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BEPS MONITORING GROUP 

Preventing the Granting of Treaty Benefits in Inappropriate Circumstances 

This response is submitted by the BEPS Monitoring Group (BMG). The BMG is a group of 

experts on various aspects of international tax, set up by a number of civil society 

organizations which research and campaign for tax justice including the Global Alliance for 

Tax Justice, Tax Justice Network, Christian Aid, Action Aid, Oxfam, Tax Research UK. This 

response has not been approved in advance by these organisations, which do not necessarily 

accept every detail or specific point made here, but they support the work of the BMG and 

endorse its general perspectives.  

This response has been prepared by Tomas Balco and Tatiana Falcão, with comments and 

input from Jeffrey Kadet, Francis Weyzig, Sol Picciotto and other members of the Group.  

We welcome the opportunity to comment on the Discussion Draft on Preventing the Granting 

of Treaty Benefits in Inappropriate Circumstances published by the OECD on 17
th

 March 

2014, under Action 6 of the BEPS Action Plan. 

We will begin with some general comments, and then address the possible actions identified 

in the report. 

1. GENERAL 

1. 1. Model and Multilateral Treaty Provisions 

This report, like others resulting from the BEPS project, includes proposals to revise the text 

of the model Convention. We note that Action 15 envisages the preparation of a multilateral 

Convention, which would aim to avoid the lengthy delays that would be caused by 

comprehensive renegotiations of bilateral tax treaties, and ensure that the tax treaty network 

can be quickly adapted to the rapidly changing nature of the world economy. We recognize 

that it is not possible to decide what the content should be at this early stage, while the 

feasibility, form, and implications of such a convention are being investigated by the expert 

group appointed for this purpose. Nevertheless, we suggest that it is important that the other 

working parties and groups dealing with specific substantial issues, where they propose 

changes to the model treaty, should also identify whether such provisions would be 

appropriate for inclusion in the multilateral convention, and the form that they might take. 

Also, in view of the importance of achieving the widest possible implementation of standard 

provisions, it is essential that any Multilateral Convention should be open to all states to join. 

Provisions which might be included in a multilateral convention could be of two kinds. One 

would be those which should have a general applicability and should be regarded as core 

provisions of such a treaty, so that participating states would be required to accept them 

without the possibility of reservations. Others would more appropriately operate only on a 

basis of reciprocity, so that states could be permitted to choose whether to accept them, and 

they would be bound only in relation to others accepting the same obligation.  

To be clear, we recommend a twin-track approach, involving both changes to the Model to be 

implemented by states in bilateral treaties, as well as inclusion of appropriate provisions in 

the Multilateral Convention to be developed as part of the BEPS project. Proposed changes to 

the Model, especially the one proposed for a Limitation of Benefits (LoB) provision, could 

provide a workable interim solution only if the proposed clauses are broadly supported. This 

requires that the OECD discusses with a broad group of OECD and non-OECD countries 

whether the proposed model clauses will be workable for them. The OECD should formulate 

alternative options if necessary, such as a purpose test (in a separate article and covering all 
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treaty benefits). The OECD should work with many countries, preferably through the UN 

Tax Committee, to minimize the problems that could be caused by a proliferation of 

variations of the proposed standard text. 

Furthermore, this will only provide a workable solution if countries offer to include anti-

abuse clauses without strings attached, in other words, without a requirement to renegotiate 

other aspects of the treaty. This has been successfully done by the OECD for the inclusion of 

revised information exchange clauses in recent years, and that experience could provide a 

good model to build on. 

Moreover, if the OECD decides to proceed with anti-avoidance clauses in bilateral tax 

treaties as a way of addressing treaty abuse, it should be made very clear that all countries are 

expected to offer and accept anti-avoidance clauses. It would not be fair or effective if some 

countries with investor-friendly treaty networks do include anti-abuse provisions but others 

do not, since treaty shopping would still be possible via those other countries. We are 

especially concerned about non-OECD countries such as Mauritius, Hong Kong and the UAE 

which are very actively concluding treaties, including many with developing countries. 

Again, the OECD could build on the experience with information exchange, by setting a 

target for all countries, for example to include anti-abuse clauses covering all treaty benefits 

in 90% of a country’s existing treaty network before 2016, and call on its members to cancel 

tax treaties with countries that fail to meet this target. 

1. 2. A General Object and Purpose Article. 

In our view, both the OECD Model and the proposed Multilateral Convention should include 

a core provision making it clear that tax treaties aim at prevention of both double taxation and 

double non-taxation. As the Report points out, the model treaty was developed, and was 

always intended, to ensure prevention of both double taxation and tax avoidance and evasion. 

Hence, the inclusion of a provision to make this clearly explicit in the Model Convention, as 

well as in the proposed Multilateral Convention, should command wide support from states. 

This provision should take the form of a substantive article, and not simply a statement in the 

Preamble, as is proposed in para. 75 of the Discussion Draft. While statements in a treaty’s 

Preamble are indeed considered part of that treaty, as the report states (para. 76), they act as 

aids to interpretation of substantive articles. In our view it would be far preferable to include 

a substantive article in all tax treaties, stating their Object and Purpose.  

This would avoid speculation with respect to the object and purpose of a particular treaty, 

especially since many treaties fail to include the Preamble, and it is often overlooked even as 

a guide to interpretation. 

Such an article should be worded in positive terms, and not simply as a safeguard against 

abuse. We suggest the following wording (taken from the Tax Annex of the St Petersburg 

Declaration). For use in the Model Convention: 

The object and purpose of this treaty are to ensure that profits are taxed where 

economic activities occur and value is created. Any relief provided for in any such 

treaty shall not apply if the effect would be to defeat this object and purpose. 

For use in the proposed Multilateral Convention: 

The object and purpose of this treaty, and of all treaties in relation to which it is to 

take effect, are to ensure that profits are taxed where economic activities occur and 

value is created. Any relief provided for in any such treaty shall not apply if the effect 

would be to defeat this object and purpose. 
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Such wording is clear and direct, and avoids the circumlocutions involved in formulations, 

such as those proposed in the Report (para. 75). To state that the intention of the treaty is to 

eliminate double taxation, with only a caveat about abuse, gives priority to the principal 

intention. It also raises a host of potential questions about what constitutes ‘non-taxation or 

reduced taxation’, as well as ‘tax evasion or avoidance’.  

However, this could be supplemented by a more targeted Object and Purpose provision, the 

wording of which we suggest should be: 

The benefits of this Convention shall not apply to an item of income if it was the main 

purpose or one of the main purposes of the creation or assignment of the rights in 

respect of which the income is paid to take advantage of this Convention by means of 

that creation or assignment. 

It should likewise be understood that a change to the Preamble or the inclusion of an 

additional clause in the Object and Purpose segment of the Model Convention will inevitably 

give rise to a technical discussion over the object and purpose of treaties negotiated prior to 

the 2014 modification. We suggest that this be be addressed in the report of the Expert Group 

on the Multilateral Convention, to make clear that these new provisions are for purposes of 

clarification, and hence intended to apply also to earlier treaties.  

2. SPECIFIC PROPOSALS 

2.1 Limitation-on-benefits provision 

In our view a Limitation-on-benefits provision can be an effective instrument to mitigate the 

tax treaty abuse in conduit transactions. We therefore support this approach. 

We suggest the following to help successfully implement the provision: 

- in view of the limited international experience with its use and application, which is 

confined mainly to OECD countries such as the US and Japan, it is important that this 

experience is collected, analyzed and published; particularly relevant would be the 

recent experience of renegotiation of treaties by the Netherlands, including an 

understanding of why countries such as China have preferred a `main purpose’ 

provision to a detailed LoB clause; 

- the wording of the provision is, perhaps of necessity, complex and difficult to 

understand; it should if possible be simplified, and in any case properly explained in 

the Commentary; for example, explanations should be given, with examples, of what 

constitutes `active conduct of trade or business’ and `income derived from … that 

trade or business’, particularly to clarify that it does not cover income from unrelated 

business; 

- the LOB provision provides a legal framework to disallow treaty benefits; the 

Commentary must make clear that any entity claiming the benefits of a treaty must 

prove to the satisfaction of the authorities of the source country that it is in fact a 

`qualified person’ or entitled to the benefits with respect to the relevant item of 

income; this could be facilitated if states are encouraged in the Commentary to 

establish procedures for certification of `qualified person’ status, as well as for 

communicating directly with treaty partners through spontaneous supply of 

information regarding unqualified claimants, e.g. for companies which have few or no 

employees or domestic sources of income; 

- while we support the safe haven clause in para. 4, allowing tax authorities to grant 

treaty benefits in a discretionary manner if they determine that there is no treaty abuse 
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involved, to address possible abuse and undue pressure on tax authorities the OECD 

should strongly recommend that tax authorities publish a yearly overview of all 

persons/entities involved in transactions qualifying under this article (not necessarily 

the items of income or amounts); 

- point 17 invites comments on `derivative benefits’ for `equivalent beneficiaries’; in a 

LoB clause for dividends, this helps to clarify the situation in which Parent P (country 

1) invests in intermediate holding IH (country 2) that invests in turn in subsidiary S 

(country 3); a dividend paid from S to IH automatically qualifies for treaty benefits 

(under the treaty between country 2 and country 3) if a dividend from S to P qualifies 

for at least the same benefits (under the country 1-country 3 treaty); in our view, this 

is reasonable; however, this should apply only for benefits and not for royalties or 

interest; in our view, a `derivative benefits’ provision could be included, but should be 

restricted to dividends; 

- operation of this provision would become much easier as states begin to create the 

Beneficial Ownership registries called for by the G8 and G20; 

- as outlined in section 1, we recommend a twin-track approach, involving both a 

program of renegotiation of existing bilateral treaties, as well as inclusion in the 

proposed multilateral convention.  

2.2. General anti-abuse provision (New Article X, Para. 6) 

The para. 27 example assumes that the transfer of the debt obligation from TCo to RCo 

occurs after the acquisition. The Commentary should be written to make clear that planning 

at the time of the acquisition to arrange for RCo to directly acquire the debt will still result in 

possible application of proposed Paragraph 6. 

2.3 Other Specific anti-abuse provisions 

(i) Splitting-up of contracts 

It is mentioned under this topic that paragraph 18 of the Commentary on Article 5 indicates 

that the twelve month threshold in article 5 (3) has given rise to abuse, due to the splitting-up 

of one long contract into several short-term contracts.  

We believe that such arrangement could be forestalled (a) through the adoption of a model 

provision that is more in line with a reduced minimum PE threshold (of 6 months, for 

instance, as in the UN Model), and/or (b) by targeting those activities where the splitting up 

of contracts happens more frequently, as is the case of oil and gas exploitation contracts 

mentioned in paragraph 36.  

Regarding the adoption of a shorter time frame for the existence of a PE, recent research from 

the IBFD
1
 is very helpful. It shows that a substantial majority of treaties concluded in the past 

15 years provide a minimum period for a PE shorter than 12 months. The conclusion reached 

by the leading authors of the research is revealing, to say the least: 

Of these 1,116 treaties (prescribing a minimum period shorter than 12 months), 559 

(50%) were concluded between two UN countries (Group A), 485 (43%) between a 

UN and an OECD country (Group B) and 72 (32%) between two OECD countries 

(Group C). It is striking that so many OECD/OECD treaties (32%) include a 

minimum period of less than the 12 months recommended by the OECD Model. 

                                                 
1
 W. Wijnen and J. Goede, “The UN Model in Practice 1997-2013” IBFD, Bulletin for International Taxation, 

March 2014, pp. 118-146. 
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It is important to take into account:  

(1) the shift in focus, from avoidance of double taxation to anti-abuse provisions;  

(2) that countries have in fact already been prescribing a minimum period shorter than 12 

months to characterize a PE, thus granting greater taxing rights to the source country; and  

(3) that it is known that 32% of OECD countries already currently effectively apply a period 

which is inferior than 12 months for PE characterization purposes, and 43% of OECD 

member countries would be prepared to accept such a provision, in negotiation with UN 

countries.  

This context provides a good opportunity for the OECD to reconsider the 12 month minimum 

threshold, and adopt a new minimum threshold which is more in line with what both its 

member countries and states generally have in practice been negotiating. This would have the 

triple benefit of providing legal certainty, adopting the actual current practice of the large 

majority of both developed and developing countries and forestalling abusive practices of the 

kind described in paragraph 36.  

Targeting the activities where the contract splits happen most frequently as expressed under 

(b) might also be a solution. In order for the commentary to have broad application and not be 

restricted to those industry situations thought of by the policy makers in 2014, the discussion 

and any listing made should make it clear that it is only exemplary. This option has been tried 

out before, and it is known to have caused interpretative confusion upon applying the 

provision over a prolonged period of time.  

(ii) Hiring-out of Labour Cases 

No comment required. 

(iii) Transactions Intended to Avoid Dividend Characterization 

No comments required. Will be dealt with under a different Action Point. 

(iv) Dividend Transfer Transactions. 

With respect to the request for comments under paragraph 43, we recommend a minimum 

holding period of 6 months.  

(v) Transactions that Circumvent the Application of Art. 13(4) 

No comment required. 

(vi) Tie-breaker Rule for determining the treaty residence of dual-resident persons 

other than individuals. 

We support the suggested language for article 4 para. 3 and its related Commentary.  

The new suggested language would provide that residence should be established through the 

mutual agreement procedure, and that the requesting (double-resident) entity is not to be 

entitled to any treaty relief or rights until such agreement is reached. However, OECD data 

on MAP proceedings show that the average time taken is now generally over two years, and 

the number of cases is increasing more rapidly than the capacity of Competent Authorities to 

resolve them. This would disadvantage dual-resident entities not involved in treaty abuse. 

Hence we recommend that the proposed modification of article 4(3) and its accompanying 

commentaries, should be applied through the proposed multilateral treaty. This should also 

include provisions to make the MAP both more effective and more transparent. 
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2.4.1 Specific Anti-Treaty Shopping Rule in Domestic Legislation 

We were surprised that the report does not suggest a special domestic anti-avoidance rule that 

a country could add to its domestic law to target tax treaty abuse situations. Such a rule 

should be expansive in scope, recognizing the many avoidance mechanisms used, and could 

include the proposed LOB provision, though perhaps broader and simpler in language and 

application. Such an anti-avoidance rule would permit source country tax authorities to 

disallow the treaty benefits in abusive transactions. The advantage of such a measure would 

be its unilateral nature and the speed and relatively low cost of its implementation. 

Regarding the actual language for such a rule, we recommend that the Action 6 working 

group (or other appropriate group) review general anti-avoidance rules enacted by various 

countries around the world and recommend specific statutory language and explanatory 

material that represents best practice. 

2.4.2 Administrative Measures in Domestic Law 

Equally we voice our concern that the report does not propose any administrative measures, 

which could provide efficient protection from some treaty abuses. Administrative measures 

are often the easiest to introduce, especially in cases that do not require the introduction of 

specific laws and approval by the legislative bodies. Such measures can be introduced in 

some countries either by tax administration bodies or by the Ministry of Finance or other 

relevant body. 

Measures by the country of source 

The following are examples of measures that could be introduced in the country of source to 

limit and prevent tax treaty abuse: 

- Mode of Application of Tax Treaties 

- Administrative guidance on requirements that must be applied by tax agents to apply 

a tax treaty automatically; 

- Decrees regulating application of tax treaties 

Mode of Application of Tax Treaties 

Tax treaty benefits can be made applicable either automatically (with no or limited 

administrative procedures and steps) or based on a refund mechanism.  

A refund mechanism means that first the relevant tax under domestic law is levied, however 

the recipient of income is entitled to undergo an administrative scrutiny, which verifies the 

entitlement to tax treaty benefits and if this entitlement is confirmed, than the relevant tax can 

be refunded. 

While the automatic application of tax treaty benefits places a significant burden and also 

responsibility on the payer of income from the country of source, which should administer 

the application of treaty benefits, it greatly simplifies the position of the recipient of the 

income who can completely avoid interaction with the tax authorities in the country of 

source. Naturally, this mode of tax treaty application is preferred by investors. It may also be 

favoured by tax authorities since the work to confirm a taxpayer’s qualification for treaty 

benefits and the return of those benefits to the taxpayer is avoided. 

However, this mode can also multiply the risks of tax treaty abuse and places the payer of 

income into a potential confrontation with the tax authorities.  
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A refund mechanism permits the tax authorities in the country of source to carry out a high-

level or in-depth analysis of the entitlement to tax treaty benefits and shifts the burden to the 

foreign recipient of income. This procedure may also require the exchange of information 

between the competent authorities to assure and verify the tax treaty entitlement. 

On the other hand, this method may not be appreciated by the foreign counterparts due to 

administrative requirements, time and cash flow constraints, and potential exposure to 

administrative discretion without clear legal guidelines. While this method permits a 

legitimate review of the facts and circumstances to assure there is no tax treaty abuse taking 

place, this method may create corruption exposure and opportunities, which is borne out by 

experience in developing countries.  

Ways can be found to balance the interests of tax administrations in limiting tax treaty abuse 

while at the same time assuring smooth investment and trade flows, as well as in avoiding the 

potential for corruption (resulting from administrative discretion) and negative cash flow 

implications for legitimate enterprises caused by the withholding tax being applied prior to 

the refund. We recommend that there should be prescribed `best practice’ procedures and 

administrative deadlines, which would oblige the tax administration to carry out a timely 

review and refund the withheld tax within pre-set statutory time limits. 

Alternative means can be also considered, where the tax agent can carry out pre-filing 

procedures and obtain administrative approval to apply the tax treaty automatically on the 

pre-approved transactions. 

Administrative guidance on requirements that must be applied by tax agents to apply tax 

treaty automatically 

Clear “best practice” guidelines could be provided that give guidance to tax officials for the 

automatic application of tax treaties or certain simplified pre-filing or other pre-approval 

procedures. Such administrative guidance can stipulate the exact requirements and documents 

that the tax official should obtain prior to applying a tax treaty automatically, alternatively 

what are the administrative steps and required documentation to apply for a pre-approval for 

application of a tax treaty. 

Such administrative guidelines may also require tax officials to carry out a degree of due-

diligence on the recipient of the income – specifically: 

- Verifying the tax residence of the recipient 

o Obtaining the certificate of residence issued by the contracting state 

- Verifying the beneficial ownership of the income 

o This can be difficult, yet the tax official may be required to ask the relevant 

questions and ensure that adequate answers are received to assure that the tax 

treaty benefits are applicable 

- Verifying the absence of a tax treaty abuse motive 

o Similarly as in the previous point, the tax agent may be asked to carry out a 

due diligence procedure with the recipient of the income and only applying tax 

treaty benefits once assured that the recipient is entitled to them. 

Decrees regulating application of tax treaties 
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Decrees regulating the application of tax treaties are mostly issued by Ministries of Finance 

as the competent body responsible for negotiation and conclusion of tax treaties and also the 

competent authority for resolving potential tax disputes. Such decrees can specifically 

address issues related to tax treaty abuse and point out common abuse scenarios and instruct 

the tax officials not to apply tax treaties in such cases. 

While such decrees are of secondary law nature, their presence in the legal system already 

has a disciplining effect on the taxpayers, which are less likely to enter into abusive schemes, 

if they know the competent authority is aware of such behaviour and is likely to scrutinize 

such transactions. 

`Best practice’ recommendations would be very useful to many countries. 

Measures by the country of residence 

While some countries may choose to act as facilitators as well as safe harbours for 

international tax avoidance, thereby causing revenue losses to their treaty partners, other 

countries having no such facilitator intentions can have the same effect if they freely provide 

treaty resident certificates without adequate due-diligence. 

Countries of residence may minimize cases of treaty abuse by carrying out appropriate due-

diligence tests with companies seeking to obtain certificates confirming their residence for 

tax treaty purposes. Such regular procedures should go a long way to reducing illegitimate 

claims of treaty relief made to source countries. 

`Best practice’ recommendations would be very useful to many countries  

2.5 Abuse of domestic tax rules using treaties 

We also wish to point out abusive transactions which aim at eliminating withholding tax rules 

in the countries of source using the following practices, which we believe should also be 

addressed: 

- Back to Back service fees – services fees are used to erode the domestic tax base, 

since they are entitled to deduction, unless the benefit test or another test applies. 

Furthermore, the treaties are used to eliminate withholding tax at source. Since Article 

7 does not contain a beneficial ownership clause, service fees may be simply paid on 

to the recipient in non-treaty jurisdiction. 

- Agency Structures – while the agency structures are mentioned in the OECD 

commentary in respect of the dividends payments and the beneficial ownership 

concept, they are not mentioned in respect of other types of income and equally the 

treaties do not seem to contain rule that would permit the countries of source to 

disallow the treaty benefits in the situations where income like service fees is paid to 

an agent, who subsequently does not pay tax on most of the income and pays on the 

major part of the fee to a principal in non-treaty jurisdiction. 

3. Final Remarks 

We suggest that, in addition to focusing on the modification of language contained in the 

treaty provisions and in the commentaries, the OECD, while working under the G20 mandate, 

should also encourage countries to issue a reference document explaining the intended object 

and purpose of each provision in their treaties, when concluding new treaties or renegotiating 

old ones. This is currently already a practice in many OECD member states, but could be 

further developed and implemented in emerging economies, many of which are participating 

G20 countries.  
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Publishing national commentaries on tax treaties in which the object, purpose and intention of 

each specific provision is explained might also provide a very helpful anti-avoidance 

mechanism, regardless of whether modifications are made or implemented to the OECD 

model convention. They would be a secondary interpretative instrument for domestic courts, 

and help to provide greater clarity for taxpayers.  

Finally, we must point out that most if not all of these problems of treaty abuse result from 

the basic assumption that related entities under common control should in principle be treated 

as separate and independent. In our view, moving towards taxation of multinational corporate 

groups on a unitary basis is indispensable if the reforms resulting from the BEPS project are 

to meet the objective laid down by the G20 that firms should be taxed `where economic 

activities take place and value is created’. Replacing the separate entity with a unitary entity 

principle would also make it much simpler to administer treaties than the complex and 

detailed anti-abuse provisions proposed in this discussion draft. 

This does not require a radical move to a fully formulated system of unitary taxation with 

formulary apportionment based on a single formula agreed world-wide. Adoption of a unitary 

principle would allow a number of methods, just as under the current separate entity 

principle. This could include, for example, encouraging countries that are home-countries to 

MNEs to abandon their territorial and deferral based tax regimes and adopt full-inclusion 

systems. Doing so would have the same spill-over effects referred to elsewhere in BEPS 

documents concerning stronger CFC rules that would eliminate the motivation that MNEs 

have to shift profits from the countries in which they operate or to which they make sales or 

provide services. 

All the reports and other details of the BEPS Monitoring Group are 

available at http://bepsmonitoringgroup.wordpress.com/ 

http://bepsmonitoringgroup.wordpress.com/

