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� The impact of domestic law,
under article 3(2), is confined to
the definition of undefined (or
partially defined) terms; it does
not extend to the treaty
interpretation principles as a
whole. Finding meaning of an
undefined term is a only a part
of the interpretation exercise.

� Tax treaties frequently include
terms which are either not
defined, or not properly defined,
and the judges are called upon
to adjudicate on connotations of
these terms.
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� As regards the application of the Convention at any time by a Contracting State,
any term, not defined therein shall, unless the context otherwise requires, have
the meaning that it has at that time under the law of that State, for the purpose of
taxes to which the Convention applies, any meanings under the applicable tax
laws of that State prevailing over a meaning given to a term under other laws of
that State.”

( Present OECD and UN Model Convention)( Present OECD and UN Model Convention)( Present OECD and UN Model Convention)( Present OECD and UN Model Convention)

� As regards the application of the Convention, any term, not defined therein shall,
unless the context otherwise requires, have the meaning that it has under the law
of that State concerning the taxes to which the Convention applies.

( OECD Model Convention ( OECD Model Convention ( OECD Model Convention ( OECD Model Convention ---- pre 1995 amendment)pre 1995 amendment)pre 1995 amendment)pre 1995 amendment)

� “unless….the competent authorities agree to a common meaning pursuant to the
provisions of Article 25 (Mutual Agreement Procedure)”

(Additional condition in US Model Convention)(Additional condition in US Model Convention)(Additional condition in US Model Convention)(Additional condition in US Model Convention)



� While Article 3(2) is a specific rule of interpretation for tax treaties, Article 31 VCLT is a

general rule for interpretation of all types of international treaties. Will a specific tax treaty

interpretation rule get preference over general treaty interpretation principles ( 'specialia

generalibus derogant’ ) ?

� While expression ‘context’ in Article 3(2) is of broad implications and without definitional

fetters, Article 31 VCLT defines ‘context’ as (a) any agreement relating to the treaty which

was made between all the parties in connection with the conclusion of the treaty; (b) any

instrument which was made by one or more parties in connection with the conclusion of

the treaty and accepted by the other parties as an instrument related to the treaty. What

happens when something may be important from the contextual point of view to a judge,

such as his perceptions about the overall scheme of a tax treaty or conceptual foundation

for its provisions, but it is not covered by Article 31(2)(a) and (b) VCLT ? Does Article

31(1), which refers to interpretation ‘in the light of its object and purpose’ more important

and overrides this limitation on the ‘context’ ?

� While Article 3(2) refers to domestic law meaning in the source state, Article 31(1) VCLT

refers to ‘ordinary meaning’ to the terms of the treaty. Does it reflect that tax treaty

interpretations have an inherent definitional tilt towards Source state definitions, and that

both the Contracting States are not at par for this purpose ?



� Conventional approach - three stage process:

� (a) Does the treaty provide a definition of the term ?

� (b) If the treaty does not provide a definition, what is the domestic meaning of the term ?

� (c) Does the context of the treaty require a meaning different from the domestic meaning ?

� The stage (a) and (b) are relatively easy and objective, but to decide whether context of

treaty requires a different meaning, it is necessary to consider what are the alternative

meanings for the term for purposes of treaty and whether one of these meanings is more

appropriate in the context of the treaty than the domestic law meanings. Should the

purpose of the relevant provisions of the treaty be considered ?

� Should , in applying art. 3(2), undefined terms should be given, if all possible, a meaning

that is independent of domestic law and a domestic law meaning should be used only as a

last resort ? Does Article 3(2) contain a preference for domestic law meanings because

such meanings are only displaced by a treaty meaning if "the context otherwise requires".



� Are words used a tax treaty in a manner different than they are used in a statue ? If so,
how can legalistic interpretation of undefined term can be adopted straightaway under
Article 3(2) ?

� Federal Court of Canada in the case of Gladden v. the Queen 85 DTC 5188 wherein the
emphasis is on the 'true intentions' rather than 'literal meaning of the words employed‘.
Court said "Contrary to an ordinary taxing statute, a tax treaty or convention must be given
a liberal interpretation with a view to implementing the true intentions of the parties. A literal
or legalistic interpretation must be avoided when the basic object of the treaty might be
defeated or frustrated insofar as the particular items under consideration are concerned”.
In this judgment, the Federal Court of Canada recognized that "we cannot expect to find
the same nicety or strict definition as in modern documents, such as deeds, or Acts of
Parliament, it has never been habit of those engaged in diplomacy to use legal accuracy
but rather to adopt more liberal terms". Indian Supreme Court, in Union of India Vs Azadi
Bachao Andolan (263 ITR 706), has approved and followed the same approach.

� When such are somewhat universally accepted principles on treaty interpretation, can a
residual presumption in favour of domestic law, for undefined expressions, be justified ?
The following Indian judicial precedent illustrates this dilemma.



� Article 12(5) of the India US tax treaty provides that, payment “for services that are
ancillary and subsidiary, as well as inextricably and essentially linked, to the sale of
property other than a sale described in Article 12(3)(a)” shall not be treated as fees for
included services liable to tax in the source jurisdiction.

� S Co (Ind) has purchased know how from R Co (USA) and also paid for training services
for use of know how. R Co’s argument was that since, under Indian domestic tax laws,
‘know-how’ was property and since it training in use of know- how was essentially linked to
the said property, the benefit of Article 12(5)(a) was available and the training fees was not
taxable in the source jurisdiction.

� This claim of the taxpayer was, however, rejected. While rejected the claim , ITAT held
12(5)(a) of the treaty did not extend to a sale of property referred to in Art. 12(3)(a) which
referred to property in the nature of ‘royalties’ taxable in source country. The ITAT held that
underlying scheme of the treaty provisions was to put the taxation of fees for a subsidiary
transaction on a par with the taxation of the main transaction. According to the Tribunal, the
meaning of the expression “sale of property” as used in Art. 12(5) is limited in that the
expression refers only to sales of property that do not give rise to compensation that would
fall under the definition of royalties. A different interpretation could lead to an incongruous
result that while principal transaction itself is taxable in source country and the subsidiary
transaction, on the ground of being incidental thereto, will not be taxable. Klaus Vogel, in
his Tax Treaty Monitor column, approved this approach and observed that “this is a
plausible interpretation of the provision which can be supported”.



� As concept of ‘context’ is the determinant, the domestic law meaning, under Article 3(2),

has no superior or residual presumption in its favour. The object and purpose and

underlying scheme of a tax treaty, which are primarily decisive even under VCLT Article

31(1) as under the normal principles of interpretation of tax treaties, are taken into account,

are to be taken into account, those are the decisive factors which determine the ‘context’

in which meaning is to be assigned to an undefined expression.

� The object and purpose of the tax treaties is “allocation of taxing rights” and this can work

only when both the parties understand the treaty terms in the same manner. Going by

‘domestic law meaning’ goes against this basic principle as one of the treaty partners have

an edge in deciding the meaning of treaty terms.

� As Prof Michael Lang puts it, “the reference to the domestic law in Article 3(2) of OECD

Model is, therefore, only important if all possible interpretation methods do not lead to a

satisfying solution” but “if all systematic, teleological and historical aspects have been

taken into account for interpretation, this will be very rare”.



� Whatever terminology one employs, at the end of the day tax treaties only
restrict the source taxation, because residence taxation is almost always on
worldwide income basis, and, therefore, source state domestic law meaning
must prevail. While this proposition has been approved and advanced by John
Avery Johns, many experts do not support this theory and contend that both the
parties must be treated at par

� Such an approach, however, may give encouragement to the rigid stand taken
by the source jurisdictions and legislating definition of undefined terms on the
basis of their notions of what is right meaning of the same. Introduction of
Section 90 (3) which provides that, “any term used but not defined in …… (the
tax treaties)….shall, unless the context otherwise requires, and is not
inconsistent with the provisions of this Act or the agreement, have the same
meaning as assigned to it in the notification issued by the Central Government”
is sometimes viewed as an example of this approach. Does it not risk the comity
on which successful international tax co-operation is built in the last fifty years ?

� However, when we see Article 3(2) as of no practical significance in establishing
superiority of domestic law meaning, this issue is irrelevant.



� Ambulatory approach preferred over static approach as the meaning at the point of time
when tax treaty is applied is given preference over the meaning at the point of time when
tax treaty was entered into. This approach meets the tests of fairness, which is of
paramount importance in tax treaties, inasmuch as it is contemporaneous and more in tune
with prevailing ground realities.

� Due importance assigned to the common meaning agreed to by the competent authorities
under the mutual agreement procedure. This step could check possibilities of aggressive
stands by the source jurisdictions and bring in competent authorities into what could
otherwise even be an entirely unilateral decision to amend domestic law meanings.

� The meaning assigned to undefined expressions under the tax laws put on a higher
pedestal vis-à-vis meaning so assigned under the other laws. This statement of legal
position, which makes explicit what was always implicit, is also justified on the first
principles , even though the same results will be arrived at, without this rule as well, under
normal principles of interpretation of tax treaties.

� Will there be any difference in results of treaty interpretations if Article 3 (2) is abolished
altogether ?



� Does the tax treaty interpretation in other jurisdictions

influence the judges ?

� With so much similarity in national tax treaties, as most

tax treaties are based on one model convention or the

other, does it provide a new era in judicial cooperation ?

� What are the current practices, merits and mechanisms

of such influences ?



� Most tax treaties are uniform in their approach and even wordings. OECD has
made immense contribution to, what has been described by an Indian High
Court decison ( CIT Vs Viasakhapatnam Port Trust 144 ITR 146) as,
development of international tax language.

� Problems faced by a dometsic court may have been faced and analyzed by
courts in other jurisdictions dealing with similar treaty provisions. The decisions
from other jurisdictions, in such cases, provide inputs by way of readymade
analysis and also by reactions thereto by the academicians and experts.

� The key to utility of these decisions is in sound analysis of treaty provisions on
the first principles, rather than peculiarities of their domestic law position, and in
clearly revealing reasons for decisions.

� A decision from other jurisdiction can also be used for ensuring that your work is
in accordance with practices in treaty partner countries and international
community affected by it.



� In Canadian Pacific Ltd Vs The Queen (76 DTC 6120), Candaian
Federal Court has said that, “ while it is true that this court has the right
to interpret the Canada US Tax Convention and its Protcol, and is no
way bound by the interpretation given to it by the US treasury, it would
result in double taxation. Unless, therefore, it can be concluded that the
interpretation given in the US is manifestly erroenous, it is not desirable
to reach a difference conclusion, and I find no reason for doing so.”

� In Corocraft (1 QB 616), Lord Denning said, “ If such be the views of
the American courts, we surely should take the same view. This
convention should be given the same meaning throughout all the
countries who were parties to it”.

� In the case of Provost Car Inc (10 ITLR 736), TCC was influenced by
the evidence of interpretation of treaties in Netherlands where expert
testimony stated that the Netherlands would have treated such a
holding company as a beneficial owner, in a reverse situation, based on
a 1994 Hoge Raad decision.



� In the case of Daimler Chrysler India Pvt Ltd Vs ACIT ( 11 ITLR 811/ 29
SOT 202), a detailed discussion on the relevance of foreign court ruling
has been made. That was a case in Indian Income Tax Appellate
Tribunal was dealing with ownership non discrimination issue and no
domestic judicial precedents were available. The Tribunal, while
dealing with judicial precedents on the issue from German, French,
English and US courts, also highlighted the importance of the foreign
court rulings.

� In the case of Unisys Corp Vs Federal Commissioner of Taxation (5
ITLR 658), Australian Court interpretated domestic tax law provisions
with respect to foreign treaty cases, as that particular term had its origin
in tax treaties.

� Prof Brian Arnold suggests that since judges of specialised courts have
greater subject expertise, the decisions from such forums should have
greater value. However, since foreign court rulings donot have nay
binding value, this is a somewhat academic issue.
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