Chapter 12 o ieganh

The Deﬁmtlon of Internatlonal Trafﬁc under ;
Article 3(1)(e) of the OECD Model Convention :

Michael Lang! """

12.1. Special provisions for ShlpS and alrcraft m ,
international trafﬁc S ’ i

J. Manfred Mossner is a well travelled man. He has been a wsﬂmg profes-
sor in various countries, and one of his ass1gnments as a visiting professor
was WU (Vienna Umversxty of Economics and Busmess) His great merits
include being one of the founding fathers of the European . Association of
Tax Law Professors (EATLP). He was also a member of the Permanent
Scientific Committee of the International Fiscal Assoeiai:ion (IFA) for
several years. He has always participated in acadennc congresses on differ-
ent continents. This of course requires a lot of travelling. I therefore hope I
will attract the interest of our friend with my contribution, which deals with
the content of the definition of “international traffic” in article 3(1)(e) of the
OECD Model Convention (OECD MC) and the importance of that defini-
tion for a few other provisions of the OECD MC. This topic is well-suited
as an example to illustrate the impressive depth and breadth of J. Manfred
Mossner’s academic work. He has not only dealt with the provisions of the
OECD MC on international maritime shipping and aviation,” but he has also
published papers on issues of espionage and the immunity of warships, in
which he addressed fundamental international law issues.® He is an expert
both in tax law and international law. When dealing with issues of double
taxation convention law, he never neglects to consider the international law

character of this field.

1. Director of the Institute for Austrian and International Tax Law of the Vienna
University of Economics and Business (WU), scientific director of the post-graduate LLM
Studies in International Tax Law and spokesman of the Doctoral Program in International
Business Taxation (DIBT) at the same university. The author wishes to thank Ms Anna
Binder for her support in literature research and her valuable suggestions.

2. See, for instance, ].M. Mossner, in Steuerrecht international tdtiger Unternehmen
mn, 2.232 (J.M. Méssner ed., Otto Schmidt 2012).

3. J.M. Mbssner, Spionage und Immunitit von Krzegsschﬁen, 35 NJW 22 1196 et
seq. (1982). HERE 25 R
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fing to the provision of article 8(1) of the OECD MC, on yjp;,
nt chapter will focus, * ‘profits from the operation of ships or gigyye, .
ti0 al.trafﬁc” are exempt I from the regime of article 7 of the ORCyy

Se . ey taxable only in the Contractmg State in Whlch the Place,
effective 1 management of the enterprise is situated”. This’ Provxsmn Preven
. profits from having to be attributed to permanent establishments (PEs) Dok,
ably sxtuated in different states.* The taxation right lies with a sing]e State

oo o

..‘
e

]
Artlcle 8(1) of the OECD MC contains a few parallel provisions. P“fSUant |
to article 13(3), “[g ]ams from the alienation of shlps or aircraft operateq ; in |
international traffic ... or movable property pertaining to the Operation of ‘
such ships, aircraft or boats, shall be taxable only in the Contractmg State
in which the place of effective management of the enterprise is Situated”
Just as the PE state, which has the taxation right for current income under
arttcle 7 of the OECD MC can also tax gains from the alienation of PEs o
their movable property under article 13(2) of the OECD MC, this right is
also given urider article 13(3) to the state of effective management respons-
ible for the taxation of current profits under article 8 of the Model. Since the
structure of article 22 resembles that of article 13, it is not surprising that
artlcle 22(3) contams a smnlar prov1s1on

e e

Capttal represented by shxps and a1rcraft operated in international trafﬁc

g and by movable property pertammg to the operation of such ships, aircraft and
" boats, shaIl be taxable only in the Contracting State in which the place of ef-
~ fective management of the enterpnse is snuated

St F s

.\r Fla

The ‘fact however that a snmlar prov131on can also be found in article 15(3)
of the OECD MC is less evident: ' : '

i ; ]

. Notwlthstandmg the precedmg prov1sxons of this Article, remuneration derived
. Inrespect of an employment exercised aboard a ship or aircraft operated in in-

g tematlonal trafﬁc . may be taxed in the Contracting State in which the place

“of effective management of the enterprise is situated.

This deviates from the regime of article 15(1) and (2) of the OECD MG,
which divides the taxation rights between the employee’s state of residence
and the state where the activity is performed. As a result, it is possible t0
avoid difficulties resulting from attributing the actmty of ship and aircraft
crews to dlfferent states.® An additional effect is that the state of effective
management in WhJCh these remunerations will be regularly deductible 85

e T

4. See Mdssner Supra n, 2 at mn. 2,232, | '- | J

5. See OECD Commentary 2014, ait, 8(1). } A 1& |

1?4 ~ See R. Prokisch, Art, 15, mDoppelbesteuerungsabkommené mn. 103 (K. Vog&'%
3

- Lehner eds., Beck 2015).
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The taxation right for the 'opérati'én 6f shlpé and ‘ai'rcll:af't ln lhiérﬁatidhal traffic

expenses under its national tax law and therefore often only have access
to a reduced assessment basis, will at least have the taxation right for the
remuneration paid to the employee. As opposed to.the other provisions men-
tioned on the operation of ships and aircraft in international traffic, however,.
the state of effective management does not have an excluswe taxation nght
under article 15(3) of the OECD MC. RS i
Accordmg to all these prov151ons, the requirement for a taxable event is the
existence of international traffic. There is a specific definition for this in:
article 3(1)(e) of the OECD MC: the term “international traffic” means “any
transport by a ship or aircraft operated by an enterprise which has its place
of effective management in a Contracting State, except when the ship or.
aircraft is operated solely between places situated in the other Contracting
State”.

12. 2 The taxation right for the operation of shlps and
aircraft in international traffic

At first glance, the above-mentioned definition may seem somewhat odd:
apart from one single exception — when “the ship or aircraft is operated
solely between places situated in the other Contracting State” - the opera-
tion of a ship or aircraft is always considered as taking place in international
traffic. This definition, however, does not fully correlate with ordinary lan-
guage. Against this background, some opinions voiced in the literature are
obviously trying to narrow this definition:

Although the requirement of Article 3 paragraph 1(e) is met, international traf-
fic does not take place either where a ship or aircraft is operated solely between
places situated in the other Contracting State, in which the place of effective
management of the enterprise is also situated. These cases lack any interna-
tional reference.’ ,!
Yet the wording of article 3(1)(e) of the OECD MC is more than clear:
“international traffic” also means when a ship or aircraft is operated solely
between places in the state of effective management of the enterprise. The
exception applies only when the ship or aircraft is operated solely between
places in the other contracting state. Therefore, article 8(1) of the OECD
MC is also applicable when the ship or aircraft has never left the territory

7.  SeeC, Pohl Art 3,in DBA mn. 46 (J Schonfeld & X Dxtz eds., Otto Schnndt
2013) (translation by the author). i S
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of the state of effective management.® Although it is surprising tha thjg
ntrepreneurial activity i ;
zons:quence does mg’ke' sense: the profits may on}){ be taxed‘. In the stage
of effective management. If, by contrast, the provaspn of artlc_le 7 of the
OECD MC were to apply instead of article 8 when txcket§ for boat trips or
flight tickets are sold by the enterprise in the other contracting state for sych
trips taking place in the state of management, one would have to examine
whether PEs exist in the other contracting state and, if any, determine the
share of profits attributed to these PEs from the sale of tickets for bogat
trips or flight tickets.® This is not necessary, however, due to the applicab-
ity of article 8 of the OECD MC. Therefore, the legal advice provided by
the Austrian Federal Ministry of Finance on 7 January 2003, EAS 2203,
deserves our full support: ’

Where an Austrian air carrier operates both cross-border flights between Austria
and Italy as well as internal Austrian flights and internal Italian flights, the
profits from all flights shall be subject to taxation in Austria; this results from
Atticle 23 paragraph. 3 of the DTC Italy (credit method). When assessing
whether and to which extent Italy can also assert taxation rights (which would
then lead to taxes creditable in Austria) in view of the permanent establishments

. operated in Rome and Bolzano, it must be considered that all income covered
by Atrticle 8 of the DTC is beyond Italy’s tax reach, although it was generated
throﬁgh Italian permanent establishments. Article 8 DTC TItaly, however, only
covers profits from the operation of aircraft in “international traffic”. Provided
that the aircraft are used on a purely internal route in Italy (start and destination
of the respective flight lie in Italy), the profits obtained no longer fall under
Article 8 DTC Italy, and are subject to the Italian taxation jurisdiction in ac-
cordance with Article 7 DTC Italy (thus not entirely, only to the extent that they
are functionally attributable to the Italian permanent establishment). Passenger
and goods transport between two Italian destinations, however, would again fall
under Article 8 DTC Italy if the Italian route is used as part of a cross-border
flight.'

According to the definition of article 3(1)(e) of the OECD MC, “interna-
tional traffic” also means any transport by a ship or aircraft operated solely
between places in a third country. The exception of article 3(1)(e) of the
OECD MC applies only when these ships or aircraft are operated solely
between two places in the other contracting state. Article 8(1) of the OECD
MC must then be applied to ships or aircraft 6perated exclusively in the third
country. The resulting consequence is that the other contracting state does

8. See OECD Commentary 2014, art, 3(6).

9.  Same as in the example in OECD Commentary 201 &
| i 4, art. 3(6); see H. Loukota &
H. Jirousek, Internationales Steuerrechs nz3 e/ 13).
10.  Translation by the author, Sias (Manz 20,13.).
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- Income from employment exercised aboard a ship or aircraft operated in
* ..~ 1. International traffic

not have a taxation right, not even if tickets for these boat trips or flights
within the third country are sold in PEs of the enterprise that are located in
the other contracting state. In contrast, the provision in the DTC between
the state of management and the third country modelled on article 8 of the
OECD MC is not applicable. For the purposes of this DTC, the third country
becomes the other contracting state and the exception of “international traf-
fic” - and thus also of article 8(1) of the OECD MC - applies. In this case,
the provision in the DTC between the state of effective management and
the third country modelled on article 7 of the OECD MC shall apply and the
taxation right of the third country shall depend upon whether and which PEs
exist there and which profits must be allocated to these. The justification
for this consequence lies in the fact that, in this case, the relationship with
the third country is so strong that it would be inappropriate to completely
deprive the latter of its taxation right.

12.3. Income from employment exercised aboard a ship
or aircraft operated in international traffic

Article 15(3) of the OECD MC was designed on the basis of article 8 of the
OECD MC. This provision also allocates the taxation right for “remunera-
tion derived in respect of an employment exercised aboard a ship or aircraft
operated in international traffic” to the state of effective management of the
enterprise for which the employee works. This special provision for employ-
ment requires that the employee is resident in a contracting state — otherwise
the individual would not be subject to the treaty pursuant to article 1 of the
OECD MC - and that the management of the enterprise is situated either
in this state or in the other contracting state: If the management is situated
in a third country, article 15(3) of the OECD MC no longer applies, so that
the general provisions of article 15(1) and (2) of the OECD MC must be
used instead. Therefore, if an employee resident in Germany works aboard
an aircraft operated solely between two places in Austria, and the enterprise
operating this route has its place of management in Slovakia, the provision
of the DTC Germany-Austria modelled on article 15(3) of the OECD MC
cannot be applied due to fact that the place of effective management is
situated in a third country. According to the provisions of the DTC corres-
ponding to article 15(1) of the OECD MC, Austria has the taxation right as
the state where the activity is performed, unless the limitation contained in
article 15(2) of the OECD MC applies: if the Slovakian enterprise does not
have a PE in Austria which can pay the remunerations, the state where the
activity is performed loses the taxation right if the recipient of the inpome
is not present in Austria for more than 183 days.
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The definition of article 3(1)(e) of the OECD }YIC 18 also. relevant for the
interpretation of the term “international traffic” under aﬁlc]? 15(3) of the
OECD MC. Therefore, when an employee works ab(?ard ships or aircraft
which are operated exclusively between places of his own state of reg;.
dence and the latter is also the state in which the management of the epter.
prise that employs him is situated, article 15(3) of the OECD MC applifes_
Consequently, this state has the taxation right. '

This assessment does not change even if the employee is not resident in
this state but in the other contracting state. As long as the place of effec-

tive management is situated in the same state in which the employer works

aboard a ship or aircraft operated exclusively between two places of the
same state, it constitutes “international traffic”. This state can then tax the
remunerations of the employee under article 15(3) of the OECD MC and,
depending on the method article, his state of residence must exempt the
income or credit the foreign tax.

If, however, the management of the enterprise is situated in the other con-
tracting state and not in the one that the employee works aboard a ship
or aircraft operated exclusively between two places of the same state, the
conditions laid down in the definition of “international traffic” are no lon-
ger met. As a result, the exception of the last phrase of article 3(1)(e) of
the OECD MC shall apply. Consequently, it will depend on whether the

employee is resident in the state of effective management of the enterprise

or in the state in the territory of which he performs the activity. Under art-
icle 15(1) of the OECD MC, the employee’s state of residence shall have
the taxation right. Only when the activity is performed in the other state
may the latter tax the employee. When the three requirements set out in
article 15(2) of the OECD MC are met, the state of residence shall have the
exclusive right of taxation.

The above-mentibned legal advice of the Federal Ministry of Finance also

deals with the taxation of employees of an Austrian air carrier:

If a crew resident in Italy works aboard an aircraft flying across borders (start

 and destination of the flight lie in different states), pursuant to Article 15 para-
-graph 3 of the OECD MC their remuneration is subject to taxation in Austria;
this is also true even if the crew leaves the machine during a stopover in an
Italian airport and is replaced by an Austrian crew. !

i

: '
¢
«

. éihor)AT: Austrian Federal Ministry of Finance, 7.1,2003, EAS 2203 (trdnslation by the
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.~Income from employment exercised aboard a shlp or @ircraft operated In
14 T ‘International traffic

This opinion is correct, since the case involves “international traffic” and

Austria has the taxation right according to the pnov:zswn modelled on art-
icle 15(3) ofthe OECD MG i i tm " WIRY ik

Thelegaladeecon&nueS' W el gioet I et

" Only where the crew resident in Italy is used in purely domestic ﬂlghts within
Italy (start and destination of the flight lie in Italy) w111 thenr remuneration have
to be exempt from taxation in Ausma.12 LI R L R fgay il

. i rinrma bl gn
’Dhis con-stellation triggers tlle exemption‘ of the DTC provision modelled
on article 3(1)(e) of the OECD MC. Although the state, on the territory of
which the flights are operated, and the state of management are both con-
tracting states, they are simply different states. Consequently, no “interna-
tional traffic” is involved. Therefore, according to the provision modelled
on article 15(1) of the OECD MC, Italy, being the state of residence of the
employees, has the exclusive right of taxation for‘ work performed in Italy-.

A more crmcal approach must be taken toward the other explanations of

the legal advice: . * :

An obligation to exempt from taxes does not apply to the use of the Italian crew

" on the Austrian domestic flights (Article 15 paragraph 1 DTC Italy; the exemp-
tion obligation under paragraph 2 does not apply because of employment with

a domestic employer.) Although it is true that Austria may exercise a taxation
right in these cases, this does not result from the convention provision modelled

« . onAurticle 15 paragraph 1 of the OECD MC, but from the provision correspond-
ing to Article 15 paragraph 3 of the OECD MC. Since the state of effective
management and the state on the territory of which the flights are operated are

identical, this constitutes “international traffic”." i

The decision 13 K 2730/11 of 3 June 2014 of the Tax Court Munich is
similarly inconclusive:' the court was asked to decide on the case of a
pilot resident in Germany working for an Austrian airline that has its place
of effective management in Austria. The court assumed that, where the
activity was performed on domestic flights in Austria, Austria may tax the
pilot’s wages according to article 15(1)(2) of the DTC Austria-Germany.'s

12, . Id. (translation by the author).
13. .Id. (translation by the author). .
14.  SeeS. Schmidjell-Dommes, FG Miinchen zur Besteuerung von sowohl.im natwnalen als
auch im internationalen Luftverkehr titigen Piloten nach dem DBA Osterretch Deutschland,
25 SWI1 2, 97 et seq. (2015). :
15. . The pilot had also worked on flights between Austria and Germany The court
aPphed article 15(5) of the DTC Austria-Germany on:the pilot’s wages for the operation
of these flights. However, the taxpayer appealed, claiming that the wages attributable to
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Since, however, these are domestic flights operated in the state of effectiyg
management, the requirements for “international traffic” under the definj.
tion of article 3(1)(g) of the DTC Austria-Germany are met, Consequently
Austria has the taxation right not according to article 15(1), but aCCOrdin’
to article 15(5) of the DTC (equivalent to article 15(3) of the OECD MC)
instead. This makes a difference for the taxpayer in so far as the exemp.
tion method applies to income under article 15(1), but the credit methog is
foreseen for income under article 15(5). Contrary to the opinion of the Tyy
Court Munich, Germany also has the taxation right for the income attriby;.
able to the Austrian domestic flights and would have to credit an Austrian

tax.!6

Yet the provision of article 15(3) of the OECD MC occasionally gives rise
to conflicts even if applied correctly. Especially in triangular situations,
it does not always lead to satisfactory results. This can be shown on the
basis of the following case, where it is assumed that DTCs modelled on the
OECD MC are in place between the three states. A pilot, resident in state
A, is an employee of a carrier that has its place of effective management in
state B and carries out her activities exclusively on domestic flights in state
C. The DTCs concluded by state A with states B and C are applicable to
her because she is resident in state A. Pursuant to the convention provision
of the DTC A-B modelled on article 3(1)(e) of the OECD MC, the case
involves “international traffic”. According to this definition, the fact that the
flights take place in a third country does not constitute grounds for exclu-
sion. Consequently, state B has the taxation right and state A — depending
on the method applied in this DTC for the avoidance of double taxation -
must either exempt the income from tax or credit the tax levied in state B.
Pursuant to the DTC State A-State C, article 15(3) of the OECD MC s not
applicable simply because neither of the two states is the state of effective
management. If the pilot carries out her activity in state C for more than
183 days within a period of 12 months, state C has the taxation right for
her remunerations pursuant to article 15(1) of the DTC State A-State C.
Whether the income should be exempt in state A or a tax levied in state
C should be credited will depend on the method article of the DTC State

the part of the activity performed over Austrian territory should still be taxed according
to article 15(1) of the DTC Austria-Germany. The case was brought before the Germa?
Federal Tax Court (IR 47/14 of 20 May 2015). The Federal Tax Court did not share the
taxpayer’s opinion but agreed with the Tax Court Munich’s decision. Interestinglys the
Eederal Tax Court did not challenge the Tax Court’s assessment according to Whic!’ <
income derived from operating domestic flights in Austria does not constitute “intermnatior
traffic” either. Its decision only concemns the part of the salary earned from the operatio”
of flights between Austria and Germany. : : :
16.  Critical comments also by Schmidjell-Dommes, supra n. 14, at 99 et s¢q-
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o - Assessment

A-State C. If only one of the two applicable DTCs provides for the exemip-
tion method, double taxation shall remain in state B and state C. But even
when both conventions provide for the application of the credit method,
there is only enough credit substrate in state A for the crediting of the taxes
levied in the other two states if the tax in state A is accordingly hlgh Asa
rule, double taxation also remains in this case. , :

12.4. Assessment

The definition of international traffic in article 3(1)(e) of the OECD MC
may seem confusing at first, since it also treats situations as “‘international™
that absolutely lack any cross-border elements and would not necessarily be
regarded as international in common usage. The authors of the OECD MC
and convention negotiators, however, are not bound to common language
usage. It is at the discretion of legislators to work with fictions. Just as legis-
lators may declare a cat to be a dog for the purposes of the dog tax, national
air traffic may also be treated as international traffic for the purposes of
DTCs. The considerations presented here have definitely shown that, despite
the unusual law-making methodology, as a rule, the application of article 8
of the OECD MC leads to meaningful results. -

One may rightly ask oneself, however, whether a special provision for the
operation of ships and aircraft in international traffic is justified from a legal
policy point of view."” The reason for the exception from the PE principle
of article 7 of the OECD MC prescribed under article 8 of the OECD MC
can be found in the particular difficulties encountered in attributing the in-
come of these enterprises to different states. Were one to redraft the OECD
MC today and take into account situations in which the application of the
PE principle proves especially difficult, one would certainly not first and
foremost think of the operation of ships and aircraft in international traffic,
but would instead consider issues which emerge, for instance, as a result
of e-commerce."® T 1. s '

The special provision of article 15(3j of the OECD MC deserves an even
more critical approach.' The present chapter has already pointed out the
practical difficulties. The provision also privileges maritime shipping and

17, See M. Lang, Mdglichkeiten zur Vereinfachung der Doppelbesteuerungsabkommen, in
Steuerwissenschaften und betriebliches Rechnungswesen, FS Kofler p. 132 et seq. (S. Umlk
etal. eds., Linde 2009).

18. Id,at133.

19.  1Id., at 134 et seq.
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aviation enterprises that have their place of management .in states with 4
dense network of DTCs and only have a low level of taxe}tlon ~ especially
for income from employment. The crews of these enterprises are then sy,
ject to taxation in these states with low rates of 'taxatlon 'apd subsequen’tly
these benefits remain — except for the prqgressmn provn's'lon — where the
scope of the exemption method applies, without any additional tax burdey
in the state of residence.
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