report that interest in his or her US income tax return.61 The US Department of
Treasury background material to FATCA makes it clear that its purpose is to curtail
tax evasion by US citizens who do not report income from non-US investments.62

To enforce section 6038D, several other provisions were added to the Code.63

Under these provisions, it was anticipated that a FFI would enter into an agreement
with the Secretary of the Treasury [essentially with the Internal Revenue Service
(IRS)] to, among other things, report any account held by a US citizen in that FFI.
This reporting obligation would extend to a wide range of financial institutions
including banks and investment and brokerage houses.64

If the FFI entered into an agreement with the IRS it would be considered a
participating FFI. As a participating FFI its reporting and withholding obligations to
the IRS would include the obligation to report to the IRS taxpayer identification
numbers, account balances, receipts and withdrawals from accounts held by persons
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60Hiring Incentives to Restore Employment Act, Pub L 111-147, 71 Stat (2010) [HIRE Act].
Subtitle A of Part V of the HIRE Act is entitled Foreign Account Tax Compliance and contains the
FATCA provisions.
61See subsection 6038D(a) of the Code and IRS Form 8938, Statement of Specified Foreign
Financial Assets.
62See e.g. the US Department of Treasury’s Fall 2011 Statement of Regulatory Priorities, online:
Department of Treasury http://www.reginfo.gov/public/jsp/eAgenda/StaticContent/201110/
Statement_1500.html.
63Section 501 of the HIRE Act adds sections 1471-1474 to the Code.
64The Internal Revenue Code, 26 USC section 1471(d)(5) defines a financial institution as any
entity that: (i) accepts deposits in the ordinary course of a banking or similar business; (ii) as a
substantial portion of its business, holds financial assets for the account of others; or (iii) is
engaged (or holding itself out as being engaged) primarily in the business of investing, reinvesting,
or trading in securities, partnership interests, commodities, or any interest in such securities,
partnership interests, or commodities, except to the extent provided by the Secretary.

http://www.reginfo.gov/public/jsp/eAgenda/StaticContent/201110/Statement_1500.html
http://www.reginfo.gov/public/jsp/eAgenda/StaticContent/201110/Statement_1500.html


who are US taxpayers. Participating FFIs would also be required to withhold from
US source income and principal payments made to a range of account holders. This
would include the obligation to withhold 30% of any “passthru payment”65 if the
account holder was a “recalcitrant account holder,”66 or a non-participating FFI.

If the FFI failed to enter into agreement with the IRS, then any person paying a
“withholdable payment”67 to the non-participating FFI was required to withhold
30%.68 A withholdable payment is defined to mean: (i) any payment of interest,
dividends, rents, salaries, wages, premiums, annuities, compensations, remunera-
tions, emoluments, and other fixed or determinable annual or periodical gains,
profits, and income (FDAP income), if such payment was from sources within the
US, and (ii) any gross proceeds from the sale or other disposition of any property of
a type which can produce interest or dividends from sources within the US.69 For
example, interest income earned on a US Treasury bond is a withholdable payment,
and the gross proceeds from the sale or other disposition of a US Treasury bond is a
withholdable payment. As noted above, this obligation to withhold on payments to
non-participating FFIs also extends to participating FFIs who must withhold
whether the payment to the non-participating FFI is made to it on its own account or
on behalf of its customers. Thus there was a strong incentive for every FFI to
comply with the FATCA, so that the FFIs customers, whether US resident or not
would be exempt from FATCA imposed withholding obligations.

A FFI could alternatively elect to be treated as a US financial institution (USFI)
and to follow those procedures. However an electing FFI would still be treated
differently than its US counterpart.70
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65“Passthru payment” is defined as dividends, interest, rent, or gains from the sale of any property
giving rise to those kinds of income.
66“Recalcitrant account holder” is defined as an account holder who will not give the FFI the
required personal information or who will not waive the right to invoke the laws of the country of
the FFI to prevent such disclosure of information. If the account holder waives local privacy laws
the FFI would be able to determine whether the account holder is a US taxpayer.
67Defined to be the same as a Passthru payment. See Ibid.
68The 30% may be reduced at the end of the year to the withholding rate under an income tax
treaty. So while the net tax rate under FATCA is the same as under a tax treaty, there is a cash-flow
differential.
69The Code, s 1473(1).
70The Code, s 1471(c)(2) permits a FFI to elect to be treated as a USFI in respect of certain kinds
of income paid to the FFI (rents, dividends, interest). A FFI that elects under s 1471(c)(2) will still
not be in the same position as a USFI. For example, a USFI need not enter into an agreement with
the IRS but an electing FFI must. A USFI need not close down an account for a recalcitrant
account holder but an electing FFI must. A USFI is not required to withhold 30% of a payment to a
recalcitrant account holder or be subject to 30% withholding itself.



Non-resident FFIs were quick to note that the financial cost of complying with
the FATCA would be imposed primarily on them and would clearly give a com-
petitive advantage to their US counterparts.

7.3.2 International Response to the FATCA

The international community immediately acknowledged the potential threat of
gross withholding tax on payments to FFIs for failure to comply with the
requirements of the FATCA. The move towards intergovernmental cooperation was
swift. The first steps were in February of 2012 when a joint statement with five
European governments, France, Germany, Italy, Spain, and the UK indicated that
FFIs in those countries would enter intergovernmental agreements (IGA) in which
they would report the required financial information to their own governments,
which would be followed by the automatic transfer of that information to the US.71

In June 21, 2012 two more countries entered intergovernmental cooperation
agreements to implement the FATCA. Joint statements with Japan and Switzerland
indicate that these agreements provide for reporting by FFIs directly to the US,
supplemented by the exchange of information on US accounts that are identified as
held by recalcitrant holders, upon request.72 The move by these foreign govern-
ments to enter into agreements strongly suggests that there were also of the view
that the provisions were not in violation of US obligations under the WTO
Agreement, in particular the national treatment obligation, and that they were not
contrary to non-discrimination obligations under any tax treaty. This is no doubt a
reasonable conclusion by these foreign governments as the discussion below
indicates. Of note, since the announcement of the FATCA, 98 jurisdictions by
consensus committed through the OECD developed Common Reporting Standards
to engage in a reciprocal exchange of financial information with other foreign
jurisdictions. This exchange, which will begin in 2017 is discussed further at the
end of the Chapter.
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71On July 26, 2012, the US Treasury Department issued the first model for an Intergovernmental
Agreement (IGA) for complying with the FATCA provisions.
72By November of 2012, the US was engaged with more than 50 countries with a view to
concluding intergovernmental agreements on FATCA, online: IRS http://www.irs.gov/Businesses/
Corporations/Foreign-Account-Tax-Compliance-Act-FATCA.

http://www.irs.gov/Businesses/Corporations/Foreign-Account-Tax-Compliance-Act-FATCA
http://www.irs.gov/Businesses/Corporations/Foreign-Account-Tax-Compliance-Act-FATCA


7.3.3 Non-discrimination Obligations Under the WTO
Agreement

As outlined in Chap. 2, the commitment to provide national treatment to
non-resident providers is negotiated under the GATS.73 Once committed, the
Member concerned may not impose discriminatory measures benefiting resident
services or service suppliers. The extension of national treatment in any particular
sector may be made subject to conditions and qualifications. One of the most
significant areas in which national treatment74 qualifications have been claimed
under the GATS is in the area of taxation.75

Specific provisions in the GATS also further limit the national treatment obli-
gation with respect to direct (income) tax matters and include limitations on the
national treatment obligation as it relates to the tax treatment of services. These
limitations are listed under the General Exceptions to Article XIV of the GATS. It
provides that any Member may adopt or enforce direct tax measures that are
inconsistent with national treatment, provided that they do not constitute “arbitrary
or unjustifiable discrimination” in trade or services and “provided that the difference
in treatment is aimed at ensuring the equitable or effective imposition or collection
of direct taxes in respect of services or service suppliers of other Member coun-
tries.” The meaning of the expression “equitable or effective” is defined in a
footnote that provides illustrations of taxes and tax policies that may be excluded
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73The GATS Article XVII provides that “each Member shall accord to services and service
suppliers of any other Member, in respect of all measures affecting the supply of services, treat-
ment no less favourable than that it accords to its own like services and service suppliers”.
The GATS limits the application of this standard to those sectors specified in each Member’s
Schedule of Concessions, and allows Members to set forth any applicable conditions.
74See e.g., WTO (1994a) at 9-10, setting forth limitations on national treatment for foreign
employee benefit trusts and excise taxes on transfers to foreign entities. See also Lang and Stack
(2000).
75A quick review of the schedules reveals that many countries, including Canada, the US and
Mexico, have claimed most favored nation exemption with respect to tax provisions. See e.g.,
WTO (1994b) at 3, detailing the exemption from taxes on income of nonresidents from interna-
tional transport on the basis of reciprocity with the resident country. The US has also listed tax
measures relating to favorable treatment for Mexican and Canadian residents, the Caribbean Basin
Initiative, international transport income (including aircraft and rolling stock) derived by residents
of countries with reciprocal measures, earnings from communication satellites and denials of
deductions for residents of countries participating in international boycotts or maintaining dis-
criminatory tax regimes.



from national treatment requirements.76 These include, for example, the right to
impose withholding tax.77 This allows Member governments to exercise wide
powers to safeguard their tax base. On the basis of this exception one might asset
that the imposition or threat of imposition of a gross withholding tax under the
FATCA is an excepted measure under Article XIV of the GATS. One might equally
assert that the use of a withholding tax to enforce compliance with the FATCA
reporting obligations does not meet the exception and is therefore in violation of the
national obligation under the GATS.

An assertion that the FATCA violates the national treatment obligation under the
GATS would be based on the argument that the FATCA measure imposing a
withholding tax is “not aimed at ensuring the equitable or effective imposition or
collection of direct taxes in respect of services or service suppliers of other Member
countries”.78 However, even if this assertion is correct it will do little good for most
counties seeking to claim that the FATCA measures violate the GATS national
treatment obligation. The reason is that access to the WTO Agreement dispute
resolution procedures is denied if the disputed matter falls within the ‘scope’ of a
tax treaty.79

A footnote to Article XXII (3) of the GATS further provides that if there is a
disagreement about whether the matter falls within the scope of a tax treaty and the
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76Specifically, the footnote refers to the following activities: Measures that are aimed at ensuring
the equitable or effective imposition or collection of direct taxes include measures taken by a
Member under its taxation system which:

• apply to non-resident service suppliers in recognition of the fact that the tax obligation of
non-residents is determined with respect to taxable items sourced or located in the
Member’s territory; or

• apply to non-residents in order to ensure the imposition or collection of taxes in the
Member’s territory; or

• apply to non-residents or residents in order to prevent the avoidance or evasion of taxes,
including compliance measures; or

• apply to consumers of services supplied in or from the territory of another Member in order
to ensure the imposition or collection of taxes on such consumers derived from sources in
the Member’s territory; or

• distinguish service suppliers subject to tax on worldwide taxable items from other service
suppliers, in recognition of the difference in the nature of the tax base between them; or

• determine, allocate or apportion income, profit, gain, loss, deduction or credit of resident
persons or branches, or between related persons or branches of the same person, in order to
safeguard the Member’s tax base.

Tax terms or concepts in Article XIV(d) and in the footnote are determined according to tax
definitions and concepts, or equivalent or similar definitions and concepts, under the domestic law
of the Member taking the measure. See the GATS, Article 14.
77The footnote also specifies that tax terms or concepts listed in the footnote describing the ‘carve
out’ to national treatment, be determined according to tax definitions and concepts or their
equivalent under the domestic law of the Member taking the measure. See the GATS, Article XIV
(d).
78Even if this exception is met under the GATS, Article XIV(d), the measure is arguably “arbitrary
and unjust.”
79See also the GATS, Article XXII(2).



tax treaty was in existence at the time the WTO Agreement was entered into force,
one country cannot unilaterally challenge the issue of the treaty’s scope under WTO
procedures.

As a result, if a tax treaty was in place between the US and the country of
residence of the service provider at the time the WTO Agreement was signed, one
must look to the non-discrimination obligations in that tax treaty unless the US
competent authority agrees otherwise. The provisions in the non-discrimination
article in the applicable tax treaty will thus be the key for most countries in
determining whether the US has violated a non-discrimination obligation in respect
of cross border service providers through the FATCA regime.80

7.3.4 Non-discrimination Obligations Under the OECD
Model Tax Treaty

As discussed in Chap. 2, the principle of non-discrimination as expressed in Article
24 of the OECD Model Tax Treaty is considerably narrower than the GATS
national treatment obligation even when one consider the Article XIV exceptions.
Article 24 of the OECD Model Tax Treaty prohibits differences in tax treatment in
four major areas, in the tax treatment of resident non-nationals, permanent estab-
lishments and foreign-owned enterprises and with respect to the deductibility of
certain amounts paid to a non-resident by a resident taxpayer.81

The OECD Commentary is clear that unless the specific listed criteria are met,
the non-discrimination clause does not become operative.82 Thus if unequal treat-
ment results from circumstances not mentioned in Article 24, no non-discrimination
provisions applies.

A wide range of discriminatory tax behaviour is therefore entirely permissible, at
least in so far as the non-discrimination provisions in OECD and UN Model Tax
Treaties are concerned. For example, there is no protection against tax discrimi-
nation for non-resident taxpayers, including corporations, cross-border service
providers and investors. The applicable test is comparability. In order to determine
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80If there is no tax treaty between the country of residence of the FFI, resolution of the issue of
whether the national treatment obligation under the GATS has been violated will depend on the
specific commitments made by the US, any exceptions claimed and a finding that the FATCA
measures constitute arbitrary and unjustifiable discrimination.
81A state shall not: subject non-nationals to “other or more burdensome taxation” than nationals
who are “in the same circumstances.” [Article 24(1)]; levy tax on a permanent establishment of a
foreign enterprise “less favourably” than a domestic enterprise of carrying on the same activities.
[Article 24(3)]; Prevent the deduction of interest, rents, royalties or other disbursements paid to a
treaty partner if “paid under the same circumstances” and a deduction is available if paid to a
resident. [Article 24(4)]; or subject “foreign-owned enterprises” to taxation that is “other or more
burdensome” than the taxation and connected requirements applicable to “similar” domestic
enterprises. [Article 24(5)].
82See Chap. 2 at 2.2.



whether a tax measure in the source state is discriminatory for purposes of Article
24(1) the national of the other state must be “in the same circumstances as the
national of the source State, in particular with respect to residence.” This means that
differences in withholding taxes on dividend and interest income paid to a
non-resident as compared to a resident investor are not considered discriminatory
under either the UN or OECD Model Tax Treaties as the circumstances of the
resident and the non-resident are not the same. It follows that if the FATCA
provisions apply to a non-resident differently than to a resident, that would not be
considered a violation of the non-discrimination obligations found in OECD or UN
Model based tax treaties.

Clearly it is the view of US legislators that the FATCA does not violate its
obligations under the WTO Agreement or under any of its tax treaties.

7.3.4.1 The North American Free Trade Agreement

Is Canada or Mexico’s position different than that of other nations impacted by the
demands of the FATCA because they are NAFTA trade partners? The discussion
below examines whether the FATCA violates the non-discrimination obligations in
the NAFTA.

Canada, Mexico, and the US agreed to basic rules for regulating trade in services
both within and across their respective borders in the NAFTA Block.
Non-discrimination is one of the basic principles of the NAFTA, and the foundation
for the most favored nation and national treatment obligations incorporation into the
agreement. The national treatment obligation requires that the host country treat
non-resident service providers and domestic service providers similarly or com-
parably. In addition, the NAFTA investment provisions introduce as a minimum
standard of treatment, treatment in accordance with international law, including fair
and equitable treatment.

Chapter 12 of the NAFTA defines the cross-border provision of a service as
providing a service: (1) from the territory of one Party into the territory of another
Party, (2) in the territory of one Party by a person of that Party to a person of
another Party, or (3) by a national of a Party in the territory of another Party. In the
investment provisions of Chapter 11, the NAFTA also anticipates the supply of
services through a commercial presence in the other country.83

The NAFTA additionally covers measures that affect performance requirements.
These provisions provide protection to NAFTA service providers who are investors
in the other country. The Agreement contains general prohibitions that prevent
NAFTA Parties from imposing certain conditions on the “establishment, acquisi-
tion, expansion, management, conduct, operation or sale” of an investment by an
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83NAFTA at Chapters 11, 12. Other chapters of the NAFTA address specific types of services,
including telecommunications, financial services, and temporary entry for businesspeople. The
chapters are complimented by annexes: land transportation, professional services, and specific
reservations and exceptions.



investor in its territory.84 Seven different types of practices are prohibited by the
NAFTA, including the requirement to achieve a given level or percentage of
domestic content, to purchase, use, or accord a preference to goods produced or
services provided in its territory, or to provide a preference to purchase goods or
services from persons in its territory.

In addition to these general prohibitions, the NAFTA prohibits certain perfor-
mance requirements made in connection with a government’s conferred benefits,
including, for example, the requirement to buy locally in order to receive subsidies,
financing assistance, and tax concessions.85

The protections provided in the NAFTA are, however, limited by the exceptions
attached to them including a number of exceptions related to direct taxation.

Like the GATS, the NAFTA specifically limits or excludes most favored nation
and national treatment obligations with respect to direct (income) taxation. Like the
GATS, the NAFTA also largely delegates matters of direct taxation to bilateral
income tax treaties between individual countries. In addition, as discussed below, a
number of other specific exceptions and exclusions with respect to tax measures are
included in the NAFTA that will further limit US non-discrimination obligations in
direct tax matters.

Article 2103 of the NAFTA contains the principal provisions that relate to direct
taxation. It states that no obligation exists with respect to any taxation measure
except as specifically provided for in the NAFTA. The NAFTA also provides that
income tax conventions are generally to have priority in all cases, including those
inconsistent with the NAFTA.86 More importantly, the NAFTA provides that
nothing in the NAFTA shall “affect the rights or obligations of any Party under any
tax convention.”87

The few specific protections provided by the NAFTA against differences in tax
treatment are also limited by further exceptions. For example, subject to a tax
convention, the NAFTA provides national treatment in respect of direct taxes
relating to the purchase or consumption of cross-border and financial services.88

This NAFTA obligation does not apply to any taxation measures in existence at the
time that the NAFTA went into effect (January 1, 1994) or to the renewal or any
amendment of a tax measure that does not decrease its conformity. Further, the
NAFTA obligations have no application to any new tax measure aimed at ensuring
the equitable and effective imposition or collection of taxes and that does not
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84NAFTA, Articles 1102(1)-(2), Articles 1103(1)-(2), and Article 1106.
85NAFTA, Article 1106(3). These performance prohibitions are incorporated into the NAFTA tax
provisions and provide that, subject to an applicable tax treaty, the prohibitions shall also apply to
tax measures.
86There are two exceptions to the primacy of tax treaties in tax matters specifically listed in the
NAFTA addressing tax on goods and export taxes on energy in defined circumstances. Article
2103(6) of the NAFTA also provides that Article 1110 (Expropriation) shall apply to taxation
measures subject to certain procedural rules. NAFTA Article 2103(6).
87NATFA, Article 2103(2).
88NAFTA, Article 2103(4)(a).



arbitrarily discriminate between persons, goods or services of the parties or arbi-
trarily nullify or impair benefits accorded under those articles.89

How Does the NAFTA Apply to the FATCA ‘Measures’?

This question of how the NAFTA applies to the FATCA measures is best answered
by first asking how the NAFTA addresses tax matters? The answer is that NAFTA
does not apply to taxation measures except as provided in Article 2103. This invites
some additional questions:

First, can one consider the FATCA measures to be tax measures for purposes of
the NAFTA?

Second, is a FATCA measure subject to the national treatment obligation?
Specifically, does a measure relate to the purchase or consumption of particular
services under 2103(4)? Third, if a FATCA measure falls within Article 2103(4) of
the NAFTA, does the Canada-US Tax Treaty ‘trump’ the national treatment obli-
gation in the NAFTA?90 Finally, do the NAFTA exceptions in Articles 2103(4)
(d) or (g) apply to negate the national treatment obligation?

Article 2103(4)(d) provides that the national treatment obligation does not
extend to a non-conforming provision of an existing tax measure and Article 2103
(4)(g) exempts any new taxation measure aimed at ensuring the equitable and
effective imposition or collection of taxes and that does not arbitrarily discriminate
between persons, goods or services of the Parties or arbitrarily nullify or impair
benefits accorded under those Articles.
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89In the context of performance requirements, a Party is not prohibited from conditioning an
advantage in connection with an investment in its territory to a requirement to “locate production,
provide a service, train or employ workers, construct or expand particular facilities or carry out
research and development in its territory.” Thus, a Party may condition receiving a tax advantage
to performing particular local services, an exception that is heavily relied on in both Canada and
the US. See the Income Tax Act, RSC 1985, c 1 as amended, section 127 providing that an
example of the tax advantage is the Scientific Investment Tax Credits.
90The measure complained cannot be inconsistent with a tax convention (tax treaty). For example,
many tax conventions, including the Canada-US Tax Treaty address the issue of deductibility of
amounts paid to non-residents in a tax convention. Specifically, Article 25(7) of the Canada-US
Tax Treaty, requires that “interest, royalties and other disbursements” paid by a resident to another
resident of the other Contracting State “shall be deductible under the same conditions as if they had
been paid to a resident.” If the measure is related to the deductibility of amounts paid to
non-residents for services, the Canada-US Tax Treaty is consistent with the provisions of the Tax
Treaty but the tax treaty would apply. A more difficult question is what is the result if there is no
non-discrimination principle under the applicable tax treaty that would otherwise apply to the
deduction of expenses? Is it ‘inconsistent’ with the tax treaty to argue there is a right or an
obligation under NAFTA? Does such a position contravene the clear statement in Article 2103(2)
that nothing in the NAFTA shall affect the rights or obligations of the Parties under a tax con-
vention or can one take the view that because the tax treaty is silent that the NAFTA obligation
applies?



Are the FATCA ‘Measures’, Taxation Measures for Purposes of the
NAFTA?

Article 2103(1) of the NAFTA states that except as set out in this Article, nothing in
this Agreement shall apply to taxation measures. What is considered to be a tax-
ation measure is defined in the NAFTA by exclusion. Article 2107 provides that
“taxation measures” do not include: (a) a “customs duty” as defined in Article 318
(Market Access Definitions); or (b) the measures listed in exceptions (b), (c),
(d) and (e) of that definition. The word “measures” itself is defined in Article 201(1)
to include any “law, regulation, procedure, requirement or practice.”91 If the phrase
“taxation measures” in Article 2103(1) means “a measure that relates to taxation,”
then FATCA is a “taxation measure” and must pass the gauntlet of Article 2103(1).

Is a FATCA Measure Subject to the National Treatment Obligation?

Does the NAFTA apply to taxation measures imposed on foreign financial insti-
tutions? Article 2103(4) provides that subject to a tax convention (tax treaty), the
national treatment obligation applies in respect of taxation measures on income “…
that relate to the purchase or consumption of particular cross-border and financial
services.”92

An important threshold issue is who is being protected under the national
treatment obligation under Article 2103(4)?

The conventional view of the national treatment obligation in Article 2103 (4), is
that the obligation is very limited and protects a non-resident service provider only
indirectly. Under the national treatment obligation the US must provide treatment
that affords ‘equal competitive opportunities’ to the non-resident service provider.
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91If a “measure” includes any law, regulation, procedure, requirement or practice, i.e. it is not
limited to the enumerated categories it seems logical to assume that a “taxation measure” is also a
fairly broad category, which encompasses any tax law, regulation, procedure, requirement or
practice. This interpretation is supported by the following quote: “the definition of the term
“measure” must therefore be taken to be viewed as a ‘non-exhaustive definition of the ways in
which governments impose discipline in their respective jurisdictions.” See ADF Group Inc v
United States of America (Notice of Arbitration, 2000), para. 40, online: http://www.state.gov/
documents/organization/3351.pdf.
92See NAFTA, Article 2103(4)(a) (providing that, subject to any applicable tax treaty, national
treatment “shall apply to all taxation measures on income, capital gains, or the taxable capital of
corporations, and to …[the asset tax under the Asset Tax Law of Mexico], to the extent that those
taxes relate to the purchase or consumption of particular services.”). As a result certain direct tax
measures listed therein (taxes on income, capital gains or the taxable capital of corporations and
the Mexican asset tax) are but for listed limitations, subject to the national treatment obligation
with respect to the cross-border provision of services, including financial services. However, with
regard to financial services subparagraph 4(a) applies only to the cross-border provision of a
financial service under paragraph 1405(3). Because the Canada-US and US Mexico treaties
address the deductibility of disbursements in the non-discrimination Article in their respective tax
treaties, this provision may have little real meaning in the context of the NAFTA.

http://www.state.gov/documents/organization/3351.pdf
http://www.state.gov/documents/organization/3351.pdf


Thus, the national treatment obligation in this context requires that a Party must not
use tax measures in a manner that would cause the purchaser or consumer of
services to favour a local service provider over the service provider of another
NAFTA Party. For example one Party cannot allow a deduction for services pur-
chased locally but deny the deduction if the services are purchased from another
NAFTA Party.93

In summary and based on this understanding, in order to determine whether the
national treatment obligation under the NAFTA has been violated by the require-
ments imposed by the FATCA, the question is: Would a US consumer prefer to buy
from a US as compared to a Canadian service provider as the result of the FATCA
measures? This is a difficult question to answer in the affirmative, because it is not
the US consumer who is negatively impacted by the FATCA measure, it is the
foreign financial institution.

Even assuming that one can successfully argue that the FATCA measures ‘re-
late’ to the purchase or consumption of services in a broader sense because the
withholding tax measure relate to the service provider (FFI), there are two further
arguments that negate any claim that the FATCA measures violate the national
treatment obligation under the NAFTA. The first is based on the limitation in
Article 2103(2) with respect to the primacy of tax treaties and the second to the
general exceptions in Article 2103(4).

If the Measure Falls Within Article 2103(4), Does the Canada-US Tax
Treaty ‘Trump’ the National Treatment Obligation?

The NAFTA provides that tax conventions are generally to have priority in all
cases, including those ‘inconsistent’94 with the NAFTA. The NAFTA also provides
that nothing in the NAFTA shall “affect the rights or obligations of any Party under
any tax convention.”95

As stated, the national treatment obligation in the NAFTA with respect to direct
taxes applies only to measures that relate to the purchase or consumption of ser-
vices. This obligation is itself subject to the proviso that nothing in the NAFTA
“shall affect the rights and obligations of any Party under a tax convention.”
Assuming the unlikely but successful argument that the FATCA measures imposed
on a foreign financial institution relate to the purchase or consumption of services,
and violate the US national treatment obligation under the NAFTA one must ask an
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93This obligation also applies to the financial services chapter and to Article 1405 in particular.
94Inconsistent is not defined in the NAFTA.
95In a dispute as to whether a tax is discriminatory, the NAFTA is not clear as to who defines,
delineates, and determines the role of a tax treaty. However, in a report from the US Committee on
Finance, the Committee states that it “intends that the competent authorities shall consult and
determine whether the tax convention prevails in accordance with paragraph 2 …” over the
NAFTA. See 139 Cong Rec S16092-01 (1993) (Committee Statements on the NAFTA). No
authority is cited for this conclusion.



additional question. Is a the claim ‘inconsistent’ with US obligations under the
Canada-US Tax Treaty or the US-Mexico Tax Treaty? Would such a claim affect
the rights and obligations of any Party under a tax convention, contrary to the
NAFTA?

On a clear reading, the non-discrimination obligations under Article 25(1) of
both the Canada and Mexico tax treaties with the US are arguably “inconsistent’
with the imposition of a national treatment obligation on the US with respect to the
tax treatment of a non-resident foreign financial institutional under the NAFTA.

Article 25(1) of both tax treaties establish a prohibition, similar to the national
treatment obligation found in trade agreements like the NAFTA, against discrim-
ination against nationals of Mexico or Canada who ‘reside’96 in the US.97

Specifically, nationals of one Contracting State cannot be subjected to tax in the
other Contracting State that is “more burdensome than the taxation and connected
requirements to which nationals of that other State in the same circumstances98 are
or may be subjected.” It is important to note that a non-resident alien is not in the
same circumstances as a resident national and that Article 25(1) of both tax treaties
does not prohibit discrimination against non-residents.99 Thus, the potential benefit
of this provision in matters of tax discrimination is extremely limited. If a provision
discriminates based on the non-resident status of the taxpayer, the discrimination is
permitted under both the Canada-US and the US-Mexico Tax Treaties.100 Is it
inconsistent to impose a national treatment obligation under NAFTA in these cir-
cumstances? This is another question difficult to answer.

One argument is that the non-discrimination article in the tax treaty with the US
does not apply to Canadian (or Mexican) FFI because they are non-residents and
therefore there is no bar to a claim that the FATCA violates the national treatment
obligation with respect to a Canadian (or Mexican) FFI who is not a resident of the
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96The word residence is used in most tax treaties. In the Canada-US Tax Treaty the expression is
“taxable on worldwide income” to accommodate special provisions in the US taxation system.
97Note that the provision does not prohibit discrimination against non-residents, only discrimi-
nation based on nationals of one Contracting State who are in the same circumstances, particularly
with respect to taxation on worldwide income (resident) in the other Contracting State.
98The Commentary to the 1992 OECD Model Tax Treaty states that the expression “in the same
circumstances” refers to taxpayers, including individuals, legal persons, partnerships and associ-
ations, placed, from the point of view of the application of the ordinary taxation laws and regu-
lations, in substantially similar circumstances both in law and in fact. The addition of the
expression “in particular with respect to residence” has now made it clear that the residence of the
taxpayer is one of the factors that is relevant in determining whether taxpayers are placed in similar
circumstances.
99Canada-US Tax Treaty, Article XXV(1). It is also important to note that in general neither the
Canadian or US tax systems discriminate on the basis of nationality or citizenship, but rather on
the basis of residence or location of activities.
100The exception to this rule is the indirect protection from tax discrimination found in OECD
Model Tax Treaty Article 25(7).



US under the NAFTA.101 An alternate argument is found both in the wording of
Article 25(1) of the tax treaties, which address the treatment of non-resident
nationals and in the wording of Article 2103(2) of the NAFTA. The latter provides
that nothing in the NAFTA “shall affect the rights and obligations of any Party
under any tax convention. In the event of any inconsistency… the convention shall
prevail.” Since the FFI’s rights as a non-resident national and the US obligations to
non-residents appear to be well established under the tax treaty, does this provision
end any legal complaint about tax discrimination under the NAFTA? It would seem
so. If one were to infer a right under a trade agreement in these circumstances, it
would clearly affect the rights and obligations of the parties under a tax treaty
contrary to Article 2103(2) of the NAFTA.102

If the FATCA Measure Falls Within Article 2103(4) and the Tax Treaty
Does Not Trump the NAFTA, Do the NAFTA Exceptions in Article 2103(4)
(d) or (g) Apply to Negate the National Treatment Obligation?

As discussed, the national treatment obligation in Article 2103(4) is subject to a
number of exceptions. The key exceptions potentially applicable to the FATCA
measures are the exceptions for any existing non-conforming measure and for “any
new tax measure aimed at ensuring the equitable and effective imposition or col-
lection of taxes and that does not arbitrarily discriminate between persons, goods or
services of the parties or arbitrarily nullify or impair benefits accorded under those
articles.”103 Withholding taxes are an existing measure. The US position is no
doubt that any use of existing withholding tax measures is exempt from the NAFTA
national treatment obligation. What is new in the context of the FATCA is how, or
more importantly why the withholding tax measure is being used. In this case it is
being used as a means to enforce compliance with US reporting obligations. Does
this constitute a new measure?

If one takes the view that this use of a withholding tax measure constitutes the
measure a new measure, it must be aimed at “ensuring the equitable and effective
imposition of tax” to fall within the NAFTA exemption requirements. This is very
broad language, which on its face accommodates the withholding tax measures
proposed under the FATCA regime.

The FATCA is, in the broadest sense aimed at “ensuring the equitable and
effective imposition of tax” on US taxpayers. It does so by gathering information
about US taxpayers through the FATCA measures. No doubt this is an exception
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101This argument would be based on the statutory rule of interpretation referred to as expressio
unius. According to this rule of statutory interpretation a general word or phrase takes its meaning
from the specific words and phrases that follows it as well as those that precede it. Expressions of
one thing means exclusion of other.
102The term “inconsistent” is not defined in NAFTA. Thus there may remain room to argue that the
national treatment obligation has been violated under NAFTA notwithstanding the tax treaty.
103NAFTA, Articles 2103(4)(c-h).



that the US would point to if other arguments that the measures violated a treaty
obligation fail. As stated at the outset, the need to resort to this exception is
unlikely. The NAFTA does not appear to impose any national treatment obligation
with respect to tax measures that might impact FFIs, other than indirectly through
measures that relate to the purchase or consumption of services. The FATCA
withholding tax measures do not relate to the purchase or consumption of services
at least in so far as that provision has conventionally been understood.

7.4 Conclusions

In addition to providing a government with revenue, tax measures can be used to
influence the behavior of taxpayers and this objective may be the rationale for a
particular tax measure. This is the case with the Foreign Account Tax Compliance
Act (FATCA). Under the FATCA, the threat of a gross withholding tax is used to
coerce non-resident entities liable to US source tax to enter into reporting
arrangements with the US government. There is no question that the FATCA
measures place foreign financial institutions (FFIs) at a competitive disadvantage as
compared to US financial institutions (USFIs,) even those FFIs that comply fully
with the FATCA reporting requirements.104 One can speculate as to other cir-
cumstances in which withholding taxes (or other taxes) might be imposed that
would be to the clear and competitive disadvantage of a non-resident service
provider. The question—should the non-discrimination article in tax treaties be
broad enough to address this type of discrimination if trade agreements do not—is
an important one. In the case of the FATCA the question should also be considered
in the broader context of the OECD’s work on Exchange of Information and the
global adoption of common reporting standards.

The information sought by the US, or any country, about financial transactions
involving its citizens can be viewed as a critical ingredient in preventing tax
avoidance. In 2012 serious discussions began at the OECD regarding automatic
exchange of information between countries. International consensus was quickly
reached and in April 2013—G20 endorsed automatic exchange.105 By September
2013, the G20 committed to automatic exchange of information as the new global
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104The disadvantage to the FFI as compared to the tax situation of a USFI is threefold. First, FFIs
will incur additional expenses in order to comply with FATCA. Second, FFIs are required to enter
into an IRS agreement. Third, FFIs are required in some circumstances to close the account of a
recalcitrant holder. These disadvantages for a participating FFI are not as egregious as the penalty
imposed on a non-complaint FFI. A non-compliant FFI is subject to a 30% withholding tax on
gross income notwithstanding that the applicable treaty rate may be 15, 10, 5% or nil, depending
on the type of income. The competitive disadvantage that may result at this level of withholding, in
particular the attendant cash flow issues, cannot be overstated for a non-compliant FFI.
105In June of 2013 the G8 approved the OECD report “A step change in tax transparency”. It set
out the concrete steps that needed to be undertaken to put a global model of automatic exchange in
practice.



standard. Two years later in August 2015, the first edition of the Common Reporting
Standard (CRS) Implementation Handbook was published, providing practical
guidance to assist government officials in the implementation of the Standard.

The CRS Information Exchange regime as envisioned by the OECD Model
requires information reporting from participating jurisdiction’s financial institutions
and their local competent authorities. The Competent authorities then automatically
exchange information with other participating jurisdictions. The system relies on
financial institutions to report on their “Accounts” (broadly defined) held or con-
trolled by a ‘reportable person’. Reportable persons are “residents” of other par-
ticipating jurisdictions. In short the CRS Information Exchange regime will serve a
similar role to the FATCA regime. Under the OECD Model compliance is ensured
through consensus and domestic enforcement.

According to the OECD, the United States will not implement the CRS regime
but rather FATCA,106 and will continue to use its domestic withholding tax pro-
visions as the key measure to ensure compliance. As a result, non-resident service
providers from countries like Canada which have made a commitment to implement
the OECD’s common reporting standards will be required to meet the requirements
of both regimes.
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Chapter 8
Towards a New Non-discrimination
Obligation—Policy Considerations

Limited disputes and general satisfaction with the current status
quo led to the present underdeveloped doctrine of trade law as
applied to tax measures. There is no escape from the conclusion
that countries had not been concerned about the practice of
protectionism through direct tax measures and therefore had
not bothered with bringing direct tax issues to the table of trade
negotiations. They were politically satisfied with the status quo
of practical nonapplication of WTO law to direct tax measures.
This state of affairs is likely to change…

Yariv Brauner (2005b at 282).

8.1 Overview

The earlier chapters demonstrate that although trade agreements were intended to
provide broad protection to non-resident service providers against discriminatory or
protectionist practices, this protection is not provided in the area of direct taxation.
Instead the multilateral GATS agreement,1 regional trade agreements and bilateral

1The potential impact of direct tax measures on cross-border trade was initially identified at a
global level in the GATS agreement. Of the four proposed modes of supply under the GATS, three
potentially gave rise to taxation rights in the State in which the income from services was derived.
At issue was whether these taxation rights should be subject to the national treatment obligation.
The four modes of supply are discussed in Chap. 2 at 2.2.1.1. The first of the four modes
anticipates the cross border supply of a service, for example an accountant advising a client by
telephone. In some countries this may give rise to source country tax obligations, reinforced
through withholding tax collected by the consumer. Two of the four broad ‘modes of supply’ that
fall under the agreement (Modes 3 and 4) involve the service provider of one Member State being
present in the other again giving rise to potential and direct host country rights. Services provided
through Mode 3 may benefit from the Treaty Article non-discrimination obligation as it applies to
a permanent establishment. There is no non-discrimination obligation in respect of Modes 1 and 4.
The non-discrimination obligation that potentially applies to the Mode 2 supply of a service is
found in the indirect tax treaty non-discrimination obligation that requires the source state to
permit a deduction from income for payment to a non-resident in the same circumstances that it
would permit a deduction if made to a resident. This indirect obligation would also apply to
services provided through Mode 1.
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free trade agreements all adopt a pattern in which obligations with respect to direct
tax measures and in some cases all tax measures have been either largely or
completely carved out of the trade agreements in favour of tax treaties.

The carve out was included at the insistence of the United States, which was
concerned about tax sovereignty.2 Any non-discrimination obligation that applied
to a non-resident had to be found in the OECD or UN Model Tax Treaties. Tax
treaties based on the OECD and UN Models generally include very limited
non-discrimination obligations in tax matters and the tax treaties currently in place
do not extend any non-discrimination obligation to non-residents, who are con-
sidered for tax treaty purposes not to be in the same circumstances.

As a result, there are few limits on the free reign of host governments in applying
national laws to non-residents. Thus national laws can be used to discriminate
against non-residents and to create barriers to trade. Many source States engage in
tax practices that clearly operate to the detriment of the non-resident service pro-
vider. Among these practices are gross withholding taxes, and barriers imposed by
administration and compliance practices.3

Different principles lie at the foundation of international tax law and trade law.
On the tax law side, it is accepted that a source country has, and should have, the
sovereign right to tax income derived from within its borders. Residents and
non-residents are not alike for tax purposes and should not expect to be treated
alike. Differences in tax treatment between residents and non-residents are not
therefore inherently discriminatory for pragmatic reasons. Various measures may be
necessary and appropriate to accommodate the different challenges in assessing
income derived by non-residents and collecting tax due on that income.

On the trade law side, it is now accepted that discriminatory measures adopted
with the intention of excluding non-resident suppliers from local markets or
reducing their competitiveness reduces international and national welfare. The two
perspectives merge where different tax measures for resident and non-resident
suppliers are adopted, not in recognition of the inherent differences in applying tax
law to the two different groups, but to make a source country unattractive as a
potential market to a non-resident service provider. Such measures might include
aggressive interim withholding tax, high gross withholding tax, cumbersome
administrative and compliance provisions, lack of transparency, excessive fees and
charges and lengthy refund procedures.

2The United States’ concern was that if a national treatment obligation was included in the GATS,
the dispute settlement procedures of the WTO would apply in resolving complaints about a
Member State’s potentially discriminatory income tax practices. The United States’ view was that
any issues with respect to tax measures could be dealt with adequately through the dispute
settlement procedures in income tax treaties. It appears all other participating countries disagreed
with the United States’ position and thought that it was necessary that the GATS include additional
protection against discriminatory tax practices. Green (1998).
3In addition, the interaction of tax and trade agreements between the State of residence of the
service provider and the source State can lead to the application of disparate non-discrimination
obligations even within a single country in the tax treatment of a non-resident service provider.

226 8 Towards a New Non-discrimination Obligation—Policy Considerations



The problem is finding the right balance between protecting non-residents from
discriminatory tax practices and preserving the state’s right to act freely in pursuing
its policy objectives.

8.2 Recommendation

A non-discrimination obligation ought to apply to non-resident service providers as
a proxy for the national treatment obligation commonly found in trade agreements.
That non-discrimination obligation would recognize that residents and
non-residents are not alike for tax purposes but provide a minimum standard of
behavior by the source State in levying tax measures. The obligation should be
incorporated into the OECD and UN Model Tax Treaties. This can be accomplished
in a hybrid design, including the non-discrimination obligation in Article 24 but
limiting dispute resolution to Article 25, the treaty’s Mutual Agreement Procedure
and applying trade law principles.

This chapter explores a number of options:

• The status quo is rejected because it represents a potentially significant barrier to
trade.

• Trade law reform, despite being an attractive option, is impractical in the current
political order but ought to be considered in future free trade negotiations.

• Tax treaty reform is both desirable and achievable, while aligning trade law and
tax law objectives.

The proposed non-discrimination obligation would achieve four important
objectives. First, it restores to the non-resident service provider the same level of
protection against discriminatory tax practices that is currently available under the
GATS if there is no tax treaty between the non-resident’s State and the source State.
Second, it introduces a minimum standard to be applied in the tax treatment of a
non-resident service provider. Third, it requires that the competent authority closely
examine complaints against its revenue collection arm to ensure that tax measures
are administered in compliance with the minimum standard. Fourth, it invites a
closer examination of national measures by national governments against a com-
mon internationally accepted standard.

Despite this recommendation for change, the role of the WTO remains important
in upholding the most favoured nation obligation with respect to direct and indirect
tax measures, and in upholding the national treatment obligation as applies to
indirect tax measures. The WTO also has a clear role to play with respect to taxation
measures and any future agreement on subsidies and trade in services. To the extent
that tax and trade agreements both address tax issues, the role of each should be
clarified.
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8.3 Option 1: The Status Quo

If one concludes that the current state of affairs is acceptable, one option is to do
nothing. This option results in some protection against discriminatory tax measures
for a non-resident service provider from a country with no tax treaty with the source
State and no protection for a non-resident service provider providing services to a
tax treaty partner with a comprehensive tax treaty that excludes the application of
the GATS. Most non-resident service providers will therefore remain potential
targets for unfair treatment by the tax authorities of a tax treaty partner but some
will not.4 The interaction of tax treaties with the GATS results in different levels of
protection from potentially egregious tax practices for a non-resident service pro-
vider from a country that is a GATS Member.5

A non-resident service provider from a country that does not have a tax treaty
with the source state receives the highest level of protection against discriminatory
taxation. Such a service provider is protected by the national treatment6 and most
favoured nation obligation with respect to indirect tax measures under the GATS.
The service provider may also rely on the GATS non-discrimination requirements
for direct tax measures excepted from the national treatment obligation and tax
measures excepted from the most favoured nation obligation as the result of an
international agreement. Specifically, an excepted measure may not be “arbitrary or
unjustifiable discrimination between countries where like conditions prevail, or a
disguised restriction on trade in services” (‘the GATS chapeau’). There is also a
potential remedy under the WTO dispute resolution process if these
non-discrimination obligations are violated.

A non-resident service provider receives less protection if they are from a
country with a tax treaty with the source State. If a taxation measure relates to the
equitable or effective imposition of direct taxes, at issue will be whether the
measure falls within the scope of a tax treaty. If the answer is yes, a challenge that
the measure violates the national treatment obligation is precluded under the GATS
and there is no applicable non-discrimination obligation. If the matter does not fall
within the scope of a tax treaty, the GATS national treatment obligation and
exception applies and the non-resident service provider may rely on the GATS
chapeau (see discussion above) in respect of the direct tax measure. The
non-resident service provider may also rely on the GATS chapeau in respect of
direct tax measures imposed by the source State that violate the most favoured
nation obligation. Indirect tax measures also remain subject to both the national
treatment and most favoured nation obligations.

4If another free trade agreement is in operation between the two Contracting States additional
analysis will be required. As seen in Chap. 3, the free trade agreements that include provisions
with respect to trade in services generally exclude tax measures and give primacy to tax treaties.
5See discussion in Chap. 2 at 2.2.1.4.
6This assumes that the non-resident service provider is ‘like’ a resident service provider, a
determination that is not clear-cut. See Cossy (2006).
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The least protection against tax discrimination is provided to a non-resident
service provider from a country that has entered into a tax treaty with the source
State in which the signatories have totally insulated themselves from the national
treatment obligation under the GATS with respect to both direct and indirect tax
matters.7 This is achieved in the tax treaty by specifying that for purposes of
determining whether the GATS national treatment obligation may be invoked, that
a measure falls within the scope of a tax treaty if it relates to a tax to which the
non-discrimination article in the tax treaty applies.8 If the non-discrimination article
in the applicable tax treaty includes both direct and indirect taxes, all matters
relating to direct or indirect taxes arguably fall within the scope of the tax treaty.9

Under such tax treaties the non-resident may not challenge whether the measure
violates the national treatment obligation or rely on the minimum level of protection
provided by the GATS chapeau. There is effectively no remedy against a violation
of the national treatment obligation absent a non-discrimination obligation in the
tax treaty. The non-resident would be ‘fair game’ for host country tax authorities.

8.4 Option 2: Trade Agreement Reform

Incorporating a non-discrimination obligation that would apply to a non-resident
service provider in free trade agreements is an impractical solution given the current
international political environment. It would also involve renegotiating the more
than 500 regional and bilateral free trade agreements currently in existence.

7See for example Article XXIX(6) of the Canada-US Treaty. A fifth protocol was signed Sept 21,
2007 effective Jan 1 2008 or date of ratification if later. It provides as follows ‘For purposes of
paragraph 3 of Article XXII (Consultation) of the General Agreement on Trade in Services, the
Contracting States agree that: (a) a measure falls within the scope of the Convention only if: (i) the
measure relates to a tax to which Article XXV (Non-Discrimination) of the Convention applies; or
(ii) the measure relates to a tax to which Article XXV (Non-Discrimination) of the Convention
does not apply and to which any other provision of the Convention applies, but only to the extent
that the measure relates to a matter dealt with in that other provision of the Convention; and
(b) notwithstanding paragraph 3 of Article XXII (Consultation) of the General Agreement on
Trade in Services, any doubt as to the interpretation of subparagraph (a) will be resolved under
paragraph 3 of Article XXVI (Mutual Agreement Procedure) of the Convention or any other
procedure agreed to by both Contracting States”.
8See for example Article XXIX of the Canada-US Tax Treaty and the discussion in Chap. 2 at
2.2.1.4.
9The 2006 US Model Tax Treaty further limits the applicability of GATS as follows:
Notwithstanding the provisions of subparagraph (b) of paragraph 2 of this Article: (i) for purposes
of paragraph 3 of Article XXII (Consultation) of the [GATS, which allows signatories to refer
unresolved questions to arbitration], the Contracting States agree that any question arising as to the
interpretation or application of this Convention and, in particular, whether a taxation measure is
within the scope of this Convention, shall be determined exclusively in accordance with the
provisions of Article XXV (Mutual Agreement Procedure) of this Convention; and (ii) the pro-
visions of Article XVII of the [GATS, providing for national treatment] shall not apply to a
taxation measure unless the competent authorities agree that the measure is not within the scope of
Article 24 (Non-Discrimination) of this Convention”.
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In future free trade agreements the inclusion of such an obligation might be
considered. If so, dispute resolution ought to be reserved for the competent
authorities (designated authorities) specified in the trade agreement if a
non-discrimination obligation is added to tax treaties. This would result in parallel
non-discrimination obligations for trade partners under regional trade agreements or
BITS that have not entered into a tax treaty.

8.5 Option 3: Tax Treaty Reform

If one concludes that non-residents should not be at risk of unfair treatment by the
source State tax authorities of tax treaty partners, what principles should govern the
tax behavior of source State tax authorities in the tax treatment of a non-resident?10

8.5.1 Which Non-discrimination Principle?

Outside the context of international treaties, a cornerstone of most principles is the
notion of fairness. It is an ideal that can easily be agreed on, if not its form. The term
‘principle’, as used in this context, refers to an abstract concept or ideal that reflects
how states should conduct their affairs.

International treaties do not rely on any precise principles of fairness but rather
on the default norm of non-discrimination.11 Non-discrimination obligations or
standards permit one to distinguish between acceptable and non-acceptable
domestic law or practice in the treatment of non-residents or non-nationals by
relying on default positions. For example, the default position in international trade
agreements is ‘national treatment’ and ‘most favoured nation treatment’. The
default positions in bilateral investment treaties include ‘fair and equitable treat-
ment’12 and/or a prohibition of measures that are arbitrary, unjustified, unreason-
able, discriminatory, or some combination.

10Perhaps the more pragmatic question, given that the OECD and UN Model Tax Treaties are
consensus based, is what principal or norm would countries that base their tax treaties on these
agreements agree to?
11In this paper it is recognized that there is a fundamental distinction between something that is
“right” (law) and something that is “good” (morals), and the overriding role of the law in general
(and tax law in particular) should not be the promotion of morality. It should, however, promote
the notion of fairness.
12Fair and equitable treatment has been described as “an “absolute”, “non-contingent” standard of
treatment, i.e. a standard that states the treatment to be accorded in terms whose exact meaning has
to be determined, by reference to specific circumstances of application, as opposed to the “relative”
standards embodied in “national treatment” and “most favoured nation” principles which define
the required.
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There is no general default position of fairness in international tax law or in tax
treaties.13 Instead there are specific prohibitions in the OECD and UN Model Tax
Treaties about certain types of behaviour that the source State has agreed not to
engage in.14 For example, there is a prohibition requiring that a source State not
subject a national to taxation and connected requirements that is ‘other or more
burdensome,’ assuming tax residence.15 Similarly, there is a prohibition with
respect to the tax treatment of a permanent establishment that requires that the
source State not ‘levy tax less favourably’,16 There is no prohibition with respect to
the tax treatment of a non-resident, including a non-resident service provider.

If one were to include a prohibition constraining the behaviour that a source
State could engage in the tax treatment of a non-resident service supplier in a tax
treaty, a key issue will be: on what principle should it be based?

One way to determine what an appropriate principle of ‘fairness’ would be in the
tax treatment of a non-resident service provider is to ask what goal(s) the
non-discrimination article is to promote.17 For example, if we accept that although
the immediate goal of a tax treaty is to prevent double taxation but the ultimate goal
of a tax treaty is to facilitate international trade by minimizing tax barriers, one
might ask why minimizing tax barriers is important? The generally agreed answer is
that by minimizing tax barriers, the playing field for a non-resident is more equi-
table. When viewed from this perspective, the goal that we would want the
non-discrimination article in a tax treaty to promote with respect to a non-resident
service provider is similar to that found in trade agreements; ensuring the ability of
the non-resident to fairly compete in that market place. The tax-treaty

13It is widely agreed that the non-discrimination obligations currently provided in tax treaties based
on the OECD Model are at best limited in scope. See for example the General Report for the 2008
Congress in Brussels on Non-Discrimination at the Crossroads of International Taxation, where
the General Reporters, all EU Members, propose a new version of Article 24 based in part on the
European Court of Justice’s interpretation of EU non-discrimination principles.
14The principle of non-discrimination as expressed in Article 24 prohibits differences in tax
treatment in four major areas as follows:

A state shall not:

• Subject non-nationals to “other or more burdensome taxation” than nationals who are “in the
same circumstances” (Article 24(1)).

• Levy tax on a permanent establishment of a foreign enterprise “less favourably” than a
domestic enterprise of carrying on the same activities (Article 24(3)).

• Prevent the deduction of interest, rents, royalties or other disbursements paid to a treaty partner
if “paid under the same circumstances” and a deduction is available if paid to a resident
(Article 24(4)).

• Subject “foreign-owned enterprises” to taxation that is “other or more burdensome” than the
taxation and connected requirements applicable to “similar” domestic enterprises (Article 24
(5)).

15Adonnino (1993).
16OECD Model Tax Treaty, Article 24(3).
17Mason and Knoll (2012).
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non-discrimination obligation, to the extent possible, should help to level the
playing field for a non-resident in the source State by minimizing barriers to trade.

8.5.2 Trade Law Principles

If the goal is to minimize tax barriers to trade, an obvious place to start the search
for a non-discrimination obligation is with the international trade and investment
agreements that provide non-discrimination obligations with a similar goal.18

As discussed, the core non-discrimination obligations in trade agreements are
most favoured nation treatment and national treatment. Can these
non-discrimination obligations be applied in the context of direct (or indirect)
taxation and a non-resident service provider?

The immediate answer with respect to the most favoured nation obligation is no.
Because tax treaties are negotiated bilaterally and are tailored to the tax systems in
each country, it would be inappropriate to extend the most favoured nation obli-
gation to other tax treaty partners. To the extent that the treaty partners wish to
include a most favoured nation obligation, for example, with respect to the rate of
applicable withholding tax they are free to do so and many have done so in their
treaties. Some countries have also entered into multilateral tax treaties.19

What of the national treatment obligation, which effectively requires that for-
eigners and locals be treated equally? Can this non-discrimination obligation as
expressed in a trade agreement be applied in the context of direct (or indirect) taxation?

This question is best answered by returning to the precise wording of the national
treatment obligation in Article XVII of the GATS which provides as follows:

1. …Each Member shall accord to services and service suppliers of any other Member, in
respect of all measures affecting the supply of services, treatment no less favourable
than that it accords to its own like services and service suppliers.

18The OECD took up the challenge of reviewing the non-discrimination article in the Model Treaty
in 2007. The Working Party described the following contribution of the Business and Industry
Advisory Committee to the OECD (BIAC) to this process: “BIAC has suggested that the general
non-discrimination provisions of these other agreements should be a source of inspiration for
extending the scope of Article 24. According to BIAC, the Working Group should […] look at
other, non-tax, treaties which contain nondiscrimination articles or clauses, e.g., bilateral invest-
ment treaties, trade agreements, other bilateral or multilateral agreements, where the concept is
applied much more broadly. Article 24 should be contrasted with the “national treatment” and
“most favored nation” clauses of these other treaties. The intention should be to provide additional
guidelines for determining when a case is to be regarded as discriminatory (either by amending the
Treaty language or the Commentary), so that taxpayers can rely on the protection of the
nondiscrimination article. We think this would be most instructive, leading, perhaps, to a more
reasonable interpretation of nondiscrimination in a tax context”.
19For example, the Nordic countries (Denmark, the Faroe Islands, Finland, Iceland, Norway and
Sweden) have concluded a multilateral income tax treaty.
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2. A Member may meet the requirement of paragraph 1 by according to services and
service suppliers of any other Member, either formally identical treatment or formally
different treatment to that it accords to its own like services and service suppliers.

3. Formally identical or formally different treatment shall be considered to be less
favourable if it modifies the conditions of competition in favour of services or service
suppliers of the Member compared to like services or service suppliers of any other
Member.

The requirements that flow from the national treatment obligation in the GATS,
if adapted and included in the non-discrimination provisions in a tax treaty, would
clearly address most source State tax discrimination issues in respect of a
non-resident. The requirements are also completely unrealistic in regulating direct
taxation in the source State as they are oblivious to a host of key issues central to
direct taxation including tax sovereignty, tax policy and potentially, enforcement
and collection matters.

A tax treaty non-discrimination obligation that prohibits a source State from
imposing a tax measure that “is less favourable than it accords to its own ‘like’
service providers” is simply not practicable. This is the reality that was recognized
in the negotiation for the GATS and that is reflected in the other regional and
bilateral trade agreements discussed in this book.

Another non-discrimination obligation and/or a lesser standard must be
considered.

8.5.3 Investment Agreement Principles

One could draw from the obligations found in investment agreements. These
provide a number of benchmark standards that apply to investors and their
investments that might be adapted in a tax treaty context. There are inherent lim-
itations on the use of these standards in a tax treaty, one of the most significant of
which is the lack of the bargain upon which the obligations under an investment
agreement are based. The bargain under an investment treaty is that the investor
agrees to assume the risk of investing ‘property’ in the host State in return for
assurances or commitments from the host State about how the State will treat the
investor and the investment. This would include, for example, protection from
expropriation, the ability to freely remit profits and so on. A violation of the
commitment by the State results in compensation for the investor. The equivalent
level of risk is not generally borne by a non-resident service provider, who for
purposes of this discussion is assumed not to have an investment20 in the source
State. Notwithstanding, two principles applied in the context of investment treaties

20A non-resident with an investment may be protected by the non-discrimination obligation
applicable to a permanent establishment which provides that tax shall not be levied less
favourably.
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are examined to determine whether they could provide the basis for a tax treaty
non-discrimination obligation.

Many bilateral investment treaties (BITs) contain clauses that protect investors
from arbitrary/unreasonable/unjustifiable or discriminatory measures. These
agreements usually do not define the terms ‘arbitrary’ or ‘unreasonable’ measures
with the result that arbitral Tribunals have used different methods to establish
whether the standard has been breached. An approach frequently followed by tri-
bunals relies on that adopted by the International Court of Justice (ICJ) in the
ELSI21 case where the court defined arbitrariness as a violation of ‘the rule of
law’,22 According to this test, the requirement to find State behaviour arbitrary is
that one must find elements such as “acts which shock or at least surprise a sense of
judicial propriety or which violate due process of law”.23

Another standard and perhaps the most important standard seen in investment
treaties is that of “fair and equitable treatment”. This standard appears either as a
stand-alone obligation or in addition to the prohibition against arbitrary or unrea-
sonable measures.24 Its precise meaning remains unclear.

Many scholars argue that the words “fair and equitable treatment” merely repeat
in treaty form the minimum standard required by customary international law. The
level of protection is, according to this view, limited to that which States generally
and consistently provide to foreign investors.25 This sets a very low bar for gov-
ernment behaviour and would require “convincing evidence of a pronounced degree

21Elettronica Sicula S.P.A (ELSI) (United States of America v Italy) (1989) IJC Rep 15.
22“Arbitrariness is not so much something opposed to a rule of law, as something opposed to the
rule of law. It is a willful disregard of due process of law, an act which shocks, or at least surprises,
a sense of judicial propriety”. Schreuer (2009) at 187.
23Ibid; More recently in Seimens v Argentina (2007) at 25, the tribunal adopted the following
meaning of the term arbitrary:

“In its ordinary meaning arbitrary means “deprived from mere opinion”, “capricious”, “un-
restrained”, “despotic”. Black’s law Dictionary defines this term as “fixed or done capriciously or a
pleasure”; “without adequate determining principle”, depending on the will alone, without cause
based upon the law “… The Tribunal considers that the definition in ELSI is the most authoritative
interpretation of international law and is as close to the ordinary meaning of the term emphasizing
the willful regard of the law”.
24Outside the NAFTA some tribunals considered the fair and equitable treatment standard and the
arbitrary/unreasonable or discriminatory standard as closely related. See Kriebaum (2013).
25It is a set of customary international law norms that governs the treatment of aliens. States,
regardless of their legislation and practices, must respect these norms when dealing with foreign
nationals and their property. The MST is often understood as a broad concept intended to
encompass the doctrine of denial of justice along with other aspects of the law of State respon-
sibility for injuries to aliens. However, specific meaning of the concept is still rather indeterminate.
Under the existing definition, customary international law results from a general and consistent
practice of States that they follow from a sense of legal obligation (opinio juris). UNCTAD Series
on Issues in International Investment Agreements II “Fair and Equitable Treatment” (United
Nations Conference on Trade and Development, New York and Geneva, 2012) at 44.
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of improper governmental action”, “an obvious error in the administration of jus-
tice, or fraud or a clear outrage”.26 Others are of the view the fair and equitable
standard is an independent and evolving treaty standard that may or may not
include customary international law. Tribunals that have adopted this broader view
have interpreted the standard to include a variety of specific requirements including
“a State’s obligation to act consistently, transparently, reasonably, without ambi-
guity, arbitrariness or discrimination, in an evenhanded manner, to ensure due
process in decision -making and respect investors’ legitimate expectations”.27

Could the fair and equitable standard be applied in a tax treaty context? The idea
of an evolving and open-ended fair and equitable standard certainly has some
appeal from the perspective of a non-resident taxpayer. It no doubt would have little
appeal from the perspective of the host government. An expansive approach to the
interpretation of the fair and equitable standard could result in highly complex and
contentious issues about the types of administrative and governmental action that
could be reviewed under the standard as well as the degree of seriousness of breach
that is required. This would not sit well with any government concerned about its
tax sovereignty.

8.5.4 Treaty for the Functioning of the European
Community Principles

A third approach to establishing a non-discrimination obligation would be to adopt
principles developed under the TFEU.28 Because many of the OECD countries are
signatories to the TFEU, a standard based on non-discrimination principles
developed in ECJ case law has obvious appeal.29 With respect this seems too
narrow an approach.30 That is because almost a third of the OECD countries are not
bound by the commitment of an integrated trade block and many countries other
than OECD countries utilize the provisions of the OECD and UN Model Treaties.

26Ibid at 46.
27UNCTAD (2012).
28EU (2012).
29Some have also argued that because the majority of the Member Countries of the OECD are EU
Member States “it is not appropriate to put forward changes to the non-discrimination Article or
the Commentary that would run contrary to the relevant decisions of the ECJ in respect of the EU
Treaty”. TAXREP 48/07—OECD Public Discussion Draft on the Non-Discrimination article in
the OECD Model Convention, Written Response Submitted on 5 July 2007 by the ICAEW Tax
Faculty Relating to the Public Discussion Draft on the Non-Discrimination Article in the OECD
Model Convention issued by OECD on 3 May 2007 at para 12, online: OECD http://www.oecd.
org/tax/treaties/39450236.pdf.
30Other Commentators have also questioned whether or not EC law should be a role model for the
concept of non-discrimination in a tax treaty. See Bruns (2008) at note 42.
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EU Members can continue to rely on internal standards under the TFEU with
respect to obligations with other EU Member States as these take priority over tax
treaties. Accordingly, EU law will apply where Member’s tax laws create restric-
tions on trade in services with its EU partners and the OECD and UN Model Tax
Treaty provisions to measures with non-member States.31

8.5.5 A New Tax Treaty Standard

The optimal approach to creating an appropriate non-discrimination obligation in a
tax treaty would start with identifying all of the circumstances in which differences
in tax treatment between residents and non-residents can be justified, and con-
versely, when they cannot. Such an approach would be based on the generally
accepted idea that a source State would not always provide national treatment to a
non-resident, but would nonetheless agree not to use the national tax system in a
way that would derogate from a ‘national treatment-like’ obligation for a reason
other than to pursue the country’s legitimate tax policy objectives. These objectives
are traditionally viewed as equity, neutrality, efficiency, revenue collection,
administration and compliance. Behavior by the source State that did not meet with
these objectives would be prohibited behavior under a tax treaty.

As should be readily apparent, identifying all of the circumstances in which
differences in tax treatment between a resident and a non-resident taxpayer can be
justified would be a herculean task. The alternative proposed is a tax treaty
non-discrimination obligation that focuses on when differences in tax treatment
between a resident and a non-resident are not considered acceptable, an obligation
that would match the minimum non-discrimination obligation included in the
GATS.

Under the GATS, the core non-discrimination obligations of national treatment
and most favoured nation treatment apply to all direct and indirect tax measures.
The exception to the national treatment obligation in the GATS for “direct measures
aimed at the effective imposition or collection of taxes” and the accompanying
footnotes recognizes important structural elements of a national tax system. Most
importantly it recognizes that residents and non-residents are not alike from the
perspective of their tax obligations in the source State. There is always an element
of discrimination in the imposition of differing tax measures on a non-resident.
However, the mismatch between the carve out from the national treatment obli-
gation with respect to tax measures under the GATS, is in effect filled with a lesser
obligation or minimum standard against which national tax legislation and its
administration can be measured. Specifically, the measure is subject to the
requirement that it cannot be “arbitrary or unjustifiable discrimination between

31For an interesting comparison of the non-discrimination obligations in Article 24 of the OECD
Model Tax Treaty and the law in the European Union, see Bammens (2012).
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countries where like conditions prevail, or a disguised restriction on trade in ser-
vices” (the GATS chapeau).

The GATS standard for regulating source State behaviour with respect to direct
tax measures is housed within a simple structure. First there is an obligation.
Second there is an exception to that obligation. Finally, a provision prevents the
abuse of the exception (the GATS chapeau).

The focus of the GATS chapeau is on how a measure found to be inconsistent
with an obligation under the GATS but within an exception is applied by the State.
In the context of direct tax measures, the obligation is the national treatment
obligation and the exception is for certain direct tax measures aimed at the effective
imposition or collection of taxes. The Appellate Body in US—Gambling describes
this exception as follows:

The focus of the chapeau, by its express terms, is on the application of a measure already
found by the Panel to be inconsistent with one of the obligations under the GATS but
falling within one of the paragraphs of Article XIV. By requiring that the measure be
applied in a manner that does not to constitute ‘arbitrary’ or ‘unjustifiable’ discrimination,
or a ‘disguised restriction on trade in services’, the chapeau serves to ensure that Members’
rights to avail themselves of exceptions are exercised reasonably, so as not to frustrate the
rights accorded other Members by the substantive rules of the GATS.32

What is considered “arbitrary or unjustifiable discrimination between countries
where the same conditions prevail” for purposes of the GATS?33

The Appellate Body in US-Shrimp provides the following overview of the key
elements:

In order for a measure to be applied in a manner which would constitute ‘arbitrary or
unjustifiable discrimination between countries where the same conditions prevail’, three
elements must exist. First, the application of the measure must result in discrimination. As
we stated in United States — Gasoline, the nature and quality of this discrimination is
different from the discrimination in the treatment of products which was already found to be
inconsistent with one of the substantive obligations of the GATT 1994, such as Articles I,
III or XI. Second, the discrimination must be arbitrary or unjustifiable in character.…Third,
this discrimination must occur between countries where the same conditions prevail. In
United States — Gasoline, we accepted the assumption of the participants in that appeal
that such discrimination could occur not only between different exporting Members, but
also between exporting Members and the importing Member concerned.34

In summary, any direct tax measure imposed by the source State would prima
facie be considered compliant with the GATS unless it could be established that it

32United States—Measures Affecting the Cross-Border Supply of Gambling and Betting (2005),
WT/DS285/AB/R (US Gambling Appellate Body Report), online: WTO http://docsonline.wto.org
[US Gambling] para 339 citing United States—Standards for Reformulated and Conventional
Gasoline (1996), WT/DS2/9 (Appellate Body Report) 22 at 20–21.
33As will be discussed further in the next section, the Appellate Body in US Gambling, the only
decision that has considered the GATS Article XIV chapeau to date, found that previous decisions
under Article XX of the GATT 1994 were relevant for the analysis under Article XIV.
34United States—Import Prohibition of Certain Shrimp and Shrimp Products (1998),
WT/DS58/AB/R at para 150 (Appellate Body Report), online: WTO http://docsonline.wto.
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resulted in discrimination, that it was arbitrary or unjustifiable in character and that
the discrimination occurred between counties where the same conditions prevail.35

The GATS standard for source State behaviour in respect of direct tax measures
is lower than the national treatment obligation but nonetheless provides an inter-
nationally recognized benchmark and a body of legal decisions against which a
country’s tax measures can be measured.

The GATS minimum standard of protection against the use of discriminatory tax
measures currently applies to a non-resident service provider from a GATS Member
State who is providing services in another Member State that is not tax treaty
partner. Can a similar standard be applied in a tax treaty context? This question is
discussed below.

8.5.6 Designing a Tax Treaty Non-discrimination
Obligation

A number of factors must be taken into account in the design of a
non-discrimination principle that would fit within the current tax treaty structure.

First and foremost is the notion of the Sovereignty of the Contracting State in tax
matters. No State is likely to concede this Sovereignty easily.

The second is that tax treaties are fundamentally bilateral in nature and based on
reciprocal obligations assumed by the two Contracting States. That does not mean
that tax treaties cannot be multilateral, but it does mean that it would not be
appropriate to impose a most favoured nation obligation if the difference in tax
treatment is the result of a bilateral treaty.

Third, the current tax treaty framework is consensus based. This includes the
common consensus on the allocation of taxing rights between Contracting States
and the ability of Contracting States to freely exercise the taxing rights allocated to
them.

Fourth, any restrictions on the freedom to exercise allocated taxing rights has
been reached by consensus in the non-discrimination provisions in the tax treaty.
The non-discrimination concept as drafted in the tax treaty originates from a general

35With respect to the phrase “between countries where the same conditions prevail”, the question
arose whether the notion of discrimination under the chapeau of Article XX referred to conditions
in importing or exporting countries (i.e. discrimination between a foreign country or foreign
countries on the one hand and the home country on the other) or only to conditions in various
exporting countries. Put differently the chapeau will apply if a measure results in discrimination, is
arbitrary or unjustifiable and the same conditions prevail between the foreign and the home
country claiming the right to impose the measure. The Appellate Body in US—Gasoline indicated
that it considered both types of discrimination covered by the chapeau. This view was confirmed in
US Shrimp. See WTO Analytical Index 1994, Article XX, online: WTO http://www.wto.org/
english/res_e/booksp_e/analytic_index_e/gatt1994_07_e.htm#article20C1a.
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principle of equality. The current restrictions in the non-discrimination article in the
tax treaty address specific concerns raised by delegates or the Working Parties.

Fifth, although the purpose of tax treaties in general is to prevent double taxa-
tion, the objective of tax treaties is to ensure greater cross border neutrality. Such
neutrality promotes the most efficient allocation of resources and thereby maxi-
mizes global welfare. Tax treaties promote capital import neutrality by promoting
neutrality in the source State in proscribed circumstances.

Finally, tax treaties operate on the principle that treaty provisions should not
require States to achieve greater harmonization of their tax systems.

The broad design for the proposed non-discrimination obligation adopts a hybrid
approach. The obligation is included in Article 24, the non-discrimination article in
the OECD Model Tax Treaty, but the resolution of any dispute with respect to
whether the obligation has been contravened is limited to Article 25, the Mutual
Agreement Procedure under the tax treaty. The beginning of a proposed
Commentary to the new non-discrimination obligation is also provided. The
Chapter recognizes that the OECD and UN Model Tax Treaties and related com-
mentaries are consensus based and evolving. The proposal is intended only as a
starting point for criticism or consensus building. As will soon become apparent
there is no easy truce between tax and trade law non-discrimination obligations and
the attempt to build a bridge between the two produces some inelegant results.

For purposes of the discussion it is assumed that the non-discrimination obli-
gation in the tax treaty would initially be no broader than the current
non-discrimination obligation that would apply to a non-resident service provider
under the GATS assuming there is no tax treaty between the State where the
non-resident service provider is resident and the State where the income from
services is derived for tax treaty purposes.36 It is also assumed that a service
provider from a country that is a signatory to other regional or bilateral free trade
agreements, will also rely on the proposed tax treaty non-discrimination obligation.

8.5.7 Structural Issues

The starting point in the proposed design of the non-discrimination obligation is to
replicate the GATS approach to non-discrimination and direct tax measures but to
adapt it to the tax treaty form of a prohibition. Such a clause might appear in Article
24 of the OECD Model Tax Treaty as follows:

A Contracting State shall not impose any tax liability on income derived from or paid for
trade in services that is arbitrary or unjustifiable discrimination between countries where
like conditions prevail or a disguised restriction on trade.

36The non-discrimination obligation would apply under a tax treaty to a potentially broader
spectrum of service providers because the commitment to provide national treatment is negotiated
under the GATS on a sector by sector basis.
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If one wanted to more precisely adopt the GATS language, the
non-discrimination obligation might appear as follows:

A Contracting State shall not apply any measure to ensure the effective imposition or
collection of taxes in respect of compensation for trade in services that is arbitrary or
unjustifiable discrimination between countries where like conditions prevail, or a disguised
restriction on trade.

Although the language used in either version conveys the message that tax
measures may not be imposed in the circumstances described, neither version could
be interpreted or administered within the current tax treaty structure using current
trade law principles.

Under the GATS the starting point in the determination of whether discrimi-
nation has occurred is that an obligation under the GATS has been violated. In this
context the relevant trade law obligation is national treatment; that is—the
non-resident must be treated like a resident service provider. There is an exception
from this obligation for direct tax measures, an exception made subject to specific
requirements to prevent its abuse. If these requirements are not met, the national
treatment obligation applies to a direct tax measure in the same way it applies to any
other measures that impact on cross-border trade.

In contrast to the GATS, there is in no direct non-discrimination obligation under
a tax treaty that applies to a non-resident service provider who does not have a
permanent establishment in the source State. It is simply assumed that all differ-
ences in tax treatment between a resident and non-resident taxpayer are acceptable.
Therefore, unlike the GATS, there is no obligation in a tax treaty from which to
carve the exception. If one adopts the GATS approach, it follows that a
non-discrimination obligation must first be created.

Paragraph 1 of Article 24 of the OECD Model Tax Treaty provides as follows:

Nationals of a Contracting State shall not be subjected in the other Contracting State to any
taxation or any requirement connected therewith, which is other or more burdensome than
the taxation and connected requirements to which nationals of that other State in the same
circumstances, in particular with respect to residence, are or may be subjected. This pro-
vision shall, notwithstanding the provisions of Article 1, also apply to persons who are not
residents of one or both of the Contracting States.

The non-discrimination obligation in Article 24(1) is a non-discrimination
obligation that prohibits discrimination based on nationality. As a practical matter it
operates to prevent discrimination against a person that is a tax resident but a
non-national. It could, therefore, form the basis of the non-discrimination obligation
owed to a national who is either a resident or a non-resident, but with a ‘GATS-like’
exception from the obligation for a national who is a non-resident. Consider the
following hypothetical paragraph 1A that could follow directly after paragraph 1of
Article 24:

Notwithstanding paragraph 1, Nationals of a Contracting State who are not in the same
circumstances with respect to residence as national of that other State, shall not be subjected
in the other Contracting State to any taxation or any requirement connected therewith,
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which is other or more burdensome than the taxation and connected requirements to which
nationals of that other State in the same circumstances, are or may be subjected.

(a) Nothing in this paragraph shall be construed to prevent the adoption or enforcement by
any Contracting State of measures aimed at ensuring the equitable or efficient impo-
sition of direct tax measures, provided such measures are not applied in a manner
which would constitute a means of arbitrary or unjustifiable discrimination between
(nationals of) countries where like conditions prevail, or a disguised restriction on trade
in services.

The meaning of “measures aimed at ensuring the equitable or efficient imposi-
tion of direct tax measures” in paragraph (a) could be clarified by reference to the
footnote attached to the exception from the national treatment obligation in the
GATS37 as well as to the GATS proviso that tax terms or concepts are to be
determined according to tax definitions and concepts, or equivalent or similar
definitions and concepts, under the domestic law of the Contracting State taking the
measure.

Measures that are aimed at ensuring the equitable or effective imposition or collection of
direct taxes include measures taken by a Member under its taxation system which:

• apply to non-resident service suppliers in recognition of the fact that the tax obligation
of non-residents is determined with respect to taxable items sourced or located in the
Member’s territory; or

• apply to non-residents in order to ensure the imposition or collection of taxes in the
Member’s territory; or

• apply to non-residents or residents in order to prevent the avoidance or evasion of taxes,
including compliance measures; or

• apply to consumers of services supplied in or from the territory of another Member in
order to ensure the imposition or collection of taxes on such consumers derived from
sources in the Member’s territory; or

• distinguish service suppliers subject to tax on worldwide taxable items from other
service suppliers, in recognition of the difference in the nature of the tax base between
them; or

• determine, allocate or apportion income, profit, gain, loss, deduction or credit of resi-
dent persons or branches, or between related persons or branches of the same person, in
order to safeguard the Member’s tax base.

The above proposal for a non-discrimination obligation provides a good starting
point but as drafted would apply to all non-residents. If the objective it is to create a
tax treaty non-discrimination obligation to liberalize trade in services and to uphold
the commitments made in trade agreements, the non-discrimination obligation must
be more precise. Achieving this precision brings home with startling clarity the
difficulty of crossing the chasm between tax and trade law.

The first step in restricting the tax treaty non-discrimination obligation is to
determine for tax treaty purposes who will be the subject of the non-discrimination
obligation. If the subject of the non-discrimination obligation is the non-resident
service provider of the other Contracting State, the service supplier must be iden-
tifiable for purposes of the tax treaty. As discussed, the GATS and other regional

37GATS Article XIV(d).
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and bilateral free trade agreements use different definitions to define services and
service suppliers. There are also different levels of commitment to the national
treatment obligation. Under the GATS, for example, the Members took a bottom up
approach to the national treatment obligation. Commitments are made on a
sector-by-sector basis and could be made subject to conditions and qualifications.
The NAFTA operates in reverse and requires each Party to state explicitly if it does
not intend to conform to the general obligations in the agreement including the
national treatment obligation.

One option to address who is a service provider for tax treaty purposes is for the
OECD and UN to take the lead in the Model Tax Treaties by applying the
non-discrimination obligation generally to all service suppliers who supply services
in the other Contracting State as those concepts are defined in the GATS.

A more tailored alternative would be to include under each tax treaty only those
categories of service suppliers for whom national commitments were made under
the GATS or that were made under regional or bilateral free trade agreements and
that apply to the specific tax treaty partners. This would result in a more precise
parallel between trade obligations and tax obligations. It would also mean identi-
fying in each tax treaty exactly what categories of service providers would benefit
from the non-discrimination obligation.

A rather cumbersome variation of the non-discrimination obligation between
Contracting States that are also signatories to the GATS and that employ the current
tax treaty language might appear in Article 24 as follows:

Notwithstanding paragraph 1, Nationals of a Contracting State who provide services in the
other Contracting State in a sector in which an unqualified national treatment obligation has
been made by that Contracting State under the GATS, but who are not in the same
circumstances with respect to residence, shall not be subjected in the other Contracting
State to any taxation or any requirement connected therewith, which is other or more
burdensome than the taxation and connected requirements to which nationals who provide
services in that other State in the same circumstances, are or may be subjected.

(a) Subject to the requirement that such measures are not applied in a manner which would
constitute a means of arbitrary or unjustifiable discrimination between countries where
like conditions prevail, or a disguised restriction on trade in services, nothing in this
paragraph shall be construed to prevent the adoption or enforcement by any
Contracting State of measures aimed at ensuring the equitable or efficient imposition of
direct tax measures.

As can be seen the task of meeting the criteria and language used in both tax and
trade agreements while retaining the precise intent under both, results in a con-
voluted and almost incomprehensible tax treaty non-discrimination provision.

A simpler version of the non-discrimination obligation, but one that does not
follow the OECD Model format of a prohibition might appear as follows:

Notwithstanding paragraph 1, a Contracting State that has agreed to accord national
treatment to a service provider of another Contracting State under an agreement with
respect to trade in services, shall not subject that service provider to any taxation or any
requirement connected therewith, which is other or more burdensome than the taxation and
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connected requirements to which nationals who provide service in that other State in the
same circumstances, are or may be subjected.

(a) Subject to the requirement that such measures are not applied in a manner which would
constitute a means of arbitrary or unjustifiable discrimination between countries where
like conditions prevail, or a disguised restriction on trade in services, nothing in this
paragraph shall be construed to prevent the adoption or enforcement by any
Contracting State of measures aimed at ensuring the equitable or efficient imposition of
direct tax measures.

An obvious shortcoming in either of the latter two approaches is that they would
potentially result in differing non-discrimination obligations under a tax treaty for
the non-resident service supplier of the other Contracting State if no national
treatment commitment has been made in a particular service sector. It also invites
debate about whether a service provider falls within a particular service sector or is
excluded from a sector under a trade agreement with the other Contracting State and
is therefore not entitled to the protection of the tax treaty non-discrimination article.

Perhaps ironically, because Australia does not favour the inclusion of a
non-discrimination obligation in its tax treaties, some further guidance for an
appropriate non-discrimination obligation may be drawn from one of the few
non-discrimination articles that Australia agreed to.38 The Article can be found in
the tax treaty entered into with the United States in 1982 (Australia-US Tax Treaty)
and adds the following to the clauses typically found in the OECD Model Tax
Treaty non-discrimination article:

ARTICLE 23

NON-DISCRIMINATION

….

(2) Nothing in this Article relates to any provision of the taxation laws of a Contracting
State:

(a) in force on the date of signature of this Convention;
(b) adopted after the date of signature of this Convention but which is substantially

similar in general purpose or intent to a provision covered by sub-paragraph (a); or
(c) reasonably designed to prevent the avoidance or evasion of taxes;

provided that, with respect to provisions covered by sub-paragraphs
(b) or (c), such provisions (other than provisions in international
agreements) do not discriminate between citizens or residents of the
other Contracting State and those of any third State.

(3) Without limiting by implication the interpretation of this Article, it is hereby declared
that, except to the extent expressly so provided, nothing in the Article prevents a

38Australia had a number of concerns about the potential impact of a non-discrimination obligation
on its domestic law and practices.
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Contracting State from distinguishing in its taxation laws between residents and
non-residents solely on the ground of their residence.

(4) Where one of the Contracting States considers that the taxation measures of the other
Contracting State infringe the principles set forth in this Article the Contracting States
shall consult together in an endeavor to resolve the matter.

This non-discrimination article is illustrative of a number of ways in which a tax
treaty non-discrimination article can be modified and adapted to the requirements of
the tax treaty partners.

Note what this non-discrimination article achieves.
First, both countries can continue to enforce all of their existing tax measures

that were in effect at the time the treaty was signed, or that were adopted after that
date but have a substantially similar purpose or intent as the pre treaty provision
regardless of whether the provision discriminates against a treaty partner. This is the
approach taken in trade agreements like the NAFTA and the ANNZFTA.

Second, the non-discrimination obligation does not apply to any provision of the
taxation laws of a Contracting State reasonably designed to prevent the avoidance
or evasion of taxes. This is also approach adopted in the GATS.

Third, paragraph (c) of the non-discrimination article provides a form of most
favoured nation treatment. Specifically, any subsequent tax measure enacted by
either treaty partner must treat residents or citizens of the other State no less
favourably than residents or citizens of a third State (except where the treatment of
residents or citizens of third States is governed by an international agreement rather
than by internal law).

Typical of tax treaties, this tax treaty does not provide protection against dis-
crimination to the residents of a treaty partner. This is made clear in the language in
paragraph 3 which specifically authorizes a Contracting State to distinguish
between residents and non-residents under its taxation laws. Obviously the wording
in this provision would not be included in the proposed non-discrimination obli-
gation, but rather an adaptation of it.

Paragraph 4 of Article 23 in the Australia-U.S. Tax Treaty provides a potential
template and springboard for future tax treaties. The provision requires the com-
petent authorities to consult with one another to resolve a dispute as to the
infringement of the non-discrimination article. This treaty does not, however, limit
recourse to consultation.

A recommended improvement upon this model is to specifically limit recourse to
the Mutual Agreement Procedure39 and expressly exclude a private taxpayer
remedy under the domestic law of the source State.

39Although this tax treaty does not state that this is the sole available remedy, the provision offers
an excellent precedent to limit recourse only to the Mutual Agreement Procedure.
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8.5.8 The Proposed Non-discrimination Obligation

A non-discrimination obligation aimed at non-resident service providers should be
included in a tax treaty. The following, if added to Article 24 of the OECD and UN
Model Tax Treaties, strikes a balance between protecting non-residents from dis-
criminatory tax practices while preserving the state’s right to act freely in pursuing
its policy objectives.

7:(a) Notwithstanding paragraph 1, Nationals of a Contracting State who provide services in
the other Contracting State in a sector in which an unqualified national treatment
obligation has been made by that Contracting State under the GATS,40 but who are not
in the same circumstances with respect to residence, shall not be subjected in the other
Contracting State to any taxation or any requirement connected therewith, which is
other or more burdensome than the taxation and connected requirements to which
nationals who provide services in that other State in the same circumstances, are or
may be subjected.

(b) Subject to the requirement that such measures are not applied in a manner which would
constitute a means of arbitrary or unjustifiable discrimination between countries where
like conditions prevail, or a disguised restriction on trade in services, nothing in this
paragraph shall be construed to prevent the adoption or enforcement by any
Contracting State of measures aimed at ensuring the equitable or efficient imposition of
direct tax measures.

(c) For this purpose “equitable or effective imposition of taxes” includes measures taken
by a Member under its taxation system that:

• apply to nonresident service suppliers in recognition of the fact that tax obligation
of nonresidents is determined with respect to taxable items sourced or located in the
Member’s territory (for example, withholding taxes);

• apply to nonresidents in order to ensure the imposition or collection of taxes in the
Member’s territory; or

• apply to nonresidents or residents in order to prevent the avoidance or evasion of
taxes, including compliance measures; or

• apply to consumers of services supplied in or from the territory of another Member
in order to ensure the imposition or collection of taxes on such consumers derived
from sources in the Member’s territory; or

• distinguish service suppliers subject to tax on worldwide taxable items from other
service suppliers, in recognition of the difference in the nature of the tax base
between them; or

• determine, allocate or apportion income, profit, gain, loss, deduction or credit of
resident persons or branches or between related persons or branches of the same
person, in order to safeguard the member’s tax base.

40If the tax treaty partner is also a signatory to a top-down trade agreement like the NAFTA, this
language could be expanded to include any commitments under the relevant trade agreement.
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(d) Nothing in this Article relates to any provision of the taxation laws of a Contracting
State:

(i) in force on the date of signature of this Convention;
(ii) adopted after the date of signature of this Convention but which is substantially

similar in general purpose or intent to a provision covered by sub-paragraph (i);
or

(iii) reasonably designed to prevent the avoidance or evasion of taxes;

provided that, with respect to provisions covered by sub-paragraphs
(ii) or (iii), such provisions (other than provisions in international
agreements) do not discriminate between citizens or residents of the

other Contracting State and those of any third State.

(e) Where one of the Contracting States considers that the taxation measures of the other
Contracting State infringe the principles set forth in this paragraph, the Contracting
States shall consult together in an endeavor to resolve the matter.

8.5.9 Dispute Resolution (Mutual Agreement Procedure)

At the heart of the debate about whether tax measures should be subject to trade law
discipline is the matter dispute resolution.

A trade law dispute with respect to an alleged volition of an obligation under a
trade agreement is State to State. The dispute is subject to review under well-
defined procedures in the trade agreement, is adjudicated by parties independent of
the dispute and in the case of GATS subject to appeal rights.

That is not the case in a tax dispute under a tax treaty. The ability to challenge
any aspect of a country’s national tax system presents a threat to a government’s
fiscal sovereignty, a sovereignty that is fiercely guarded by most governments. Tax
treaties therefore limit the ability to challenge either national laws or tax treaty
obligations. to violations of very specific matters agreed to by the national gov-
ernment in a tax treaty. This includes the very limited prohibitions in the tax treaty
non-discrimination article.

A challenge that a tax treaty non-discrimination obligation has been violated
may be made through the country’s national courts of the country accused of the
violation. This is rare, primarily because of the limited nature of the
non-discrimination obligations. There would obviously be no challenge if there is
no applicable non-discrimination obligation, as is the case with a non-resident
service provider without a permanent establishment or fixed base in the host
country.

A challenge is also available through the Mutual Agreement procedure under the
tax treaty. This requires that a taxpayer submit a request to the competent authority
in the taxpayer’s resident if the taxpayer considers that the actions of the
Contracting States have resulted in taxation not in accordance with the tax treaty. If
the matter cannot be resolved between the taxpayer and the Competent Authority in

246 8 Towards a New Non-discrimination Obligation—Policy Considerations



the State of residence, the matter becomes a State to State dispute. If the Contracting
States agree this can include arbitration.

Two things are worthy of note under the current tax treaty dispute resolution
process. First, an individual taxpayer has access to remedies under domestic law,
including access to the national courts for an alleged violation of a tax treaty
obligation. Second, a taxpayer may pursue a remedy through the taxpayer Mutual
Agreement procedure. If so the process is controlled primarily by the local
Competent Authorities and not by independent third parties. This provides a sig-
nificant safeguard for a sovereign State concerned.41

Necessary to the successful implementation of the Article 24 inclusion above is a
dispute resolution mechanism restricted to the Mutual Agreement Procedure. There
are two reasons for this.

First, it prevents access to domestic courts by a non-resident and the possibility
that key structural elements of a national tax system from being struck-down by
overzealous judges. It also provides symmetry with trade obligations,42 which
requires state-to-state resolution. Alternatively, the consent of the competent
authority in the residence State could be required as a precondition to a taxpayer
bringing a claim. Practically this would require that the tax administration in the
State of residence of the complaining non-resident service provider support the
non-resident’s claim against the other Contracting State.

Second, if the measure was found to be in violation of the proposed
non-discrimination obligation, the competent authorities are better placed to
determine the appropriate remedy. In general, if the circumstances as set out in a
paragraph in the non-discrimination article are met, the discriminatory provision
will not be applied. Instead, the domestic rules that apply to the State’s own
nationals or residents apply. This may not always be the correct outcome. For
example, assume the complaint is that the source State has imposed an excessive
interim withholding tax. Should the non-resident be treated like a tax resident and
not subject to withholding tax at all, or should some other remedy be considered?

8.5.9.1 The Mechanics

The Model Mutual Agreement Procedure in Article 25 of the OECD Model Tax
Treaty provides as follows:

41See generally Annex 1C of the WTO Agreement.
42Service providers or recipients under the GATS can only request their national government to
take action against another WTO Member government if they consider that they are being dis-
criminated against contrary to the GATS; they may not take direct action on their own behalf in
any dispute resolution process.
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Article 25

MUTUAL AGREEMENT PROCEDURE

1. Where a person considers that the actions of one or both of the Contracting States result
or will result for him in taxation not in accordance with the provisions of this
Convention, he may, irrespective of the remedies provided by the domestic law of those
States, present his case to the competent authority of the Contracting State of which he
is a resident or, if his case comes under paragraph 1 of Article 24, to that of the
Contracting State of which he is a national. The case must be presented within three
years from the first notification of the action resulting in taxation not in accordance with
the provisions of the Convention.

2. The competent authority shall endeavour, if the objection appears to it to be justified
and if it is not itself able to arrive at a satisfactory solution, to resolve the case by mutual
agreement with the competent authority of the other Contracting State, with a view to
the avoidance of taxation which is not in accordance with the Convention. Any
agreement reached shall be implemented notwithstanding any time limits in the
domestic law of the Contracting States.

3. The competent authorities of the Contracting States shall endeavour to resolve by
mutual agreement any difficulties or doubts arising as to the interpretation or application
of the Convention. They may also consult together for the elimination of double tax-
ation in cases not provided for in the Convention.

The competent authorities of the Contracting States may communicate with each other
directly, including through a joint commission consisting of themselves or their repre-
sentatives for the purpose of reaching an agreement in the sense of the preceding
paragraphs.

As will be outlined below, Article 25 as currently drafted, includes the
machinery to effectively interpret and apply the proposed non-discrimination
obligation.43

Article 25 of the OECD Model Tax Treaty (‘the Convention’) envisions con-
sultation by the competent authorities to resolve by mutual agreement cases that are
brought either under paragraph 1 by an individual who is taxed not in accordance
with the Convention (individual complaints) or general problems relating to the
interpretation or application of the Convention raised under paragraph 3. The
procedures under either or both paragraphs could effectively serve to support the
proposed non-discrimination obligation with some minor suggested adjustments.
For example, the ability of a taxpayer to pursue a claim under the domestic law of
the source State could be limited under the non-discrimination article to the Mutual
Agreement if the contravention complained of is with respect to the proposed
non-discrimination obligation. The consultation process in paragraph 2 could be
instituted to address general issues with respect to the interpretation and application
of the proposed non-discrimination obligation. Both procedures for consultations
under the Mutual Agreement Procedure are discussed in more detail below.

Individual complaints are addressed in paragraphs 1 and 2 of Article 25 of the
OECD Model Tax Treaty. These paragraphs provide that the competent authorities
“shall Endeavour by mutual agreement to resolve the situation of taxpayers

43See generally, Altman (2005).
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subjected to taxation not in accordance with the provisions of the Convention”. The
procedure is set in place by the taxpayer who presents their objection to the
competent authority in their State of residence.

Although the Mutual Agreement Procedure is generally pursued by a taxpayer
because there has been double taxation, as a result of, for example, a transfer pricing
dispute, that is not always the case. The OECD Commentary is clear that the
Mutual Agreement Procedure is also applicable in the absence of any double tax-
ation contrary to the Convention, provided the taxation in dispute is in direct
contravention of a rule in the Convention.44 For example, a taxpayer who is a
national of one Contracting State but a resident of the other State may be subject in
that other State to taxation treatment which is “other or more burdensome” than the
tax treatment of nationals of that State, contrary to the non-discrimination obliga-
tion in paragraph 1 of Article 24.

The Commentary also anticipates that the Mutual Agreement Procedure can be
set in motion by a taxpayer without waiting until the taxation considered by him to
be “not in accordance with the Convention” has been charged against or notified to
him.45 To proceed, the taxpayer must simply establish that it is probable that the
actions of the Contracting State will result in taxation in contrary to the Convention,
not that it is merely a possible risk. Actions are described in the widest possible
terms in the Commentary to “mean all acts or decisions, whether of a legislative or a
regulatory nature, and whether of general or individual application, having as their
direct and necessary consequence the charging of tax against the complainant
contrary to the provisions of the Convention”.46

Although the Commentary anticipates that resolution of a taxpayer initiated
mutual agreement request may occur in the State of residence, this is unlikely with
respect to this non-discrimination obligation, as the complaint will be with respect
to a tax measure imposed by the other Contracting State. This means that the
procedure will enter a second stage where the competent authority of the other
Contracting State is approached by the competent authority to which the taxpayer
applied. The result is that the procedure moves to the level of dealings between the
two Contracting States. The important point is that it will not reach that stage
without the support of the competent authority in the complaining taxpayer’s State
of residence.

The operation of the Mutual Agreement Procedure in paragraphs 1 and 2 is
based on the principle that tax has been levied on a taxpayer in contravention of the
Convention. It follows that without a non-discrimination obligation in the tax treaty
that no contravention could occur.

In addition to taxpayer initiated consultations, the Mutual Agreement Procedure
envisions consultations with respect to difficulties of interpretation or application.

44OECD MOdel Tax Treaty, Commentary on Article 25 at para 13.
45Ibid at para 14.
46Ibid.
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These are described as essentially difficulties of a general nature which concern, or
which may concern, a category of taxpayers.

According to the Commentary this provision makes it possible to resolve dif-
ficulties arising from the application of the Convention.47 Two sets of circum-
stances are provided. First difficulties of a practical nature, “which might arise in
connection with the setting up and operation of procedures for the relief from tax
deducted from dividends, interest and royalties in the Contracting State in which
they arise”. Second, issues “which could impair or impede the normal operation of
the clauses of the Convention as they were conceived by the negotiators”.

A number of examples48 are provided in the Commentary which indicates that
the resolution of complex issues is anticipated under this provision, including the
determination of when, for example, dividends should be considered interest under
the thin capitalization rules. The important point is that the consultation process
under the Mutual Agreement Procedure can simply be between the two Contracting
States, absent taxpayer involvement, and general issues about whether a tax mea-
sure is in violation of non-discrimination obligations under the treaty can be dis-
cussed and resolved.

The Mutual Agreement Procedure sets out rules for the process of consultation
and provides a detailed mechanism for binding arbitration. The consultation process
may include a joint commission. The arbitration process may or may not be a
process the Contracting States decide to agree to.49 The Contracting States might
also agree that binding arbitration would only apply to very specific fact based types
of complaints. Unresolved issues might also be referred to the OECD Advisory
Board.

The suggestion that disputes with respect to a non-discrimination obligation be
resolved under the Mutual Agreement Procedure will not doubt be viewed with
justifiable skepticism by many. There has been considerable criticism of the Mutual
Agreement Procedure in the past including its lack of effectiveness in providing

47Ibid at para 50.
48Ibid at para 52 provides as follows: Under this provision the competent authorities can, in
particular:

• where a term has been incompletely or ambiguously defined in the Convention, complete or
clarify its definition in order to obviate any difficulty;

• where the laws of a State have been changed without impairing the balance or stance of the
Convention, settle any difficulties that may emerge from the new system of taxation arising out
of such changes;

• determine whether, and if so under what conditions, interest may be treated as dividends under
thin capitalisation rules in the country of the borrower and give rise to relief for double taxation
in the country of residence of the lender in the same way as for dividends (for example relief
under a parent/subsidiary regime when provision for such relief is made in the relevant bilateral
convention).

49As drafted, Article 25 paragraph 5 only provides for arbitration of unresolved issues arising from
a request made under paragraph 1 of the Article. States wishing to extend the scope of the
paragraph to also cover mutual agreement cases arising under paragraph 3 of the Article are free to
do so.
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resolutions. The international community through the OECD has taken major steps
to improve the Mutual Agreement process.

The OECDs Action Plan on Base Erosion and Profit Shifting50 identified 15
areas where change was needed. One of these -Action 14 called for effective dispute
resolution mechanisms to resolve tax treaty-related disputes. The BEPS package
endorsed by the G20 Finance Ministers in October 2015 includes the final report
entitled “Making Dispute Resolution Mechanisms More Effective”.51 The report
includes new minimum standards and best practices for resolving treaty-related
disputes under the Mutual Agreement Procedure (MAP).52 It also includes on-going
monitoring through a peer review process.

If disputes with respect to the proposed non-discrimination obligation are to be
resolved through the Mutual Agreement Procedure, the proposals in BEPS report to
improve the dispute resolution process are both timely and potentially workable.
The Mutual Agreement Procedure also offer a viable alternative to when one
considers the failed attempts to negotiate a trade agreement that would subject tax
measures to trade law discipline.

8.5.9.2 Effect of Restricting Dispute Resolution Options

Some might query whether introducing a non-discrimination obligation and then
restricting dispute resolution with respect to its contravention to the Mutual
Agreement Procedure would result in any real change to the current position of a
non-resident service provider under a tax treaty. The answer is yes. First, the
introduction of a non-discrimination obligation introduces a minimum expected
standard of treatment in the tax treatment of non-resident service providers. Second,
a commitment by a Contracting State to the non-discrimination obligation would
encourage the competent authority of that State to closely examine complaints
against its own revenue collection arm to ensure that in administering tax measures
a minimum standard is met. Third, the introduction of a non-discrimination obli-
gation invites a closer examination of national tax measures against an interna-
tionally accepted standard.

If the competent authorities of both Contracting States concur that the com-
plained of tax measure is not in violation of the non-discrimination provision of the

50http://www.oecd.org/tax/beps/beps-2015-final-reports.htm (BEPS Package).
51OECD (2015), Making Dispute Resolution Mechanisms More Effective, Action 14–2015 Final
Report, OECD Publishing, Paris. doi:10.1787/9789264241633-en.
52The Terms of Reference translate this minimum standard approved in the final Action 14 report
into a basis for peer review; the Assessment Methodology for the peer review and monitoring
process and the MAP statistics reporting framework which reflects the collaborative approach
competent authorities will take to resolve MAP cases and will ensure greater transparency on
statistical information relating to the inventory, types and outcome of MAP cases through common
reporting of MAP cases going forward and Guidance on information and documentation to be
submitted with a MAP request.
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tax treaty the matter will end. In case of disagreement, Contracting States could
consider the option of binding arbitration under the proposed OECD Mutual
Agreement procedure.53

8.5.10 Additional Commentary to Article 24

The OECD commentary on how to interpret and apply the proposed tax treaty
non-discrimination obligation could draw on guidelines as set out in WTO
decisions.

The following offers a modest preliminary attempt at this task to serve as an
example of how the guidelines developed for trade law purposes could be adapted
and applied in a tax treaty context.54

1. Paragraph 1 of Article 24 requires equal treatment of nationals in the same circum-
stances, in particular with respect to residence. This paragraph implicitly recognizes that
differentiating in taxation laws between residents and non-residents does not of itself
constitute discrimination contrary to any non-discrimination obligation. However it is
expected that source countries employ domestic tax measures that result in difference in
the tax treatment of a non-resident in good faith and pursuant to legitimate tax policy
objectives. In the ordinary case any differences in tax treatment should be based on the
fact that residents are taxable on their worldwide income whereas nonresidents in
general are taxable only on income from sources within the source state or problems
inherent in ensuring administration and compliance with source country taxation rules.
Treaty partners may also want to add to this list to include for example, special
exceptions for research and development, subsidies for local industries or other targeted
measures.

53It is proposed that a new paragraph 5 be added to Article 25 (Mutual Agreement Procedure) of
the OECD Model. It would provide for mandatory arbitration of issues arising from cases that the
States are unable to resolve within 24 months. The possibility of binding arbitration is also a
reason to adopt an internationally recognized standard like “fair and equitable treatment”, which is
familiar in arbitration proceedings.
54Regrettably there is only one decision to date under the GATS, United States—Measures
Affecting the Cross-Border Supply of Gambling and Betting, (2005), WT/DS285/AB/R (Appellate
Body Report), online: WTO http://docsonline.wto.org [US-Gambling]. This decision is not par-
ticularly helpful in this context except in one important facet. It establishes the relevance of
jurisprudence under Article XX of the GATT 1994. The Appellate Body in US-Gambling con-
sidered the similarities between Article XX of the GATT 1994 and Article XIV of the GATS and
stated that the article sets out general exceptions under the GATS (services) much in the same way
as Article XX of the GATT 1994 does under the GATT (goods). The Appellate Body therefore
found previous decisions under Article XX of the GATT 1994 relevant for the analysis under
Article XIV.
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8.5.11 Limitations of the Proposed Non-discrimination
Obligation

This chapter illustrates the chasm between tax and trade law non-discrimination
obligations as they apply to a non-resident service provider and proposes a
non-discrimination obligation that could operate within the current tax treaty
structure.

The proposal is at best a modest start. Some of the more significant limitations of
the non-discrimination obligation include the following:

• As drafted, it does not provide a minimum, objective, absolute or
non-contingent standard of prohibited behaviour.

• It may not eliminate all of ambiguities that currently exist under the GATS about
whether a measure falls under the GATS and it may introduce some of the
ambiguities with respect to the interpretation and application of the exception
that currently exist under the GATS.

• It creates a second-class non-discrimination obligation and may not significantly
advance the case of the non-resident service provider if the competent author-
ities cannot come to agreement and there is no binding arbitration clause.55

• The proposed non-discrimination obligation does not directly address the use of
tax measures (high withholding taxes) for reasons other than ensuring direct
compliance by a non-resident. This is the issue raised by the U.S. FACTA
regime. Should the non-discrimination obligation in the tax treaty also be
framed to preclude a country from using its domestic laws to coerce behaviour
by non-residents who are not otherwise liable to source country taxation or who
are liable for lesser amounts under a tax treaty? The FACTA example is cited
without a position on whether the regime itself can be justified based on the
broad objective of collecting information and ultimately tax revenue. The issue
is should there be tax treaty non-discrimination obligation to prevent the use of
domestic tax provisions for a purpose other than the collection of taxes owed by
the parties directly involved in a transaction? This would require a more targeted
non-discrimination obligation.

• The proposed non-discrimination obligation does not directly address potential
developing country concerns. Among the issues that may lead to complaints of
discriminatory tax practices are how income from services is characterized and
how withholding tax is imposed. Both of these matters are prominent in
developing country tax systems. The characterization of income from royalties
or as recently proposed under the UN Model Tax Treaty as technical service
fees, results in the imposition of gross withholding tax that may produce an
important source of revenue for the host country. The imposition of gross

55Binding arbitration might be considered. The use of arbitrators can adjust for gaps in domestic
experience and can be a learning process. The bargain achieved by limiting sovereignty in this way
has benefits to a country.
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withholding tax may also serve as an efficient way to collect non-resident tax.
Developing countries would not want these aspects of their national tax systems
challenged, nor should they be.

8.5.12 A More Modest Proposal

The challenge of matching trade law non-discrimination obligations with tax treaty
non-discrimination obligations is considerable. Although few would challenge the
importance of tax sovereignty it is difficult to support the notion that non-residents
should remain ‘fair game’ for source country tax authorities. As discussed, the
recommended option is to introduce a non-discrimination obligation into tax treaties
to establish a minimum standard of treatment by a source State of a non-resident
service provider. If such a commitment to a non-discrimination obligation in respect
of non-resident service providers is not a commitment that a Contracting State
wishes to engage in, the following is recommended as an improvement to the status
quo.

The Mutual Agreement Procedure set out in Article 25 of the OECD Model Tax
Treaty should be expanded to permit a resident of a Contracting State to seek
recourse from his or her government in respect of tax treatment that is potentially
discriminatory. The competent authority of each Contracting States could then
consult to resolve the issue. This would formalize the idea that discriminatory tax
practices are not part of the anticipated tax treatment between tax treaty partners,
but not impose an obligation on the other Contracting State other than to consult in
good faith. It recognizes that bilateral tax treaties rely exclusively on
inter-governmental consultation and negotiation to settle intergovernmental
disputes.56

Such a provision might appear in Article 25 as follows:

Where a resident of a Contracting State considers that the tax measures imposed by the
other Contracting State are arbitrary or unjustifiable discrimination between countries
where like conditions prevail, or a disguised restriction on trade in services, the resident
may address to the competent authority of the Contracting State of which he is a resident an
application in writing stating the grounds for the claim and a request that there be con-
sultation with the other Contracting State with a view to a resolution.

The competent authority shall endeavour, if the claim appears to it to be justified and to
resolve the case by mutual agreement with the competent authority of the other Contracting
State.

What benefit if any does this proposal offer? The primary benefit is that it
requires that the competent authority of a Contracting State closely examine
complaints against its revenue collection arm to ensure that tax measures are not

56See Green (1998) at 79.
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administered in a manner that would generate international ill will. It is also a
process that may be much easier to get governments to agree to. “It is flexible,
informal and provides the necessary non-controversial atmosphere needed for
resolving economic disagreements between sovereign states”.57 Of course the many
deficiencies of the current Mutual Agreement Procedure should not go unnoted.58

Typically cited deficiencies are the lack of a formal role for taxpayer participation,
the lack of an obligation to reach an understanding, the lack of transparency and
that there is no time line for dispute resolution.

A developing commentary should provide examples of practices that might be
views as discriminatory. This would include both regulatory measures and
administrative conduct. The rationale for the commentary would be that although
some differences in tax treatment may have a legitimate underpinning, the presence
of elements such as, for example, selective enforcement may suggest discriminatory
tax treatment. The commentary would acknowledge the difficult task of distin-
guishing legitimate taxation from the abusive exercise of tax powers and provide a
system of “red flags” which might suggest a breach of the non-discrimination
obligation. These “red flags” would be tied to generally recognized principles of
taxation and accepted good-governance practices. It follows that arbitrariness,
conspicuous deviation from international taxation practices or an identifiable
intention to discriminate against a non-resident service provider for the benefit a
domestic service provider would lead to a presumption that the non-discrimination
obligation had not been met.59

Rough guidelines should also be added as the basis for a form of “national
treatment” protection. Two of the main source county issues for a non-resident
appear to be the use of gross withholding taxes and non-transparent administrative
formalities. To address the former, direction should be taken from the EU cases
about when a source country for example, should permit the deduction of directly
related expenses if reported against withholding tax requirements. The non-resident
might also be provided with an option for net based taxation at graduated source
country rates if appropriate administrative requirements are met.

Another area of concern appears to be the refund process for amounts that are
exempt under a tax treaty but that are initially subject to withholding tax on the
gross amount of the payment. For example, fees for the provision of services may
be exempt under the tax treaty or subject to tax on profits only because a permanent
establishment exists. Appropriate procedures may not be in place to refund to the
service provider claiming the benefit of a tax treaty the amount of any interim
withholding tax.

57Altman (2005).
58Jacques Malherbe, “BEPS: The Issues of Dispute Resolution and Introduction of a Multilateral
Treaty” (2015) 43 Intertax 1; Roland Ismer & Sophia Piotrowski, “A BIT Too Much: Or How
Best to Resolve Tax Treaty Disputes?” (2016) 44 Intertax 5.
59See Walde (2008) at 59. Walde discusses tax issues in the context of investment treaties.
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The commentary should also address such issues as how income from services
earned by a non-resident service provider is characterized for tax purposes in the
source State as compared to how the income earned by a tax resident is charac-
terized. For example, the commentary should provide that in general, the source
State should not treat an amount as income from the provision of services if paid to
a resident but as a royalty or ‘other income’ amount under a tax treaty if it is paid to
a non-resident.

In addition to changes to the Mutual Agreement procedures in Article 25 of the
OECD Model Tax Treaty, minor changes should also be made to the other pro-
visions of the Model Tax Treaties to reduce or eliminate potentially harmful tax
practices. Some useful tax changes include putting a cap on the applicable with-
holding tax rate for income from independent personal services. A similar cap
should be considered if income from services is treated as business profits under the
tax treaty.

Another useful change would be to expand to the indirect non-discrimination
obligation in OECD Article 24(4). Currently the provision requires that a source
State allow a deduction in computing the income of a resident when paid to a
non-resident under the same circumstances as when a payment is made to a resi-
dent. The non-discrimination obligation applies only to deductions. Given that
many countries also use tax credits in determining final tax liability, this
non-discrimination obligation should be extended to the require that a tax resident
may also claim a tax credit under the same circumstances as when a payment is
made to a resident.

8.5.13 Why Would Tax Treaty Partners Agree
to an Expanded Non-discrimination Obligation?

The discussion thus far has ignored the so-called “elephant in the room”. Why
would a Contracting State agree to the assumption of an additional
non-discrimination obligation under a tax treaty? There are a number of reasons
they might do so.60

60Two leading international tax experts have noted that the current non-discrimination rules are not
grounded in principles of equity but rather the arbitrary demands of practicality. See Ault and
Sasseville (2010). An obvious example of practicality is the response to the taxation of
non-residents without a permanent establishment in the host country. Non-residents who earn
passive income are subject to withholding tax, “a crude, pragmatic, arbitrary response to a real-
isation that income tax cannot properly be made to work in respect of outward flowing passive
income.” Prebble (1994–1995). Non-residents who earn income from services may fare consid-
erably worse. They may not rely on any restrictions or limitations on the taxation of income from
services in the source country or on any applicable non-discrimination principle.
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First, this is a step towards leveling the playing field.in respect of taxation for
residents of the other country,61 and aligns with trade law objectives.

Second, a reciprocal non-discrimination obligation is a good political choice. It
provides a minimum standard against which to measure the tax treatment of a
country’s service provider and should result in “producing greater national gains
than would result from unilateral non-discrimination”.62 In short, in the end the
bargain may be worth it.

Third, it provides a balance against protectionist tax measures while acknowl-
edging the importance of tax sovereignty and each countries right to maintain
domestic policy objectives under its domestic law.

Finally, a tax treaty non-discrimination obligation would provide additional
clarity about when trade agreements (especially the GATS) apply to a tax measure
and when the tax treaty applies, an issue that has been given considerable attention
in academic literature.63

8.5.14 Conclusions

There is no easy truce between tax and trade law non-discrimination obligations and
the attempt to reconcile the two produces some very inelegant results.

The ideal solution would be to find a non-discrimination obligation that would
address the use of discriminatory tax practices by a source State in the tax treatment
of a non-resident. The proposed solution is to include a new non-discrimination
obligation in the tax treaty but to use a trade law standard and the interpretive tools
developed in a trade law context to apply it. These tools would be applied exclu-
sively by the competent authorities of the Contracting States through the Mutual
Agreement Procedure. There would be no right of private access to domestic courts
in the source State with respect to an alleged violation of the proposed
non-discrimination obligation.

The proposed non-discrimination obligation would achieve four important
objectives. First, it restores to the non-resident service provider the same level of
protection against discriminatory tax practices that is currently available under the
GATS if there is no tax treaty between the non-resident’s State and the source State.
Second, it introduces a minimum standard to be applied in the tax treatment of a
non-resident service provider. Third, it requires that the competent authority closely
examine complaints against its revenue collection arm to ensure that tax measures
are administered in compliance with the minimum standard. Fourth, it invites a

61While they clearly fall short of comprehensive solution to the problem of non-discrimination,
“The current tax treaty nondiscrimination rules … reflect the political choice of the contracting
states to create as source countries a level playing field in respect of taxation for residents of the
other country. van Raad (2005) at 137.
62Green (1994).
63See e.g., Farrell (2013) at Chapter 8: “The WTO Tax Rules: Services” and Van Thiel (2008).
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closer examination of national measures by national governments against a com-
mon internationally accepted standard.

An alternative solution is to proceed without adding a non-discrimination
obligation to the tax treaty and to instead include a dedicated process under the
Mutual Agreement procedure under which the competent authorities would consult
with a view to resolving complaints about potentially discriminatory tax practices.

A third option is to make some very specific changes to the current provisions in
the Model Tax treaties to reduce the opportunity for discriminatory behaviour by
source country revenue authorities. For example, a cap should be added to the
withholding tax rate for independent personal services and to Article 21, the “Other
Income” Article. The indirect non-discrimination obligation in Article 24(4) with
respect to the deductibility of expanses should also be expanded to include tax
credits.

Additional guidance should also be added to the tax treaty commentary to
address such issues as how and when gross withholding taxes should be imposed,
the importance of transparency in administrative formalities and appropriate refund
procedures. It would also be useful to add commentary that addresses treaty good
country practice with respect to granting a tax treaty exemption.

Whatever option is chosen, if the OECD’s newly released multilateral instru-
ment64 to modify bilateral tax treaties is implemented, the changes to the content of
negotiated tax treaties could be swift.
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Shifting (BEPS) Project.
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