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W in the treaty, it continues to allow countries to apply domestic

‘ognizes that taxpayers do successfully rely on prevailing treaty provisions
t aside the application of domestic anti-avoidance measures even though the

tween treaty rules and domestic anti-abuse measures.*

Whether the proposed amendments to the OECD Model will be an effective tool
to combat treaty abuse will depend on whether states are prepared to amend their |
bilateral treaties and how quickly they do so. It could also depend on whether the
OECD will be succesful in finding support for the multilateral instrument pro-

posed in Action 15 regarding implementation of tax treaty measures in the course

of the BEPS project. Action 15 of the BEPS project states that treaty abuse is one
of the issues that is of a multilateral nature and that is suitable of being solved
through such a multilateral instrument.** -

VII. Conclusion

The OECD has dealt with treaty abuse issues since 1963 until recently when it pub-
lished Action 6 BEPS on treaty abuse. Where the 1977 of OECD Model Tax Con-
vention says very little about treaty abuse, a fundamental change has been made by |
the OECD in its commentary on Article 1 in the 2003 revisions of the OECD Model |
Tax Convention. The 2003 OECD recommendations seem to be considered unsat-
isfactory, as many states did not execute the recommendation before Action 6 BEPS
was released. Lack of common consensus and lack of uniform solutions on dealing
with specific case is considered to be the main issue in tackling treaty abuse.

Action 6 BEPS dealt with common issues that have been discussed in the previous -
recommendation of OECD. In contrast, however, the BEPS project has gained -
strong political support and attention from non-OECD countries as well. Further,
one can assume that common consensus will be reached since BEPS also pro-
posed uniform solutions to combat treaty abuse by proposed amendment on the
OECD Model Tax Convention. Whether the proposed amendment will be effec-

tive depends on how quickly states revise their treaties by way of the multilateral .

instrument as proposed in Action 15.

88  Luc de Broe/Joris Luts, Intertax (2015) p. 145.
89 Carlos Palao Taboada, Bulletin for International Taxation (2015) p. 608.
90 Lucde Broe/Joris Luts, Intertax (2015) p. 146.

91 OECD/G20 Base Erosion and Profit Shifting Project, Developing a Multilateral Instrument to Mod-

ify Bilateral Tax Treaties, Action 15: 2014 Deliverables, pp. 23-24,

rles us Action 6 of the BEPS identified treaty
g as one of the most important sources of

DICD prefers to combat treaty abuse through inclusion of anti--

40 measures to achieve that result.” The Report seems to be more realistic

OFECD concluded in the 2003 Commentary that there can never be a conflict be-
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Preventing Treaty Abuse: The United Nations’ Perspective

I.  The UN’s role in developing countries tax issues
A. UN struggles for developing countries

The focus of this contribution is to analyze the issues of preventing treaty abuse of
developing countries, especially the possible considerations of the United Nations
("UN")" on the Base Erosion Profits Shifting project ("BEPS”) effects. BEPS rep-

resents the first substantial renovation of the international tax rules in almost a
century. It was created originally by the Organisation for Economic Co-operation
and Development (“OECD”) and endorsed by the G20 in 2013% As will be ex-
plained, one of the most difficult issues in this project is that it has to take into ac-

count the interests of both developed and developing countries.

An indication of developing countries’ struggles to attract Foreign Direct Invest-

ment may be the large and increasing tax treaty network of many of these coun-

tries”. Such treaty networks also show the intention of achieving economic devel- -

opment, integration in the global economy and the application of internationally

accepted taxation norms.* However, developing countries have to accept the ex-
isting tax treaty standards, taking into consideration developed countries’ goals,

which is something that normally offers weak protection to their tax policy neces-
sities. Frequently, the negotiation power of developing countries is not strong
enough to impose their interests®.

1 Historically, the UN has tried to make efforts to support the emerging economies. The first draft of
the OECD Convention 1963 was issued considering the developed countries’ negotiation framework
without the participation of developing countries. When the developing countries commenced to
negotiate treaties, some of these countries noticed that the model did not take into account their dif-
ferent approach to international tax law. In order to improve this, the United Nations Group of Ex-
perts on Tax Treaties between Developed and Developing Countries was established in 1968 to pro-
mote the conclusion of treaties between developing and developed countries, taking into considera-
tion their respective revenue interests (ECOSOC Resolution 1273 [XLIII] of 4 August 1967). In 2010,
this committee was renamed the Committee of Experts on International Cooperation in Tax Matters
(“Committee”).

2 The Final Report on BEPS Action 6 is called “Preventing the Granting of Treaty Benefits in Inappro-
priate Circumstances” and was released in October 2015,

3 Besides several economic and business issues are considered on the choice of a country for an invest-
ment, the tax policies on tax treaties and domestic tax system also contribute for the attraction of an
investment since in some situations the taxation can represent more than 40 % of the investment's
budget.

4 Graeme S. Cooper, ‘Preventing Tax Treaty Abuse’ in: Alexander Trepelkov/Harry Tonino/Dominika
Halka (eds.) Protecting the tax base of developing countries — United Nations Handbook on Selected
Issuies (New York: United Nations, 2015) p. 275. This book is a project carried out and published by
the United Nations to discuss the protection of tax bases of developing countries. However, the views
and interpretations expressed in this book are not necessarily those of the United Nations.

5 The distinctness of developing countries in capital-importing and net capital-exporting countries
(i.e. Brazil, Russia, India, China and South Africa — “BRICS” — and other countries with similar eco-
nomic features) reflects the effects of poverty, negotiation power, rate of economic growth and devel-
opment in tax treaty policy. The net capital-exporting countries have fast-growing economies and
more Ireaty negotiation power while capital-importing countries are generally poorer and have more
difficulties granting tax concessions and to obtain non-tax advantages in return, as financial grants.
See Pasquale Pistone, “Tax Treaties with Developing Countries: A Plea for New Allocation Rules and
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"The UN recognizes that the taxation is one of the most important i_nstruments for
developing countries to mobilize resources for investment in sustainable develop-
ment.® As the public revenues are not sufficient for the intended development, the

up between the capacity of developed and developing countries to raise p}lblic
snancial resources is highlighted. The Committee of Experts on Internatlox?al
Cooperation in Tax Matters (“UN Tax Committee”) in its mandate pays special
uttention to developing countries and it has been making efforts to protect the tax
base and to combat tax evasion and tax avoidance.

Although the OECD has tried to take into account the devel(.:i;_:ing c‘ountries’

oints of view’, it is natural that the OECD focuses on the priorities 01..6 its J‘Mem—
Eer States, which does not always reflect the developing countries’ priorities. In
general, it is common to say that the United Nations Model Convention (“UN
MC”) is considered more a source country model and the OECD Model Con-
vention (“OECD MC”) is more a “residence country” model. That is, t.hE UN
MC is desirable to host-investment countries and the OECD MC to cap1t.al-ex—
porting countries, hence reducing source country taxing %ights.'Accordmg to
Michael Lennard?®, regardless of the confusion about this dlstmctLPn and ab?ut
the interests and preferences of particular developed and developing countries,
this is a fair assessment. The benefits of granting an attractive investment c.llmate
are recognized by the UN MC. The UN MC also gives the source countries the
expectation of taxing the profits generated from investments in their territory to
finance infrastructure such as hospitals, schools and other programs for sustain-
able development®.

Tax avoidance, profit shifting and base erosion should be analyzed by taking into
consideration the main differences between developing and developed coun-
tries.'” The UN has been trying to explore the possibilities of BEPS bearing in
mind the developing countries’ commitments and necessities. The UN Tax Com-

i i " in: Mi i /Josef Schuch/Claus
a Combined Legal and Economic Approach’” in: Mlchae} Lang{Pa_squa!c{ Pistone
Stringer/Alfred Storck/Martin Zagler (eds.), Tax Treaties: Building Bridges between Law and Eco-
ics (Amsterdam: IBFD, 2010) pp. 413-415. ‘ ‘
6 Log:;éern'}repelkuvman'y ToninifDominika Halka, Profecting the tax base of a'eve:!'apmg countries
- United Nations Handbook on Selected Issues (New York: United Nations, 2015) p_. iv. o
7 The OECD recognizes the BEPS importance in supporting source country tax claa{ns. That is, nght
treaty anti-abuse clauses and the exercise of taxing rights under domestic laws contribute to restoring
source taxation. OECD, Part 1 of a Report to G20 Development Working Group on the [mpact of
BEPS in Low Income Countries 18 (July 2014) http:,“hnfww‘oecd.org!taxfpaxt-l~0E~reporl-t0-g2[)-
dwg-on-the-impact-of-beps-in-low-income-countries.pdf. .
8 C‘l‘:?ef of Il‘!terﬂ;ﬁl:lna] Tax Cooperation and Trade in the Financing for Development Office (FFDO)
of the United Nations. ‘ o _
9 Micheacl Lennard, “The purpose and Current Status of the United Nations Tax Work’, Asia Pacific
Tax Bulletin IBFD (2008) p. 25. . ) .
10 See Hugh ]. Ault/Brian ]. Arnold, "Protecting the tax base of developlr_lg countries: an overview
in: Alexander Trepelkov/Harry Tonino/Dominika Halka (eds.) Protecting the tax base.of develop-
ing countries - United Nations Handbook on Selected Issues (New York: United Nations, 2015)
p. 6.



Preventing Treaty Abuse: The United Nations' Perspective

mittee is making efforts to investigate the developing countries’ perspective to in-
clude it in the international activities of BEPS. With this in mind, they created the
Subcommittee on Base Erosion and Profit Shifting Issues for Developing Coun-
tries (“Subcommittee™).

Sounds that OECD has considered the impact of BEPS on developing countries
and how to support them so as to address the challenges they face. Currently, 14'"
developing countries with low per capita income levels directly participate in the
Committee on Fiscal Affairs and in the Working Party meetings on BEPS and two'
regional tax organizations (ATAF - African Tax Administration Forum and
CIAT - Inter-American Center of Tax Administration)'>. A new framework has
been designed by the OECD for BEPS, allowing all the interested countries and
jurisdictions to participate as BEPS Associates”. This new framework was en-
dorsed in the G20 Finance Ministers and Central Bank Governors Meeting, in
Shanghai, February 2016'. After the meeting, the participants wrote a communi-
cation (“Communiqué”) encouraging all relevant and interested non-G20 coun-
tries and jurisdictions to commit to the implementation of BEPS, on an equal

footing. They supported the fact that specific challenges faced by developing
countries in BEPS implementation should be properly addressed under this new

framework'. However, note that this decision was made after the final BEPS re-
port was published. Thus, it is questionable what decisions these countries are go-
ing to influence at this point in time.

B. Brief considerations on the differences between UN MC
and OECD MC

The initial design of UN MC and OECD MC'® was the same: to encourage invest-

ment by preventing double taxation of profits. The main difference between the
UN MC and the OECD MC regards the tax treaty negotiations that take into ac-

count whether the source country will relinquish its taxing rights. As explained
above, the UN MC tends to allocate the taxation rights to the source country
while the OECD MC tends to allocate them to the residence country.

11 A_lbania. Azerbaijan, Bangladesh, Croatia, Georgia, Jamaica, Kenya, Morocco, Nigeria, Peru, Philip-
pines, Senegal, Tunisia and Vietnam, as stated on the OECD website http://www.oecd.org/tax/devel-
oping-countries-and-beps.htm.

12 As stated on the OECD website http://www.oecd.org/tax/developing-countries-and-beps.htm.

13 On 23 February 2016, the OECD agrees on this new framework, as published on the OECD website
http:waw.necd_org_-’taxfall—i.ntcrested-counlries-and—jurisdictions-to-be-invited-to-join—glubal-ef—
forts-led-by-the-oecd-and-g20-to-close-international-tax-loopholes.htm.

14 This new framework was presented at the G20 Finance Ministers meeting in Shangai, Chi
26-27 February 2016. e

15 Available at Ministry of Finance of Peoples Republic of China website http:/fwww.mof.gov.cn/
zh_engwuxinxi!caizheng}dnwenf 201602/t20160227_1795400.html.

16 It is worth mentioning that the OECD MC and UN MC are not binding and the states can deviate
from these models.
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Regarding the economic returns from capital investment, dividends, interest,
toyalties and capital gains, they are generally gathered under the passive income
category.” Normally, the allocation of taxation rights on dividends is capped in
the state of source. Nowadays, there is a growing consensus about including ad
hoc anti-abuse clauses in tax treaties in relation to passive income. Although
there is more similarity between the bilateral tax treaties concerning capital gains,
there is a growing trend to include anti-abuse clauses and to preserve the sover-
eignty of the state of emigration of the alienator.'® Under Article 10 UN MC, the
maximum dividend withholding tax rate allowed to the source state is not set, al-
lowing the states to engage in negotiation in such affairs. In its turn, the OECD
established a maximum of 5 % for foreign direct investment dividendsand a 15 %
maximum rate for portfolio investment dividends. Generally, states following the
UN MC have higher maximum rates than under the OECD MC and they con-
sider this to be a fairer outcome for states that tend to be net capital importers
rather than exporters.”

The concept of permanent establishment (“PE”) plays an important role to deter-
mine the taxing jurisdiction and the tax base of a country. However, it is not easy
to define. Differences between national and tax treaty considerations are com-
mon. Generally, a PE can mean a tax law creation with the purpose of isolate a
stronger connection of business income to a territory abroad of the main estab-
lishment place. Consequently, the taxation on the correspondent profits should
be allocated to the territory where the business is taking place. Concerning devel-
oping countries, this instrument has been used to strengthen source country tax-
ing powers.”

The taxation rights of the source country on the business activities derived by a
resident of the other country depend on the existence of a PE and the income ex-
empted by the residence country.* The limited force of attraction* and the prohi-
bition on deducting payments in the head office-permanent establishment rela-

17 Michael Lang/Pasquale Pistone/Josef Schuch/Claus Staringer, The Impact of the OECD and UN
Model Conventions on Bilateral Tax Treaties (Cambridge: Cambridge University Press, 2012) p. 17.

18 Michael Lang/Pasquale Pistone/Josef Schuch/Claus Staringer, The Impact of the OECD and UN
Model Conventions on Bilateral Tax Treaties, p. 22-23.

19 See Michael Lennard, ‘“The UN Model Tax Convention as Compared with the OECD Model Tax
Convention — Current Points of Difference and Recent Developments’, Asia-Pacific Tax Bulletin Jan-
uary IBFD (February 2009) p. 8.

20 Michael Lang/Pasquale Pistone/Josef Schuch/Claus Staringer, The Impact of the OECD and UN
Model Conventions on Bilateral Tax Treaties, p. 13.

21 Hugh J. Ault/Brian J. Arnold, Protecting the tax base of developing countries - United Nations Hand-
book on Selected Issues, p. 16.

22 According to the IBFD International Tax Glossary, Glossary Online IBFD, accessed on 20.03.2016,
under this principle, “the income that is not derived through the permanent establishment may still
be taxed in the country where the permanent establishment is located if the income relates to sales by
the foreign enterprise in that country of goods or merchandise of the same or a similar kind as that
sold through the permanent establishment, or to other business activities carried out in that country
of the same or a similar kind as those carried out through the permanent establishment.”
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tions on services are the two exceptions in Article 7 of the bilateral treaties influ-
enced by the UN MC.»

One difference in the PE concept between the UN MC and the OECD MC re-

gards the broader notion of construction permanent establishment.** Article

5(3)(a) UN MC provides a shorter term of six months for its existence and in the

OECD Model Convention the term is twelve months. Also, Article 5(3)(b) UN

MC determines that the furnishing of services for a certain period of time in con-

nection with the same or connected projects may constitute a permanent estab-
lishment, even in the absence of a fixed place of business. Conversely, a fixed

place of business is required under the OECD MC?. Any services performed for

the same or a connected project are aggregated for purposes of counting the
number of days on which services are provided in the source country. Hence,
even the application of specific anti-avoidance rules in domestic law or tax trea-
ties requires effective information-gathering by the tax authorities of the devel-
oping country. These approaches may be useful to the arrangement behind the
Articles 5(3)(a) and 5(3)(b).%¢

Normally, developing countries do not have a concept of PE in their domestic
laws?. Thus, a critical aspect is the lack of a general direction of protecti ng source
taxation. The introduction of the PE concept in developing countries could be
positive considering the cases in which the PE is eligible for exemptions or not
taxed under domestic law and the exemption method for PE income is used by
the head office location.

Finally, both models set up two methods for the elimination of double taxation:
Article 23A (exemption method) and Article 23B (credit method). Despite devel-
oping countries, Article 23A represents the difference between the models. When
it comes to the use of the methods, there are some discussions about the effects of
the benefits or special tax concessions granted by developing countries to foreign
investors. This problem usually is exacerbated when the treasury of the capital-
exporting country, normally the residence state, takes advantage of the benefits

23 The basic difference concerning independent personal services between the models is the elimina-
tion of Article 14 by OECD since there are no significant differences concerning this concept and
business profits concept. See Michael Lang/Pasquale Pistone/Josef Schuch/Claus Staringer, The Im-
pact of the OECD and UN Model Conventions on Bilateral Tax Treaties (Cambridge: Cambridge Uni-
versity Press) p. 15.

24 Michael Lang/Pasquale Pistone/Josef Schuch/Claus Staringer, The Impact of the OECD and UN
Model Conventions on Bilateral Tax Treaties (Cambridge: Cambridge University Press) p. 13.

25  Article 5(5) of the OECD Model Convention.

26 Hugh J. Ault/Brian ]. Arnold, Protecting the tax base of developing countries - United Nations Hand-
baok on Selected Issues, p. 40.

27 BEPS is not proposing a worldwide concept for PEs. See Yariv Brauner, An Interim Evaluation,
World Tax Journal. February 2014, Journals IBFD, p.29.

28 Leonard Wagenaar, The Effect of the OECD Base Erosion and Profit Shifting Action Plan on Devel-
oping Countries, 69 Bulletin International Taxation. 2 (2015), Journals IBFD, p. 90.
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Instead of the foreign investor. The trigger for this situation was the creation o

Instead of the foreign investor. The trigger for this situati th tion of
“matching credit” and “tax sparing™®, which are important measures for tax im-
provement of some developing countries.”

Il. BEPS and UN: A developing country’s perspective

A. The importance of BEPS to developing countries’ tax
policies

lior developing countries, usually the corporate tax on inward investment has
more representativeness in relation to the total revenue when compared to devel-
oped countries. However, normally there is no advanced administrative capacity.
Hence, the increasing economic importance of those countries also increases base
erosion and profits shifting, making the reduction in source-based taxation a pri-
mary concern for developing countries in the BEPS era.

Domestic tax base protection is one of the most important problems to develop-
ing countries. A variety of payments between companies in the same multina-
tional enterprise group may improperly lead to erosion of the tax base, through
interest payments, management fees payments or payments related to intellectual
property rights.* In this regard, a sustainable source of revenues to fund domestic
expenditure is a difficult task.” Likewise, the negotiation of a treaty for develop-

29 As conceited by Professor Luis Eduardo Schoueri, “Matching credit is a mechanism whereby al-
though Source State agrees at not taxing non-residents more than some level fixed upon between the
treaty parties, Residence State agrees to grant a credit which will correspond to a fixed amount, usu-
ally higher than the maximum taxation at Source State. In other words, credit granted by Residence
State does not depend upon the amount paid to Source State; on the contrary: although Source State
is constrained by the treaty to tax up to a certain limit, Residence State’s credit is determined by the
same treaty on an independent (usually higher) level.” in Tax Sparing: A reconsideration of the re-
consideration. Tax, Law and Development. Yariv Brauner/Miranda Stewart (2013) p. 118.

30 Taxsparing is a tax credit granted normally under tax treaties by the residence country for the source
country’ tax notionally borne on certain kinds of income (IBFD International Tax Glossary, Glossary
Online IBFD).

31 A discussion took place in academia concerning the importance of tax sparing. Hugh Ault and
Brian Arnold, for instance, argue that the importance of tax sparing is sometimes exaggerated con-
sidering specific situations in which it would not be a problem, such as the exemption of profits
earned through a foreign branch by several developed countries. However, the author defends the
position that the effects of tax sparing should be analyzed considering the needs of each country and
each cross-border situation to be properly considered and, furthermore, this measure is a form to
express sovereignty of a country and it should not be considered exaggerated. For instance, in Bra-
zil, this measure can affect the taxation of interests, royalties and technical services. See Hugh J.
Ault/Brian J. Arnold, Protecting the tax base of developing countries — United Nations Handbook on
Selected Issues, p. 44.

32 Two-Part Report to G20 Developing Working Group On the Impact of BEPS in Low Income Coun-
tries, OECD (2014) p. 19.

33 Forinstance, Indonesia terminated its tax treaty with Mauritius considering that tax treaty was being
inappropriately accessed by residents of third countries. See P Baker, 'UK: Indofood International
Finances’, in M Lang, P Pistone, ] Schuch, C Staringer & A Storck (eds.), Beneficial Ownership — Recent
Trends (Amsterdam: IBFD, 2013) p. 29.
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ing countries should consider the decision to give up taxation rights originally

granted under domestic law in exchange for benefits.

The BEPS project has a special importance to developing countries considering

the limitation of circumstances in which treaties can be invoked and the source-
country tax claims reduced.’ Arguably, developing countries are more reliant on
corporate income tax than the developed countries®, which can mean that they
lean more toward erosion of the corporate tax base.*

The struggles against tax evasion have a huge importance to developing coun-
tries since tax revenues are crucial for reducing poverty and inequality and to en-

sure social justice, which plays an important role in emerging economies”. This

importance can be represented by the Zambia case of base erosion and profits
shifting in the mining sector®. Zambia is one of the most important copper ex-

porters of the world and 60.5 % of the population lives below the national pov-

erty lines™. Due to abuse of transfer pricing rules, the manipulation of prices in
trade between multinational companies in different tax jurisdictions resulted in
losses estimated at USD17.3 billion of illicit capital until 2010*. Although it is
not possible to evaluate exactly how much of this amount could efficiently in-

crease the development process, it is possible to illustrate* that the mobilization

of this amount could be enough to finance activities needed to support the

34 Graeme S, Cooper, Protecting the tax base of developing countries - United Nations Handbook on Selected

Issues (New York: United Nations 2015) p. 280.

35  See Ernesto Crivelli/Ruud De Mooij/Michael Keen, “Base Erosion, Profit Shifting and Developing
Countries” IMF Working Paper - Fiscal Affairs Department (2015). https://www.imf.org/external/

pubs/ft/wp/2015/wp15118.pdf, pp. 4-5.

36 International Monetary Fund (“IMF”) did an empirical study on how BEPS can really matter for de-
veloping countries and the conclusion was that it matters to developing countries at least as much as
for the advanced economies, and, in some situations, even more than for the OECD countries. They
considered two different types of cross-border fiscal externality (‘spillover’) in international corpo-
rate taxation. The first one is the impact of one country’s tax policy on the tax bases of other coun-
tries (base spillover), what can increase the impact on real activities and on shifting paper profits. The

other one is the strategic rate spillover, what means the impact on a country’s policy choices of tax

changes abroad, as tax competition lato sensu. See Ernesto Crivelli/Ruud De Mooij/Michael Keen,
“Base Erosion, Profit Shifting and Developing Countries” IMF Working Paper - Fiscal Affairs Depart-
ment, pp. 4-5.

37 See Tax Abuses, Poverty and Human Rights — A report of the International Bar Association’s Human

Rights Institute Task Force on Illicit Financial Flows, Poverty and Human Rights. International Bar

Association, 2013,

38  See the documentary “Stealing Africa” made by the project “Why Poverty?” available in http:/

www.whypoverty.net/video/stealing-africa/.

39 World Bank. Poverty headcount ratio at national poverty lines (% of population) in 2010, available in

http://data.worldbank.org/country/zambia.

40  See Anthony Simpasa/DegolHailu/Sebastian Levine/Roberto Julio Tibana, Capturing Mineral Reve-
nues in Zambia: Past Trends and Future Prospects. United Nations Development Programme (New

York: 2013), available at www.undp.org/extractiveindustries, p. 17.

41 See Anthony Simpasa/DegolHailu/Sebastian Levine/Roberto Julio Tibana, Capturing Mineral Reve-
nues in Zambia: Past Trends and Future Prospects. United Nations Development Programme (New
York: 2013), available at www.undp.org/extractiveindustries, p. 23.
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‘uchievement of the health targets of the former United Nations Millennium De-

velopment Goals*.

The balance between the necessity of tax administrations to protect their tax

revenues from abuse and legal certainty and taxpayers’ expectations should be
noted as an important issue in the role of the tax treaties*. However, it is diffi-
cult to achieve this balance and to provide legal certainty with anti-abuse provi-
sions™,

B. UN Questionnaire for Developing Countries about the
BEPS effect

In 2014, thirteen developing countries* and two Non-Governmental Organiza-
tions (“NGOs”)* responded to a UN Tax Committee questionnaire’” containing
ten questions about the BEPS effects in their countries. For the present contribu-
tion, some questions were selected to illustrate the general effect of BEPS for these
countries®. The answers can be summarized as follows.

Question 1: How does base erosion and profit shifting affect your country?

Countries confirmed that BEPS affected their countries specially in relation to tax
revenues and a few countries answered that they do not have a formal quantita-
tive measure of the extent of the losses in tax revenues. They also observed the
consequence of BEPS as having adverse implications for perceptions of fairness
and integrity in the tax system. Also, observations were made on how BEPS affect
voluntary compliance and improvements in creating an effective administration.
According to Carmel Peters:*

42 The former’s health goals are: goals on child (MDG4) and maternal health (MDGS5) and infectious
disease (MDG7). This amount comparison was made considering the sum of the estimated costs for
prevention and treatment of HIV/AIDS, malaria, and maternal health, and the cost of providing a
basic health care package. See Mphuka, C. (2005) The Cost of Meeting the MDGs in Zambia, Octo-
ber 2005. Lusaka: University of Zambia.

43 United Nations Model Convention, Commentary of Article 1, Paragraph 9.

44  P. Baker/T. Liao, Improper Use of Tax Treaties - The New Commentary on Article 1 and the
Amended Article 13(5), 66 Bull. Intl. Taxn. 11 (2012), Journals IBFD. p. 598.

45 Bangladesh, Brazil, Chile, China, India, Malaysia, Mexico, Singapore, Thailand, Tonga, Ghana, Leso-
tho and Zambia.

46 Christian Aid and Action Aid and Economic Justice Network and Oxfam South Africa.

47 The answers can be found in the link: www.un.org/esa/ffd/tax-committee/tc-beps.html.

48  Question 6 asked which action points the countries see as being most important and as a priority.
The most important action per country: Action 1: India and Bangladesh. Action 4: Brazil, Chile,
Ghana, Lesotho, Tonga and Zambia. Action 10: Malaysia. Action 11: China. Transfer Pricing Ac-
tions: Singapore. Countries that chose Action 6 as one of the most important: India, Bangladesh,
Chile, Mexico, Zambia.

49  The summary of the answers was published by the coordinator of the Subcommittee Carmel Peters
in Developing Countries’ Reactions to the G20 OECD Action Plan on BEPS, 69 Bull. Intl. Taxn. 6/7
(2015), Journals IBFD.
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“There was a view that the effecis of base erosion and profit shifting on the administration
of taxes means that, in practice, their tax systems are regressive, even though there is no
intention to be regressive in terms of underlying policy objectives or income tax law. Some
respondents noted that this unintended gap between tax policy objectives and results may
be hindering the development of their economies. Linked to this is a concern that develop-
ment of physical and legal infrastructures to encourage foreign investment was not re-
warded by the revenue collection from such investment. Concerns were also expressed
that the lack of sophistication in tax laws makes developing countries particularly vulner-
able. This lack of sophistication typically evidenced itself in the absence of controlled for-
eign company (CFC) rules, no general anti-avoidance rules (GAARs) and an over-reli-
ance on formalistic legal systems.”

On this question, India®, for instance, stated that usually many of the interna-
tional taxation rules were elaborated in accordance with the developed countries”
interests. India and Bangladesh argued that normally the allocation of greater tax-
ation rights is to the state of residence and there is a restriction of the source
states’ ability to enforce their sovereignty in administering the taxes allocated to
them. They believe that due to the limited ability to bargain, developing countries
and low-income countries are in an inherently vulnerable position in a treaty ne-
gotiation and because of that the UN should take a position to protect their sover-
eign taxations rights.

In its turn, Bangladesh pointed that the evasion caused by multinational enter-
prises with base erosion and profit shifting has to be compensated with the indi-
viduals’ and the domestic companies’ taxation. This is a negative aspect, consider
ing the competitive disadvantage created by have to pay disproportionally high
taxes. The same argument was pointed out by Singapore, Tonga and Zambia
which argued that the main problem of the evasion is that the profits are not
taxed in jurisdictions where the real economic activities generating these profits
took place. They pointed out that one of the causes of this was the use of artifi-
cially contrived arrangements which do not have legitimate business substance
and are conduced solely for tax avoidance.

Some countries which responded the questionnaire are members of the OECD,
such as Chile and Mexico. Chile explained that the tax authorities are facin;
problems with the complexity of international tax planning because of the lack of
GAARs, Controlled Foreign Corporation rules, limited specific anti-avoidance
measures and a formalistic legal culture. Chile is currently holding discussions in
the Congress to update anti-evasion and anti-avoidance tools. Mexico pointed
out another problem: the opportunities created by the current global interna-
tional tax system for multinational enterprises to minimize their tax burden and
the effect of it on the higher cost to ensure compliance.

50  The questionnaire and the answers for each country can be found at this link: www.un.org/esa/ffd/

tax-committee/tc-beps.html.
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China, in turn, highlighted that they do not have a system to quantify base ero-

sion effects, which they think to be very important. However, they assume the
problem to be related to tax planning and transfer pricing.

Question 8: Having considered the issues outlined in the Action Plan and the pro-

posed approaches to addressing them (including domestic legislation, bilateral trea-

ties and a possible multilateral treaty), do you believe there are other approaches to
addressing those practices that might be more effective at the policy or practical lev-
ols instead of, or alongside, such actions for your country?

Singapore argued that despite the importance of this project, the sovereignty of
each country should not be compromised. From the standpoint of the author,
Singapore responded to this question by summarizing the most important issues
ubout the implementation of BEPS, as can be noted from the transcription below:

“To facilitate implementation of the eventual BEPS rules, we also suggest that end deliv-
erables (including those on tax treaties) be developed as a set of options that countries can
consider, striking a balance between the central objective of alignment of taxation with
location of substantive activities, and catering for flexibilities for countries to calibrate
their regime accordingly and quickly bring about the implementation of BEPS rules.

- While it is important to ensure international coherence, the sovereignty of each country
should not be compromised, including the ability to determine tax rates and tax base.

- Recommendations should not adopt a “one size fits all” approach. Instead, there should
be adequate flexibility for countries to choose what meets their unique needs best. We
should not be aiming to achieve one universal tax system for the whole world - this would
undermine sovereignty and development.”

Brazil argued that a key means to reduce the negative effects on the tax base is the con-
stant improvement of risk analysis tools to identify abusive practices. China pointed

‘out the creation of a guideline on the above action plans by the UN. Chile addressed

the technical assistance by developed countries to developing countries when imple-

‘menting the actions of the plan. In its turn, Lesotho presented the same point as Chile

and added that it would be important for tax policy matters, for instance, to get a po-
litical buy-in when it comes to reducing unnecessary tax incentives. Zambia pointed

“out the necessity of implementing some of these action points in domestic law, since
the application is a challenge when these rules are not in its domestic law®".

Question 9: Having considered the issues outlined in the Action Plan, are there are
other base erosion and profit shifting issues in the broad sense that you believe may
deserve consideration by international organizations such as the United Nations
ind the OECD?

India and Ghana pointed to the digital economy and the e-commerce. Tonga

mentioned the treatment of branches profits and a cash economy. Lesotho noted

41 India, Bangladesh, Malaysia, Mexico, Ghana and Tonga responded “no” to this question,
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capital gains and defended more source taxation. The OECD member Chile sug-
gested the review of other parts of the tax models, with the aim of guaranteeing a

fair balance of taxing rights between source and residence country. China high-

lighted the importance of a GAAR implementation by developing countries and

the capacity-building in transfer pricing cases, and suggested the elaboration of a

guideline for developing countries about staffing budgets for certain types and

volume of work. In its turn, Singapore recognized the UN’s struggles to reach out

to developing countries’ standpoint. They argued that the developing countries”
participation in the project should be on equal footing and a summary of their

views will make it easier to identify their concerns.”

lll. UN Remarks on Preventing Treaty Abuse
A. Improper use of tax treaties

It is possible to say that part of the purposes of tax treaties is to prevent tax avoid-

ance and evasion. Improper use of tax treaties generally happens when an arrange-
ment is put into place to create opportunities for tax evasion and tax avoidance.
Even before the BEPS era, the UN already set forth the importance of proper

mechanisms for the application and interpretation of tax treaties and noted that
proper administrative procedures play an important role to mitigate the risks of

improper use of tax treaties.”” However, the big challenge concerning the “im-
proper” or “inappropriate” use of the treaties is the limit of what is or is not im-
proper or inappropriate.” These expressions are often used to describe a situation
where the tax treaty rules are used to create advantages which are not intended by
the contracting states. These situations can create advantages to taxpayers related

to the reduction of source-based taxation, besides the basic purpose of improving

cross-border investments.™ It can also occur when the parties’ intention is to re-
lieve taxation, i.e. through structures involving tax havens. In these cases, nor-

mally, a treaty is used to obtain benefits in circumstances not aimed by the con-

tracting states, and this can be characterized as an improper use of treaty abuse.

The UN considers treaty shopping a form of improper use of tax treaties that re-
sults in arrangements through persons who are not entitled to the benefits of the
tax treaty use other persons who are entitled to these benefits with the purpose to
access them indirectly.* Hence, this definition normally comprises the purpose

52 Brazil, Bangladesh, Malaysia, Mexico and Zambia responded “no” to this question.

53 UN Model Commentary on Article 1, paragraph 101.

54  In general, an abuse can be identified when an arrangement or a transaction is considered artificial or
uncommon and when it is characterized by the tax benefit purpose. See Michael Lang, Introduction
to the Law of Double Taxation Conventions/2™ Edition (Vienna: Linde, 2013) p. 64.

55  Hugh J. Ault/Brian ]. Arnold, Protecting The Tax Base Of Developing Countries — United Nations
Handbook On Selected Issues, p. 28.

56  UN Model Commentary on Article 1, paragraph 47.

I intention of the transaction. For instance, treaty shopping arrangements can
structured through the “direct conduit” and “stepping stone conduit” transac-
ons. The UN MC Commentary on Article 1 presents six approaches™ to prevent
the improper use of tax treaties™:

10. There are a number of different approaches used by countries to prevent and address
the improper use of tax treaties. These include:

specific legislative anti-abuse rules found in domestic law

general legislative anti-abuse rules found in domestic law

judicial doctrines that are part of domestic law

specific anti-abuse rules found in tax treaties

general anti-abuse rules in tax treaties

the inferpretation of tax treaty provisions

L

In the present analysis, each approach will be briefly described™ and the focus will
lye measures with the most impact proposed by UN MC concerning possible in-
{luences on the current BEPS debate.

B. Domestic Law Anti-Abuse Measures

: The domestic law anti-abuse measures can be categorized in three types: i) the
general anti-abuse rules (“GAARSs”), ii) the specific anti-abuse rule (“SAARs")
and iii) judicial doctrines. The UN highlights the importance of a strong inde-
pendent judicial system to ensure that anti-abuse rules are applied objectively. It
is important to retain the confidentiality of the transactions to safeguard them in
the ruling systems. In the same time, it is also important that these systems ensure
the avoidance of discretionary interpretations, considering the risk of corruption
in some countries. The mutual agreement procedure should be effective applied
to guarantee that disputes related to anti-abuse rules will be resolved in accord-
ance with the internationally accepted principles and also that the integrity of tax
treaties is preserved.” Through the Commentaries, the UN Committee recog-
nized that the application of certain anti-abuse rules may be challenging for tax
administrations, especially in developing countries. As an example, even a devel-
oped transfer pricing system can encourage the improper use of a treaty, i.e coun-
tries which have better domestic transfer pricing rules may have an advantage in
relation to the countries that have a limited expertise in the area.

Subsequently, the countries which do not have a suitable experience in combating
the improper use of treaties are normally also not used to applying GAARSs, espe-

57  Even though the UN MC and its Commentaries were elaborated before the BEPS, the UN Tax Com-
mittee’s considerations about treaty abuse on the elaboration of the UN MC and its Commentaries

are important to understand their further perspectives in a BEPS world.

UN Maodel Commentary on Article 1, paragraph 10.

See the contribution of Federico Zari Malacrida in this volume.

UN Model Commentary on Article 1, paragraph 103.
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cially where a purpose-test is involved. Some countries, especially developi
countries, may realize that the application of GAARs may introduce an unaccept:
able level of uncertainty that could hinder foreign investment in their territo y
and they can be hesitant about this approach.®!

In its turn, SAARs* in domestic law raise as main issue the possible conflict with
the tax treaty provisions (treaty override).®® The goal of a SAAR is to avoid a specific
abusive situation. They may interact with or be contrary to specific tax treaty provi-

sions and with the interpretation rule of the abusive application of the treaty.5*

Concerning judicial doctrines, there is no legal provision to govern their application
on the interpretation of the particular provisions of tax treaties. To illustrate this,
UN MC Commentary on Article 1 presents the example of a court determining
application of the domestic tax provision based on the economic substance of certa
transactions as a matter of legal interpretation. A similar approach cannot

adopted in the application of the provisions of a tax treaty to similar transaction
considering that there is no provision for it in the treaty.” The UN considers that
legislative general anti-abuse rules and judicial doctrines have a tendency to be more
effective in those situations where is clear that the intention of the transaction is to
circumvent the object and purpose of the tax treaty provisions.*

In general, the main problem with domestic law anti-abuse measures is the possi-
bility of a conflict with the provisions of a treaty.”” However, the OECD argue
that this conflict should not exist because these methods are restricted to cases of
abuse and the states do not have to grant the benefits of a tax treaty where ar-
rangements that constitute an abuse of the provisions of the convention ha
been entered into®. The concern raised by the UN on this topic is what consti-
tutes an abuse of a tax treaty.*

The OECD and UN use as a guiding principle” when analyzing whether the ben-
efits of-a treaty should be denied the verification of the transactions and arrange-

61  UN Model Commentary on Article 1, paragraph 102, 1
62 For instance, SAARs in domestic law include the controlled foreign company rules, foreign invest-

ment fund rules, thin capitalization, transfer pricing, exit taxes and dividend stripping rules. g
63 According to the OECD, treaty override is “the enactment of legislation that is intended to nullify

unilaterally the application of international treaty obligations”. OECD Model Convention 2015, An-

nex A, Tax Treaty Override, R(8)-13.
64  Philip Baker/T. Liao, ‘Improper Use of Tax Treaties — The New Commentary on Article 1 and the

Amended Article 13(5)’, 66 Bulletin International Taxation n, 11 (2012), Journals IBFD, p. 599, 71
65  UN Model Commentary on Article 1, paragraph 30. ”
66  UN Model Commentary on Article 1, paragraph 54. 73
67  UN Model Commentary on Article 1, paragraph 21. M
68  OECD Model Commentary on Article 1, paragraph 22 and 22.1. 75
69 UN Model Commentary on Article 1, paragraph 23,
70 OECD Model Commentary on Article 1, paragraph 15: “A guiding principle is that the benefits of a dou- 76

ble taxation convention should not be available where a main purpose Jor entering into certain transac-
tions or arrangements was to secure a more favourable tax position and obtaining that more favourable
treatment in these circumstances would be contrary to the object and purpose of the relevant provisions.”

cCo L e S

ments entered into. If those had as the main purpose to secure a more favorable
ux position, the more favorable tax treatment would be against the quect a.nd
purpose of the treaty.”” However, the UN Commentary included a point stating
that countries should not use the guiding principle as an argument to escape'th'elr
Ireaty obligations.” Furthermore, the UN Commentary also §aid that tl-fe gtydmg
principle should not be applied only as an attempt to explain the parties inten-
Hlon, but the basis of objective findings of facts should be considered. The criteria
1o determine whether the main purpose of a transaction is to obtain tax advan-
tuges should be grounded on an objective determination.”

:'Generally, there is no conflict with the treaty either when the domestic judif‘.ial
octrines such as business purpose, substance-over-form and sham transaction
Influence the determination of the facts on which the tax liability is based’. How-
wever, there are some specific situations in which, when a conflict appears, the
A{reaty provisions should prevail over the domestic anti-avoidance: principles..ln
these cases, it is necessary to take into account other techniques, i.e. the specific
~ unti-avoidance rule in the treaty, once the general principle states that, in a con-
lict, tax treaties prevail over domestic law.”

‘Another problem can be identified when applying these approaches to situations
Anvolving tax treaties. The two contracting states can take different views about
the same specific anti-abuse provisions in the domestic law of one of these states
und this misinterpretation can conflict with the provisions of the tax treaty. In sit-
uations of conflict between domestic law and international tax treaties, as men-
tloned, the UN considers that, in general, the application of the tax treaties’ provi-
slons must prevail, under Article 26’ of the Vienna Convention on the law of
Areaties, as established on UN MC Commentary on Article 1, paragraph””:

15. Generally, where the application of provisions of domestic law and tfle provisions of
tax treaties produces conflicting results, the provisions of tax treaties are mte::rder{l to pre-
vail. This is a logical consequence of the principle of pacta sunt servanda _which is incor-
porated in Article 26 of the 1969 Vienna Convention on the Law_of Treaties. Thus, if the
application of these rules had the effect of increasing the tax liability of a taxpayer beyond
what is allowed by a tax treaty, this would conflict with the provisions of the treaty and
these provisions should prevail under public international law.

UN Model Commentary on Article 1, paragraph 23.

UN Model Commentary on Article 1, paragraph 24.

UN Model Commentary on Article 1, paragraph 27.

OECD Model Commentary on Article 1, paragraph 22 and 22.1. _ _ )

Hugh J. Ault/Brian J. Arnold, Protecting the tax base of developing countries — United Nations Hand-
book on Selected Issues, p. 28. ) )
Vienna Convention on the law of treaties, Article 26: “PACTA SUNT SERVANDA”". Every treaty in
force is binding upon the parties to it and must be performed by them in good faith. '

Philip Baker/T. Liao, Tmproper Use of Tax Treaties - The New Commentary on :r\rm:le 1 and the
Amended Article 13(5)", 66 Bulletin International Taxation. 11 (2012), Journals IBED, p. 599.
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The UN MC Commentary on Article 1 explains that there are three arrangements
to be considered about the conflict of tax treaties: i) specific provisions should b
included in the treaty regarding the application of specific anti-abuse rules foun
in the domestic law; ii) the application of the tax treaty provision depends on the

domestic law; therefore, the application of the domestic anti-abuse law can im-
pact how the treaty provisions are applied rather than produce conflicting re-
sults”; and, iii) the proper interpretation of the tax treaty can be used to counter

the application of the provisions of the treaty in situations of abuse.

C. Tax Treaties Measures to Prevent Treaty Abuse

Tax treaty measures to prevent treaty abuse can be categorized as SAARs, GAA
and the interpretation of tax treaties itself. Some treaties include specific rules -
SAARs - aimed at denying treaty benefits in some forms identified as treaty’
abuse. For example, currently there are rules concerning the PE reference to th
agent who maintains a stock of goods for delivery purposes; alienation of share
of immovable property companies, the rule on “star-companies” and the modi-
fied version of the limited force-of-attraction rule (paragraph 1 of Article 7 found
in some treaties).* |

The UN Committee considers examples of specific arrangements helpful in deal-
ing with treaty shopping. One can note that there is a tendency to have more ¢
these provisions in treaties entered into between developing and developed coun=
tries®’. As provided for in the OECD MC, the UN MC currently includes some
SAARs, for instance, the concept of “beneficial owner™. The UN MC also pro-
vides for the “special relationship” rule, present in the interest and royalties arti-
cles, allowing tax authorities to reclassify certain payments that are not made at
arm’s length.* :

It is worth noting that the discussion noted by OECD about the relationship be:
tween SAARs and GAARs is also noted by the UN. The critical issue regard
specific anti-abuse rules mentioned by the UN in it commentaries is the possibil+.
ity of a misinterpretation of the rule. In general, the specific anti-abuse rule i§
drafted, considering a certain avoidance strategy previous identified. Another
point raised by the UN is the concern about the use of complex rules for complex

78  Asan example, Article 9 of the UN MC allows the use of domestic transfer pricing rules. 0]
79  The determination of the residence of person, for instance, depends of the meaning of some domes-
tic law concepts, such as the dividends and immovable property. \
80  UN Model Commentary on Article 1, paragraph 31. (]
81  UN Model Commentary on Article 1, paragraph 56. ] o
82  The beneficial ownership concept (present in Articles 10, 11 and 12 of the UN MC) is a concept used W7
to restrict treaty benefits entitlement to a simple agent, conduit or nominee; that is, if the recipient of
the income is not the “true owner” of the income, he is not entitled to treaty benefits.
83  Hugh J. Ault/Brian J. Arnold, Protecting the tax base of developing countries - United Nations Hand- i

book an Selected Issues, p. 29. {1

avoidance strategies®. The application of a GAAR or doctrine to other forms of
Ireaty abuse can be impaired by the specific anti-abuse provision, as is possible to
see in the UN MC Commentary on Article 1%

33. One should not, however, underestimate the risks of relying extensively on specific
treaty anti-abuse rules to deal with tax treaty avoidance strategies. (...)

Adding specific anti-abuse rules to a tax treaty could be wrongly interpreted as suggesting
that an unaccepiable avoidance sirategy that is similar to, but slightly different from, one
dealt with by a specific anti-abuse rule included in the treaty is allowed and cannot be
challenged under general anti-abuse rules.

In this respect, the UN Committee believes that the inclusion of specific anti-
ubuse rules in tax treaties does not provide the foremost comprehensive solution,
gven though this approach may be most appropriate to certain situations.®

Finally, regarding the interpretation of tax treaties, it is necessary to mention that
Article 31 of the Vienna Convention provides that treaty interpretation should
lake into account good faith and should be done in the light of the object and pur-
pose of the treaty”. The interpretation of a tax treaty, in order to verify whether
there is an improper use, should take into account the context and the object and
purpose. The interpretation should be made in good faith, as provided for in Ar-
ticle 31 of the Vienna Convention.*

IV. Impact of BEPS Action 6 on developing countries

A. General remarks on Action 6: Preventing Treaty Abuse

Action 6 of BEPS includes measures to avoid treaty abuse and treaty shopping. As
explained before, it is a difficult assignment to establish suitable concepts for treaty
provisions applicable for both contracting states. Therefore, countries agreed to in-
tlude a “minimum standard” provision in their tax treaties to counter treaty shop-
ping. However, it should take into consideration some flexibility due to each coun-
try’s specificities and the circumstances of the negotiation of the conventions.*’

There are three common intentions to be implemented: (i) a clear statement in
the tax treaty about the states’ intention to avoid creating opportunities for non-

UN Model Commentary on Article 1, paragraph 33: This is especially the case where these rules seek
to address the issue through the application of criteria that leave little room for interpretation rather
than through more flexible criteria such as the purposes of a transaction or arrangement.

UN Model Commentary on Article 1, paragraph 33.

UN Model Commentary on Article 1, paragraph 33.

Vienna Convention, Article 31(1): “A treaty shall be interpreted in good faith in accordance with the
ordinary meaning to be given to the terms of the treaty in their context and in the light of its object
and purpose.”

UN Model Commentary on Article 1, paragraph 38.

BEPS Final Report, p. 10.
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taxation or reduce taxation through tax evasion or avoidance; (ii) the specific
anti-abuse rule called Limitation of Benefits (“LOB”); and (iii) a general anti-
abuse rule based on the principal purpose of transactions or arrangements, the
Principal Purpose Test (“PPT”).*

Ary’s tax administration to handle. Commonly, a developing country is not used
10 sophisticated financing transactions like the ones covered by LOB rules. It
seems that a simplified LOB focuses on a limited number of objective criteria to
~ ensure that the taxpayer has substantial ties to the jurisdiction, besides the techni-

_ ! : 98
Moreover, Action 6 contains three sections: A, B and C. Section A contains two. i residence role.

strategies: avoiding treaty shopping’ and the implementation of domestic anti=
abuse rules. Section B of BEPS attempts to clarify that the tax treaties’ provisions
are not intended to be used to create double non-taxation or opportunities for tax
evasion and avoidance. This clarification will be provided through the reformula-
tion of the title and preamble of the Model Tax Convention.” Section C addres
the identification of the tax policy considerations before a country decides to en
into a tax treaty with another country. It should help countries to explain their de:
cisions of not entering into tax treaties with certain low or no-tax jurisdictions.”

The application of the LOB rules can be problematic in a large number of situa-
tions, i.e, when the ownership of the resident company and the business activities
ure located in different states. It is possible to understand that the LOB clause is to
‘encourage shareholdings, loans and intellectual property to be held through the
‘¢ountries where the main business activities and the shareholders are present. A
lot of conflicts can arise, since the LOB rules require that the legal structures
should objectively not be driven by tax purposes; therefore, only commercial or
legal reasons are taken into consideration.”

Usually, the goal of companies located in developing countries is to increase their

home markets:and pursue expansion abroad. However, some of these developing
‘countries' usually do not have a large treaty network and/or they have substan-
tlal source-taxing rights and, if adopted, the LOB clause can represent recourse to
the domestic law of the source countries. On the other hand, some of these coun-
Iries have high withholding taxes on services, for instance. The non-application of
i\ treaty for multinational enterprises based in countries with a limited treaty net-
work would result in a less competitive position.'

B. Limitation of Benefits Clauses and their effects

The LOB rules™ aim at restricting treaty benefits where the person claiming the
treaty benefit is technically a treaty resident but lack substantial connections with
the residence jurisdiction™. Action 6 presents two different LOB approaches,
detailed and the simplified version. In general, these two different clauses were
created because of the recent tendency to introduce general anti-avoidance rules
by contracting states®, i.e. normally, the simplified test can be used after the gen-
eral anti-avoidance rule. y

%

C. Principal Purpose Test: Introduction of a GAAR in the
Model Convention

‘One of the BEPS recommendations is the introduction of a PPT in the Model
‘Convention, which is a general anti-abuse rule. The UN Committee'”* sets forth
s an example of a general anti-abuse rule the treaty between Brazil and Israel,
‘slgned in 2002'%. In this example, it is worth noting that the states allow the com-

The necessity of a specific treaty anti-abuse rule depends on some factors, such as
the general approach of the courts regarding avoidance arrangements.” A de-
tailed LOB clause, as established by the OECD, is not easy for a developing coun=

90  BEPS.Final Report, p. 10.
91  “Treaty shopping can be described as a situation where a person resident in country A attempts (o
take advantage of country B’s treaty network through structures — primarily, establishing a subsi
ary or other entity — which are set up to fulfil the residence requirements of country B. The inco
generated in country S is channeled through the subsidiary in country B and considered as incom Hugh J. Ault/Brian J. Arnold, Protecting the tax base of developing countries - United Nations Hand-
a person resident in country B, thus enabling the person in country A to benefit from a tax treaty book on Selected Issues, p. 32.
tween country 5 and country B”. in Rita Szudoczky/Petra Koch, ‘Limitation on Benefits: “Quali U0 Leonard Wagenaar, ‘The Effect of the OECD Base Erosion and Profit Shifting Action Plan on Devel-
Person” — Article X(1) and (2) of the OECD Model’ in: Michael Lang/Pasquale Pistone/Alexan; oping Countries’, 69 Bulletin International Taxation. 2 (2015), Journals IBED, p. 89.
Rust/Josef Schuch/Claus Staringer (eds.) Base Erosion and Profits Shifting (BEPS). The Proposals to 100 For instance, Congo (Rep.), Gabon, Ghana, Iraq, Kenya, Libya, Nigeria, Peru, Saudi Arabia, Tanza-
Revise the OECD Model Convention (Vienna: Linde, 2016) p. 219 (p. 221). ! nia and Uganda. See PwC, Worldwide Tax Summaries — Corporate Taxes 2014/2015, pp. 443, 666,
92 BEPS Final Report, p. 10. 702, 880, 1053, 1150, 1459, 1537, 1730, 1950 and 2050.
93  BEPS Final Report, p. 11, 10l Leonard Wagenaar, ‘The Effect of the OECD Base Erosion and Profit Shifting Action Plan on Devel-
94 In the present study, there is an explanation about the important issues for developing countries. About oping Countries’, 69 Bulletin International Taxation. 2 (2015), Journals IBFD, p. 89.
the general concepts of Limitation of Benefits, see the contribution of Barnabas Kerekes in this volume, 102 UN Model Commentary on Article 1, paragraph 36.
95  Hugh J. Ault/Brian ]. Arnold, Protecting the tax base of developing countries - United Nations Ha 103 “A competent authority of a Contracting State may deny the benefits of this Convention to any per-
book on Selected Issues, p. 30. son, or with respect to any transaction, if in its opinion the granting of those benefits would consti-
96  Michael Lang, ‘BEPS Action 6: Introducing an Antiabuse Rule in Tax Treaties’, 74 Tax Notes Intl tute an abuse of the Convention according to its purpose. Notice of the application of this provision
WU International Taxation Research Paper 2014-09 (Vienna, 2014) p. 655. will be given by the competent authority of the Contracting State concerned to the competent au-
97  Hugh J. Ault/Brian J. Arnold, Pratecting the tax base of developing countries - United Nations Hand- thority of the other Contracting State.” in Convention between Brazil and Israel, signed on Decem-
book on Selected Issues, p. 33. ber 12, 2002, Article 25(2).
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petent authority to deny benefits to any person or transaction based on its opin
ion. The granting of the benefits may constitute an abuse of the convention a¢:

cording to its purpose.

Usually, the decision to establish a GAAR in tax treaties commences when the do:
mestic law does not make a country feel confident addressing abusive situation

or even when a GAAR does not exist. This GAAR will generally take into acco
the guiding principle'™* used by the OECD and UN to identify abusive trans

tions. The UN Committee drafted in Commentary of Article 1 of the UN MC '

suggestion of a general anti-abuse rule in tax treaties:

Benefits provided for by this Convention shall not be available where it may reasonably
be considered that a main purpose for entering into transactions or arrangements has
been to obtain these benefits and obtaining the benefits in these circumstances would be
contrary to the object and purpose of the relevant provisions of this Convention.

As can be seen, the UN considers it a reason to deny treaty benefits when
“main purpose” of the transaction was to obtain benefits against the object a
purpose of the treaty. This point can encourage an interpretation that the mea

ing of treaties’ purpose has to be the same for both contracting states; however, |

highlights the importance of a consensus about the purpose’s concept. In the

thor’s opinion, this draft has to clarify that the object and purpose of a Conven-
tion can be different for each party. In practice, it is difficult to say that a more fa-
vorable treatment determined by one state’s sovereignty is contrary to the object

and purpose of the tax treaty.

This provision, however, can be interpreted as an implicit recognition that
other approaches, such as SAARs or the exclusive interpretation of tax treati
are thus not sufficient to deal with improper uses of tax treaties and that
GAAR approach can be more useful. However, it is important to note that oc

sionally this rule can result in legal uncertainty and it can be unfavorable to in-

vestments.'%

D. Change of the Preamble: Purpose of a Treaty and
Tax Sovereignty

As explained above, Section B of BEPS recommends the reformulation of the ti-

tle and preamble of the Model Tax Convention to clarify that the tax treaties

provisions are not intended to be used to create double non-taxation or opportu-

nities for tax evasion and avoidance.'®® However, in the author’s opinion, this

104 The guiding principle remarks are in section ITLB.

105 Hugh J. Ault/Brian J. Arnold, Protecting the tax base of developing countries — United Nations Hand-

book on Selected issues, p. 29.
106 BEPS Final Report Action 6, p. 92.

Jupposed clarification is not necessary, since it does not represent the intention
of all countries and it can affect the country’s tax sovereignty to determine its
tax policy.

I practice, it is difficult to say that a more favorable treatment determined by
\one state’s sovereign is contrary to the object and purpose of the tax treaty. For
nstance, such an object and purpose can have different concepts for each one of
{he two contracting state involved'”” and some states may want the double non-
laxation.'*®

I'he original reason for the creation of tax treaties was the avoidance of a double
Juxation. Nowadays states no longer sign tax treaties only to avoid double taxa-
lon, but also for other reasons such as the protection of tax bases, exchange of in-
formation, tax policies to attract investment, etc. Hence, the general objectives of
4 convention include protection of taxpayers against double taxation with a view
|0 increasing international trade and investment.'” Therefore, it is possible to say
that countries enter into tax treaties for different reasons."*

Pragya Saksena, a member of the UN Committee, pointed out that the inclusion
of a double non-taxation provision as a treaty objective does not represent the
LIN MC objective. Few countries consider double non-taxation to be a treaty ob-
ective, even though some countries consider it undesirable. She argued that dou-
hle non-taxation does not constitute tax evasion and it may be intended or unin-
tended by the countries. It is possible that developing and developed countries
lave different tax treaty policies. For instance, developed countries can focus the
_ubjective of a treaty on the avoidance of double taxation; they may be concerned
from a solely fiscal perspective. While developing countries can consider the eq-
uitable distribution of taxing rights the main purpose of a tax treaty, this may be
for fiscal and non-fiscal considerations, as well as economic, social and political
toncerns. 't

As explained before, as capital-exporting countries, developed countries aim at the
Increase of outbound investment and the growth abroad of domestic companies.
Developing countries are usually in the position of capital importer and in this po-
yltion they normally grant incentives to inbound investment to attract foreign

107 Philip Baker/T. Liao, Improper Use of Tax Treaties — The New Commentary on Article 1 and the

Amended Article 13(5), 66 Bulletin International Taxation n. 11, p. 600.

108 See the contribution of Francisco Molina in this volume. . '

109 This position was created by the member of the Committee Pragya Saksena on Lh.? inclusion of the
Article 23A(4) in the UN MC. It was issued on 30 September 2014, for consideration at the annual
session of the Committee of Experts on International Cooperation in Tax Matters, Tenth Session,
Geneva, 27-31 October 2014, Agenda Item 3(a) viii Article 23 (Publication E!CIZDHICRR. 10) p. 2.

110 . Braun/M. Zagler, ‘An Economic Perspective on Double Tax Treaties with(in) Developing Coun-
tries’, & World Tax J. (2014), Journals IBFD, p. 244. .

111 Pragya Saksena, Committee of Experts on International Cooperation in Tax Matters, United Na-
tions: E/C/2014/CRp. 10, 30 September 2014, p. 2, paragraph 8.
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direct investment to improve the economy and the transfer of skills and technolo-
gies.""* In this case, the reasonable investor is pursuing economic efficiency and
seeking opportunities to optimize taxation.'* The taxation of income generated it
host countries is an important issue to assess the full tax treatment of foreign dir
investments. Tax incentives are commonly used by developing countries. For
stance, in a country with the residence-based principle, the investor tax credit in the
host country can be reduced or eliminated by a tax incentive like a tax holiday'*!.

11 is necessary to make clear that the intentional double non-taxation of the source
late is only the consequence of the recognition of its sovereignty. The inclusion of
his new preamble can affect the exercise of sovereignty, especially of developing
Lountries that used to introduce this kind of measure since it can affect situations
ich a country would like to adopt to give up a specific taxation purposely. More-
uver, this is not the only situation in which the double non-taxation can be inten-
Hlonal; it is worth mentioning that in some situations the double non-taxation is
pcessary to maintain the origin of transaction, for instance, for non-profit organ-
zations and for the payment of pensions the intention of double non-taxation is
ulso common. Finally, it is worth mentioning that another problem can arise in-
Volves how the definition of double non-taxation can be interpreted by the states

The granting of specific fiscal benefits is common to promote the development of
emergency economies and it can result in double non-taxation."”* An example
the case of a company resident in a developed country making a direct investment
in a developing country; it qualifies for a tax incentive in the form of a tax holiday.
The role of tax sparing is to make effective the tax given up by the developing
country, which, in the absent of the tax sparing, will be replaced by the tax im-
posed by the developed country."® The source state can decide to grant a tax in-
centive, which should be recognized as a unilateral sacrifice made by the source
state, in its own jurisdiction."” One of the problems related to this subject arising.
from BEPS is that this “sacrifice” may result in a double non-taxation. ]

e member of the UN Committee Pragya Saksena defends as an original policy
ﬂf the OECD MC the limitation of the source state’s taxing rights and preserva-
{lon of the residence state’s rights. Thus, in turn, the UN MC should guarantee
the freedom of the source state to use the allocated taxing rights limited by the
Ireaty. Fiscal sovereignty should be preserved and the UN MC should permit the

. ! . z » : 119
The new preamble of the tax treaty recommended by BEPS states that the provi- ety to follow jts own domestic law interpretation.

sions of the treaty are not intended to create double non-taxation. This could
mean that the BEPS recommendation will prevent the possibility for a country to’
introduce provisions like tax sparing in its treaties or the accomplishment
other transactions which involve intentional double non-taxation.

Lonsidering this, BEPS should recognize that tax jurisdiction and sovereignty allow
Lountries to use tax treaties with a double non-taxation purpose. BEPS implemen-
{ution should not comprise the sovereignty of each country'® and, for this reason, it
whiould be implemented as a set of options that countries can consider. In fact, the
position of a member of the UN Committee endorses the fact that UN MC should

Thus, this new implementation will hamper the treaty negotiation between coun-
3 . S ' 1ot recommend a provision that affects the sovereign taxing rights of a country.””'

tries that would like to implement tax incentives because this type of mechanism
will be outside the new purpose of the treaty. Tax treaties are instruments to allocate
taxing rights between two jurisdictions and the conclusion of a treaty is a way to
agree on the limit of a taxing jurisdiction, i.e., to recognize the exact point where the
residence state’s jurisdiction begins and the source state’s jurisdiction stops''®.

\/. Conclusion

1t is well-known that base erosion and shifting profits cause a relevant reduction
0l tax revenues for developing and developed countries. It is possible to highlight
the BEPS’ importance to developing countries since the tax revenue and tax poli-
tles have a significant impact on their investment growth and sustainable devel-
upment. Nevertheless, BEPS recommendations to prevent treaty abuse (Action 6)
~ should be critically observed by developing countries since this project was origi-
nally created in view of developed countries’ needs.
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I this respect, a first problem identified is the introduction of a detailed LOB
tlause and how the tax administration of a developing country can handle such a
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sophisticated rule. About the PPT rule, which is a GAAR, in the Model Conven-
tion, it is important to note that the UN already drafted a suggestion of a GAAR
in tax treaties in which the benefits should be denied when the main purpose of
an arrangement contradicts the object and purpose of the treaty. However, staf
may hesitate to introduce the GAAR:s if they view this approach as a discourage-
ment of foreign investment since it can create uncertainty due to the lack of con-
sensus on the interpretation of what is the purpose of a treaty.

The recommendation of a new title and preamble to the tax treaty can restrain the
tax sovereignty of states which can have the purpose to use the tax treaty to dou-
ble non-taxation in specific situations. This alleged clarification does not neces- |
sarily represent the intention of all countries and it can affect a country’s sover-
eignty to determine its own tax policy. Developing countries already have a lim-
ited ability to bargain and their treaty negotiations may be further weakened due
an improper sovereignty limitation. i

The UN is making efforts to protect the developing countries’ interests and it
should take a stronger position to protect their sovereign taxation rights in BEPS
since they are inherently vulnerable in treaty negotiations.
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