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1 Introduction

To encourage international trade and investment, countries oﬂcn'sig‘n
double taxation agreements (“DTAs"), one of the main purposes of which is
to prevent double taxation which can impede trade and investment. [_)ouble
taxation can for instance arise if an investor’s country or state of residence
(residence country/state) applies the residence basis of taxation to tax on
the income of the investor's foreign investments and the country or state
of investment (source country/state) applies the source basis of taxation to
tax the foreign investor’s income that is derived from that country. DT‘As
contain allocation rules that limit the taxing rights of either of the contracting
countries depending on the type of income in these circumstances.

When the flows of income from trade and investment are balanced
between the two contracting countries (which is generally the case fqr
DTAs between two capital exporting — usually developed — countries), it
often does not materially differ if each state agrees to significantly curta‘li
its source jurisdiction to tax, as its residence taxation of income sourced in
the other country is correspondingly increased. If, however, the flows of
income from trade and investment are unbalanced (which is generally the
case in DTAs between capital exporting and capital importing - usually
developing — countries), the conclusion of a DTA under which each cogn_lry
gives up some of its source jurisdiction o tax, often has the effecll of shifting
revenue from the capital importing country to the capital exporting country.

" Since developing countries are normally the net capital importers, they often
struggle to preserve their source country right to tax.

'V Thuronyi Tax Law Design and Drafting (1998) ch 185 111 B
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From the early twentieth century when the then industrialised countries
started developing international tax principles to prevent double taxation due
to growing international trade, there has been a struggle between developed
(largely capital exporters) and developing (largely capital importers) countries
to ensure favourable DTA taxing rights. This is due to the differing interests
of these countries to protect their tax bases. On the one hand, as producers of
capital, capital-exporting countries derive revenue from taxing value added at
the production stage, so they generally feel entitled to the tax revenue derived
by their residents in producing such capital. On the other hand, capital-
importing countries derive revenue from taxing the income generated by sales
activities, derived from the exploitation of the foreign invested capital within
their borders.” Thus, in any DTA negotiations, the main interest of capital-
exporting countries is lo negotiate a competitive edge for their residents
that invest in foreign countries by ensuring that they are laxed at the lowest
possible rates and that they tax the lion’s share of income derived from such
foreign investments. Conversely, capital-importing countries have an interest
1o ensure that they get their fair share of tax derived from foreign investors
since they provide the infrastructure that supports these investments,

History seems to indicate that international tax development and the
allocation of taxing rights, initially by the League of Nations (post-World War
I) and then by the Organisation for Economic Cooperation and Development
(“OECD"), favoured developed countries. The efforts of the United Nations
(*UN") to champion the case of developing countries have over the years
been hampered by under-funding and lack of strong support from developed
countries. Even the OECD’s 2013-2015 Base Erosion and Profit Shifting
(“BEPS") Project that purported to reform the international tax arena,
neglected to deal effectively with matters relating to the allocation of taxing
rights between residence and source countries. This being so, even though
it is common cause that these issues divide capital-exporting and capital-
importing countries and underpin base erosion in developing countries.

Following from this background, this article endeavours lo shed some
light on how certain treaty allocation rules favour developed (residence-
based) countries, as opposed to developing (source-based) countries. This
article explains how the treaty allocation rules that apply to the three types
of income pertinent to developing countries (interest, royalties, and service
fees) are skewed in favour of residence countries and how this affects the tax
bases of these countries. In response, source countries have devised measures
to preserve their tax bases, which, in certain respects, diverge from current
DTA principles. This development may not be conducive Lo international
trade. Flowing from the above, this article further highlights the dangers of
an international tax system that promotes the interests of developed countries
and argues for the reform of DTA principles, especially the allocation of taxing
rights, to ensure a more equitable and effective international Lax system.

AA Skaar Permanent Extablishment; Erosion of a Tax Treaty Principle (Series of International Taxation)
(1991) 88.95
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2 Background to tax treaties and allocation rules

To subject a person's income to tax, a connection or nexus must exist
between the tax jurisdiction and the income. The main bases of taxation used
in the world are the “source” and “residence” bases of taxation.” In terms
of the source basis of taxation, persons are taxed on income that originates
within the jurisdiction or geographical confines of a country, irrespective
of the taxpayer's country of residence.’ In terms of the residence basis of
taxation, residents are taxed on their worldwide income, regardless of the
source.’ Since countries use different bases of taxation, double taxation may
oceur. This could take the form of “economic” or “juridical” double taxation.
Economic double taxation occurs when two countries tax the same income
but different persons.” Juridical double taxation occurs when two countries
impose the same or comparable taxes on the same taxpayer, in respect of the
same subject matter, for identical |:rericnds..7 An example of juridical double
taxation is if one country (residence-based country) taxes its residents on
their foreign source income and the country in which the investment is made
(source-based country) taxes the same income as it is derived in that country.”
The focus of this article is on juridical double taxation.

Since double taxation can impede international trade and investment,
countrics often implement prevention measures. Some countries apply
unilateral measures contained in domestic laws that exempt foreign source
income from taxation, or they grant credits for foreign taxes paid. Where
countries have signed a double tax treaty; the treaties contain provisions
to prevent double taxation.” If the double taxation arises as a result of the
coincidence of residence and source taxation by the two contracting states
(note that double taxation can also arise where there is coincidence of
residence/residence and also source/source coincidence but these are not the

focus of this work);® DTAs employ the notion of “allocating taxing rights”
between the residence and source slates; sometimes referred to as treaty
distributive rules.

! p Meyerowitz Meyerowitz on Incame Tax (2008) para 7.1,

{ L Edwards & C Waelde Law and the Iniernet: Regulating Cyberspace (1997) 171; H Suddards
E-commerce: A Guide to the Law of Elecironic Business (1999) 259.

I L Olivier “Residence-based Taxation™ (2000) 20 SALJ 20,

¥ For example, a company taxed on its income; and yet the same income 15 also taxed when distributed to
shareholders as dividends. See BJ Amnold & M) Melntyre International Tax Primer (2002) 29.

7 R Rohatgi Basic International Taxat (2002) 12; M Hampton The Offshore Interface: Tax Havens in the
Global Econamy (1996) 12,

' Arnold & Melntyre International Tax Primer 315,

* Article 23A and B of treaties based on the OECD MTC.

Double taxation as & result of a coincidence of residence bases of taxation arises when a persan is dual

resident. For example, a natural person that is “ordinarily resident” in one country and also physically

present in another country for the required number of days in that country, Another example is where

4 company i5 incorporated in one country and yet eff 1y d in her. Article 4 of the

OECD sets out the tie-breaker rules to prevent such double taxation, See AW Oguttu “Resolving Double

Taxation: The Concept *Place of Effective Management’ Analysed from a South African Perspective”

(2008) 41 CILSA 81. Double taxation 4s a result of a coincidence of source bases of taxation arises when

more than one country assets that the same income 15 sourced in each country. Tax treaties usually specify

explicitly (using the word “shall”) or implicitly (using the word “may"™) a single-source rule for particular

categories of income. See Thuranyi Tax Law Design ch 18 s V B,
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The ru!cs for allocating taxing rights depend on the nature of the income.""
In some instances, exclusive rights to tax are allocated to one country by
1l_1e use of the words “shall be taxed only in”. In other instances, exclusive
rlg_hts to t_ax are not allocated to either of the contracting countries. but the
primary right to tax is allocated to one country and the secondary (residual)
right to another. DTAs generally award the primary taxing rights to the source
country and the secondary right to the residence country. Secondary rights are
fawarded using the words “may be taxed in". If the residence country exercises
its seandary right to tax, it is obliged to provide double taxation relief to
its rc_srdenls for foreign taxes paid to the source country, by using either a
credit method (credit for foreign taxes paid) or exemption method (exemptin,
foreign taxes paid).” e
Treafy allocation rules are not designed to impose tax. but to limit taxes that
can b.c mla‘posed by the contracting countries.”* DTAs primarily relieve double
taxation, by establishing boundaries or limitations within which domestic tax
provisions can be enforced. This is done by restricting contracting countries’
tax cla_lms in cases of over]ap"s This is created by one of the contracting
countries undertaking not to levy tax or to levy tax only to a limited extent, or
by undertaking to provide credit or exemption for foreign taxes paid. ‘
The.trcaly allocation rules for different types of income and the limitations
Lo tax 1mposec.l by the contracting countries depend on the Treaty Model used.
There are mainly two Treaty Models employed internationally for drafting
DTAs, namely, the OECD Model Tax Convention (“*OECD MTC")" and the
UN Model Tax Convention (“UN MTC”).)" The OECD MTC embodies rules
and pl:oposa!s by developed capital-exporting countries. Thus, the allocalim;
rules in treaties based on this model favour the resident’s country (capital-
exporting country’s) revenue position over capital-importing countries (as
discussed further on in the article). Treaties based on the OECD MTC tend
to ?'educe source countries’ taxes; requiring them to give up some or all
of its tax on clnirtain categories of income earned by residents of the other
treaty country.” The UN MTC, however, favours capital-importing countries
as opp{oscd to capital-exporting countries. It generally imposes fewer
reslm‘:uons on the taxing rights of source countries. For instance, it does not
contain specific limitations on withholding tax rates on dividends, interest
and royalties imposed by the source country."” ' '

L O i -
= zsn!‘l;a;:‘ & M Honibull Infernational tax: A South African perspective (20113 279,

D273,

Ar.ncld & Mclyntre International Tax Primer 105,

Oliver & Honiball International Tax 273,

OECD Model Tux Convention on Income and on Capital (2014; Condensed Version),

United Nations Mode! Tax Ci between Developed i
: en Developed and Devel e fes (2011)
:: Arnold & Mclntyre Infernational Tax Primer 109, b b
29.
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3 Historical perspective of allocation of taxing rights between
source and residence countries

The onset of the industrial revolution in the nigeteenth century saw an
increase in foreign investments by Furopean residents. The demand for raw
materials and the search for guaranteed markets and profitable investment
outlets spurred European countries such as Britain, France, Germany,
Belgium, Spain, Portugal and Italy to scramble for, partition and evcnlual!y
colonise other territories around the world such as in Africa, Asia and Latin
America from the 1870s to the 1900s.”’ Colonial power struggles, acquisition
of territories around the world and European nationalism sparked World
war 1 (1914-1918).2' The allied victors of World War I formed the “League
of Nations” at the Paris Peace Conference held on 10 January 1920.7
Industrialised countries introduced income and corporate taxes to finance
rebuilding after the War > In response, companies involved in signiﬁc?nt
international trade started crafting schemes to reduce their taxes. ;[;he ensuing
capital flight hindered countries’ efforts to finance rebuilding.” However,
countries realised that international trade could be impacted if cross-border
income was subject to tax in the country of residence and the country of
source.> The increase in international trade and the free movement of capital
necessitated a need to develop domestic tax rules and rules to prevent double
taxation.™

Industrialised nations appealed to the Financial Committee of the League
of Nations at the 1920 Brussels International Financial Conference to take
action to eliminate double taxation.”’ Resolution 12 of the Brussels Conference
referred to “ensuring the due payment by everyone of his fair share of taxes”
and Resolution 13 called for action to “prevent the flight of capital in order to
avoid taxation™”® Consequently, in 1921 the League of Nations appointed a
team of four economists” known as the “Committee of Technical Experts
on Double Taxation and Evasion™ to reporl on the economic aspects of

|

B EG Iwericbor “The Colonisation of Africa”™ (2011) Exhibitions <http: ibitio nw:_i.grp;.‘.'.' e
essay-colonizati f-africa.html> { d 23-06-2015); O Adebayo “Calanial Political Systems™ in
T Falola (ed) Colonial Africa, 1885-1939 17 {2002). )

3 M Kelly 5 Top Causes of World war 17 (undated) American History <http;americanhistory about.com/

mﬁ'wurldwwia'lplwms-of-wurld-war—l.hlm> (accessed 22-06-2015), - -

Wikipedia “League of Mations”™ (undated) Wikipedia <htlps:Mcn.wnk|p¢|.1.:.1.utg!wlk|II.engu:”uf_

Mations> (accessed 22-06-2015).

I jS Avi-Yohan Advanced Introduction to International Tax Law (2015) 3. )

3 M) Melntyre Developing Countries and International Cooperation on Jncome Tax Matters: A Historical
View (2015) 1.

 AviYohan Advanced Introduction 1o International Tax Law 3,

M JA Becerra Interpretation and Application of Tax Treaties in North America 2 ¢d (2013) ch 2 para 2.1.

1 (Ch 2 pura 2.1; Avi-Yohan Advanced Intr 1o International Tax Law 3, ) .

League of Nations Ex and Fi 1 C i “Report on Double Taxation™ (5 April 192_3.

Geneva, League of Nations) EFS 73 F 19 <hnpr..frmic.lihrary.uSyd.v:du.aufview':‘docld=!uw!xmI-mmn-

lenlsa’hrutcsl.xml&chunk,id=d.64I}e}%&lnc.|d-"(1640c396&databasc &collection=&brand -ozfed>

(accessed 25-05-2015), .

Consisting of Prof Einaudi from ltaly, Prof. Bruins from the Netherlands, Sir ] Stamp from the UK and

Prof $eligman from the USA. See Avi-Yohan A i {1 i 1o Inter | Tax Law 3.
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inlernj%lional double taxation. Their “Report on Double Taxation™, issued in
1923, referred to:

*... the ity of dealing with the questions of tax evasion and double taxation in co-ordination

with each other. 1t is highly desirable that countries should come to an agreement with a view to

ensuring that a taxpayer shall not be taxed twice on the same income by a number of different

countries, and il seems equally desirable that such intemational cooperation should prevent centain
from i ion aliogether ...

The report made recommendations on the prevention of tax evasion and
avoidance and the prevention of double taxation. With regard to double taxation,
the League of Nations published its first international Model Tax Convention
(MTC) in 1928. The MTC recognised that the prevention of double taxation
could only happen through the appropriate sharing of taxing rights between
source and residence countries. It acknowledged that appropriate sharing of
taxing rights would provide an incentive for residence and source countries
to cooperate to reduce international double taxation. This would increase
international tax equity through a reasonable compromise between the interests
of capital-exporting and capital-importing countries.*”> Under the 1928 MTC, the
competent authorities of the two contracting states accomplished the allocation
Qf taxing rights by using some form of formulary apportionment.” The primary
Jjurisdiction to tax residents was given to residence countries. 1 double taxation
arose, the taxing rights were given to the source country since the income arose
in the source counlry‘” To allocate taxing rights in respect of business income,
the 1928 MTC adopted the “‘permanent establishment” (“PE™) concept.™® The
PE concept determined that business activities of a foreign enterprise should
not be taxed by a source country unless that enterprise has a significant and
substantial economic presence in that counlry.""

In 1929, the Fiscal Committee of the League of Nations was formed to
carry oul further work on the MTC. In 1940 and 1943, this Fiscal Committee
met in Mexico City. The commitiee comprised two representatives from
developed countries (Canada and the United States of America (“USA™) and
nine representatives from developing countries (Argentina, Bolivia, Chilc,
Colombia, Ecuador, Mexico, Peru, Uruguay, and Venezuela)."” The 1928 MTC
was revised and a new draft convention (popularly known as the Mexico Draft)
was issued.” Unlike the 1928 MTC, the Mexico Draft assigned the primary
taxing rights to the source country, which favoured developing countries, It
also asserted that all business profits derived in a source country should be
taxable in that country unless the activities were “isolated and occasional” and

League of Nations E and Fi ial C ittee 28
28 (emphasis added).
Skaar Permanent Establishment 88-95.
Mclntyre Developing Countries and International Cooperation 3
Avi-Yohan Advanced Introds 1o Inter ! Tax Law 3.
This concept was applied in the 1899 first inter | tax treaty d into between Austria-Hungary
and Prussia based on judicial practice in Prussis. See Skaar Permanent Establishment 7577,
K Vogel Double Tax Conventions (1997) 280
United Nations Manual for the Negotiation of Double Tax Treaties between Developed and Developing
Countries (2003) para 57.
Becerra Interpretation and Application of Tax Treaties ch 2 para 2.3,
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if the enterprise did not have a PE in that country.”” The Mexico Draft also
allowed source countries (o tax investment income.*” It, for example, provided
that royalties derived from the right to use a patent or secrel process would be
taxable where the right is exploited."'

Thereafter, the Fiscal Committee of the League of Nations met in London
in 1945 and promulgated the London Draft.? which effectively overturned the
Mexico Draft. The London Draft required an enterprise, resident in one country,
to have a PE in another country (source country) for that other country to tax
any of its business profits. The London Draft also imposed limitations on the
taxation of investment income by source countries, and reserved taxing rights
in respect of royalties for residence countries, thus not favouring developing

countries.
In 1945, at the end of World War 11, the League of Nations was dissolved*!

and was superseded by the UN to promote international cooperation. However,
the further development of the MTC was passed on lo the Organisation for
European Economic Cooperation (“*OEEC”) (which represented all European
countries) in 1948.* In 1961, the OEEC became the OECD.* The OECD’s

main purpose was to build strong economies in its member countries.” In
1963, the OECD published its first draft MTC.* The Commentary on Article
I of the draft MTC referred to the fact that the *Commentary is intended to be
applied between member countries of the OECD”.* The final draft MTC was
published in 1977 (which was followed by revisions in 1992, 1994, 1995, 1997,
2000, 2003, 2005, 2008, 2010, 2014 and 2017).%" Although the current MTC
recognises the importance of revenue sharing between source and residence
countries, it is biased in favour of capital-exporting countries. For example,

" Melntyre Developing Countries and Imternational Cooperation 4,

' Becerra Interpretation and Application of Tax Treaties ch 2 para 2.3.

' Meclntyre Developing Countries and International Cooperation 4.

 League of Mations Fiscal Committee: Report an the Work of the Tenth Session of the Committee; held in
London from March 20th 1o 26th, 1946 (C 37 M37 1946.1LA) 8.

 Melntyre Developing Countries and International Cooperation 4

" G George The League of Nations: Fram 1929 to 1946 (1996) 25.

“ The OEEC was formed in 1948 to administer American and Canadian aid under the Marshall Plan for the
reconstruction of Europe after World War 11. See Becerra Interpretation and Application of Tax Treaties
ch2para 24

# The OECD is an international organisation that was
development and growth in its member countries. The organisation segks 1o p
development by issuing publications and statistics on varjous topics, such as competition, corporate
governance, ¢l ! . trade and jon. Through its publications, the OECD chooses the
tools of dialogue, consensus, peer review and pressure in order lo encourage economic development
and change in the market economy. Though the primary focus of the OECD is on member countries,
its additional goals of contributing to the expansion of world trade and the development of the world

affect non bers as well. See OECD “History of the OECD" (undated) OECD <htpiwww.
secd.org/document/63/0,2340,and_2649_201 1851876671 1_1_1_1.00.html> (accessed 25-05-2016).

1 Recerra Interpretation and Application of Tax Treaties ¢h 2 para 2.4,

See generally OECD Draft Dauble Taxation Convention on Income and on Capital: Report of the OECD

Fiscal commitiee (1963).

Becerra Becerra Interpretation and Applicatton of Tax Treaties ch 2

Persp of an International Tax Lawyer (1978) 5.

“© J Owens & M Bennette “OECD Model Tax Convention” (2018) OECD<hup://www.oecdobserverorg/
newsfurchwesmry.phpn’mda‘Z'FSNUECD_Mud:I_‘I'ux_(?r.\nvenliun.h‘ml) (accessed 31-08- 2016). The
BEPS Project will result into further revisions to the Model

blished m 1961 to contribute to economic

para 2.4; MB Carroll Global
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}_\rtfclc 10 (which dc:.a]s with dividends) and Article 11 (which deals with interest)
limit source countries’ taxing rights, Article 12 gives taxing rights of royalties
o rcs:depce r.?oumrics and Article 21 gives taxing rights for any other income
:1.01 .spe‘mﬁefl in the MTC, to residence countries. The MTC, in practice, cn:atcci
;:;1;::;0;; ;:.Lcspccl of source taxation which, in turn, created tax minimising
As demonstrated above, the allocation of taxing rights has for years favoured
fieve]oped countries. It was only in the Mexico Draft that developing count
interests received favourable attention, but the London Drafi reversed this lt?;
some extent. When the OECD assumed responsibility for the development of
the MTFZ, participation by developing countries smpp::d.s2 As an alternative
developing countries started advocating their own MTC under the umbrella;
of the U]j#. On 4 August 1967, the UN Economic and Social Council passed
a resolution, requesting the Secretary General to create an ad hoc workin
group of tax experts and tax administrators to formulate guidelines for lag
u:eanes between developed and developing countries.”™ In 1968 a UN Ad Hox'
Group of F.:'cpcrts on Tax Treaties (“UN Ad Hoc Group of Experts™) was s:;
up, comprising of tax experts from 20 developed and developing countries, all
aclm.g in their private capacities. In 1979, the UN Ad Hoc Group of Ex ;.rts
published a Manual for Negotiating Bilateral Tax Treaties between Dcvclop in,
and Qeveloped countries. In 1980, this culminated in the UN Model DOE.’IIJIE
Taxalim.z Corwenlion between Developed and Developing Countries™ (which
was revised in 2001 and 2014). The core of the UN MTC was however derived
fm.m the OECD MTC. This resulted in the UN MTC having some shortcomings
as it allowed foreign investors to limit their tax exposures in source counlriesgj:
However, 1]?e UN MTC differs from the OECD MTC in some respects F‘or
example, with respect to the PE concept, it grants additional taxation of business
pr.uﬁts to source countries. Article 12 allows source countries to tax royalties
with taxing limits to be determined through bilateral negotiations. Articles 10
and 11 leave the taxing limits on interest and dividends income that the source
country may levy open to treaty negotiation. Article 21 gives taxing rights over
any other income, not specified in the MTC, to the source country.” In %980 the
membership of the UN Ad Hoc Group of Experts was increased l('J 25 mcmt;cr :
10 .from eleve[upcd countries (Finland, France, Germany, Spain éwilzerlanj.
United I?mgdom (“UK™), USA, Japan, Israel and The Nelherland;) and 15 Fron':
deve!apmg rfounlries (Argentina, Brazil, China, India, Indonesia, Jamaic
Mexico, Pakistan, Russian Federation, Burkina Faso, Ghana, Egypl.‘ Momcc:?

x :\‘Iclnlyrc Developing Countries and International Cooperation 5.
3,

Ealir

UN Madel Double Taxation Convention paralg o clion, v 5 :
in light of the BEPS Pro, ] of the Introdu . Further revisions to the Model are

Mclntyre Develaping Countries und International Cooperation 6.
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E " 4
Nigeria, Cote d'Ivoire and a representative from the Palestinian Aulhorﬂz}.:d
However, due to funding limitations the UN Ad Hf’c Grgup of Experts only I e.
one week-long formal meeting annually, in addition to informal subcommittee
me[;t;:fif;a the UN’s measures to promote the inlen_:sts of developing coun:nes
over the years, the OECD MTC remained the dominant model for b:later? la;
treaties negotiated around the world. Since ihe_ OECD MTC favqurs dE\'(: ope
countries, they are generally not keen on signing treaties wflh deve! oping
countries that are based on the UN MTC, Thls.'wupieq vlmh devc]opm_g
countries’ general lack of experience and capacity in negot_:almg DTAs, ll;‘mr
general lack of a clear understanding of tax treaty pr:lnmples. ar?d ll:l_c act
that they are usually price takers, often lead to developing cpgnmes signing
treaties based on the OECD MTC, which shows the strong position of lhc'olhe;“
developed contracting state; even though the UN Mo:_iel is more protective ltl)
their interests. This partly explains why many developing countries, especuf y
those in Africa, have entered into few DTAs, as they presume that would result
i m giving up more of the revenue from source taxation. )
" &?m fdmi;!:isl[:alivc challenges and the lack of funding of the‘ UN commlltpe.
developing countries appeared to have given up on the fight tur'fa:r allocau(;ln
of taxing rights. Therefore, over the years dcvelopfad countries (undm: t i
umbrella of the OECD) took the upper hand in the d_iscourse on internationa
tax reform issues. For example, in 1998 the OECD issued a repoFl. Harmfuli
Tax Competition, which sought to address lhehharmful tax pracuc.e‘s of’l.:rot
tax-haven jurisdictions and harmful pretbrent‘mlsgax regimes, which distort
financial and investment flows among countries.” The fegort_ c(.)nﬁrms that
rich countries find it easier to pressure smaller tax ha\fen. jurisdictions to close
their harmful tax practices but do not easily accept lm.'uts pl‘acled ‘on.lh.em.la
prevent harmful tax practices that attract investments in their _]l.ll'lSdlCllOl‘!.b‘
Successive efforts by the OECD Global Forum to prevent harmful tax practices
show that the OECD focussed on improving transparency and the exc_hange og
information by tax-haven jurisdictions. This 6rlt’.x?.u!u:d in changes to Article 23 (;)2
the OECD MTC, (adopted in the UN MTC) and the development of lhc‘ 2
Model Agreement on Exchange of Information on Tax Matters which Landt:e
used to exchange information with countries that do hfave DTAs. Hf)wever, e
OECD failed to address harmful preferential tax regimes among its member
countries, which resulted in many OECD member countries enacting thes;
regimes, which the OECD is now altempting to.address through the BEP
Project.”” This skewed approach of pushing international tax reforms that protect

" Other members are Argentina, Brazil, China, Finland, Frnrnc::. Gcrm'ny. Inf‘lm_, Inflmfszklsangj\.
Jamaica, Japan, Mexico, The Netherlands, Pakistan, Russian | Spain, ‘
and a rep ive from the Palestinian Authority.

ol = o o g

M QECD Harmful Tax Practices (1998) para 75, . ‘

AW Ogutiu f{mrnau'r:uui Tax Law: Offshore Tax Avoidance in South .-I_..‘rhn(ZIJI:"} 27 i Preventin

AW Oguttu “A Critique on the Effectiveness of ‘Exchange of Information on Tax M:lltus. in : :;e u:‘_ g

Tax Avoidance and Evasion: A South African Perspective” (2014) 68 Bulletin for International Taxation,

& Melntyre Internattonal Tax Primer 122-123, _ ) . ) ]

e SEEII;GZO BE;S Project Counter Harmful Tax Practices More Effectively, Taking into Account

Transparency and Substance: Action 5 (2015) 20.
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the interests of developed countries causes one to have tempered expectations
about the OECD’s initiatives.” The fact that the UN Committee has a number
of representatives from developed countries (10 of 25) further entrenches
this perception. Although these members may be sympathetic to developing
countries, the fact that a good number of decision makers in the UN Committee
also belong to OECD member countries, meant that the UN Committee became
less influential in developing international tax reforms. OECD countries also
decreased their funding of the UN Committee; on arguments of the relevance
of its work since it largely approved the measures recommended by the OECD.

As a gesture of good will, the OECD has over the years endeavoured to
involve developing countries in its deliberations on DTAs and international
tax principles through, for example, inviting observers to some meetings, and
through inviting a select group of developing countries to comment on positions
taken by the OECD in the Commentary to its MTC. However, these measures
have not effectively enabled developing countries to influence the core decisions
of the OECD on international tax matters.”* A primary inhibitor is the fact that
changes (to the OECD MTC) require consensus of OECD member countries.
Certain member countries have been unwilling to change certain aspects of the
OECD MTC as it could hamper their competitiveness, and reduce their ability
to attract capital from other countries even if this meant their residents were
avoiding taxes in other countries.” The OECD requires uniformity in the way
international tax principles are applied and since many of its member countries
have been reluctant to effect changes, it often takes decades for changes to
be effected in the DTAs themselves. Relatively less controversial changes are
often effected through its Commentary but more substantive issues such as
the allocation of taxing rights between residence and source countries which
require changes to the OECD MTC itself,® have largely been left unattended
for decades.

Nevertheless, the last decade has seen a steady increase in the training
of revenue officials in developing countries on DTAs and international tax
principles and the improvement of treaty negotiating capacity. There has also
been an increase in research and civil society outery against the negative
implications of the treaties signed by African countries.”” For example, in
October 2014, the Tax Justice Network instituted a case in the Kenya High
Court (undecided and unreported at the time of writing this article) against the
Kenyan government and Kenyan Revenue Authority® for signing a DTA with

M Herzfeld “News Analysis: Political Reality Catches Up With BEPS” Tax Analysis 3 February 2014,
) Melatyre Developing Countries and International Cooperation 6,

(5] 6

“ 6

"' M Hearson “Tux treatics in Sub-Saharan Africa: A critical review™ (23-11-2015) Tax Jusrice Nevwork 1
<https://marti dpress,com/2015/11/23/tax-treaties-in-sub-sah frica-a-critical-review/>

(nccessed 18-02-2016).

J Martin “TIN Africa’s challenge to “loophole-ridden: Kenya-Mauritius tax agreement to be heard

i Kenya High Court MNE Tax" (12-11-2015) Multinational Tax and Transfer Pricing News <http:/
com/tjn-africa ri-challenge-to-| idden-kenya-mauritius-tax-agreement-moves-

forward-11832> (accessed 29-02-2016); E Odari “Tax Drainage: Kenya/Mauritius DTA and its potential

impact on tax base erosion in Kenya" (2015) Tax Justice Network-Africa “www. lixjusticealiica

net/fsmd_process_download=1&download_id=2214> (accessed 28-11-2016),




14 STELL LR 2018 2

Mauritius that limited taxing rights for Kenya, such as low withholding tax
rates.” A number of countries have also taken measures 1o review their DTA
policies and some of them have taken bold steps to lerminate or renegotiate
their tax treaties with unfavourable taxing rights. For example, in June 2013
Malawi terminated its 1969 colonial treaty with the UK. Northern Ireland, and
the Netherlands.”” and entered into a new treaty with the Netherlands in 2014
with more favourable terms.” In 2013, Rwanda re-negotiated its 2001 DTA with
Mauritius, in terms of which all the withholding taxes were al a zero rate, giving
taxing rights to Mauritius.” Zambia is currently re-negotiating several of its
colonial era treaties that were negotiated on poor terms.” In 2015, South Affica
renegotiated its 1997 DTA with Mauritius to address the various treaty abuse
loopholes in the previous DTA." In 2014, Uganda announced the suspension of
all of its DTA negotiations pending a review into the treaty terms that it should
seek in such negoliatiuns.’

The last decade has also seen a revival of momentum in building up a
united front to reinforce the UN Committee’s role in championing the cause of
developing countries. At the March 2002 Monterrey International Conference on
Financing for Developmcnl.,?(’ developing countries called for the strengthening
of international tax cooperation through enhanced dialogue among tax
authorities, and special attention to be given to the needs of developing and
transitional countries. Consequently, in November 2004, the Economic and
Social Council of the UN elevated the UN Ad Hoc Group of Experts to the status
of a permanent UN Committee. The hope was that this would increase the voice
of developing countries in international forums dealing with tax issues.’" In the
Outcome Document of the UN's Third [nternational Conference on Financing

“ Note that the treaty sets the rate for interest at 10% (the domestic tax rate is between |5% and 25%) but
Article 11 of treaties based on the OECD MTC also limit the interest rate to 10%; for royaltics the treaty
rate is 10% (the domestic rate is 20%) however Artiele 12 of treaties based on the OECD MTC does not
permil source countries to tax royalties; for dividends the treaty rate is 5% or 10% depending on the
shareholding (the domestic rate is 10%). Artcle 10 of treaties based on the OECD MTC limits the rate to
504 or 25 % depending on the sharcholding. Sec A Abdullatiff “Kenya — Mauritius DTA ratified by the
Republic of Kenya™ (undated) Axis chnp:r.'www.axis.mn.lfuplo:ulsmT!\-%ZIJMnu.litius%zu&%an:nya.
pdf= (accessed 04-03-2016).

™ Muyltinational Tax and Transfer Pricing News “Netherlands renegotisies tax treaties with developing

nations to add anti-abuse clause” (23-06-2015) MNE Tax <http: om/ B
ti I hana-keny bia-to-add-antiat lause-hopes-add-clause-23 ies-9530>

Pl
(accessed 18-02-2016).

IMF “Spillovers in International Corporate Taxation” (2014) IMF 28 =www.imforg/external/np/pp/
eng/2014/050914.pdf> (accessed 15-06-2016).

T The East African “Rwanda-Mauritius tax trealy renegotiated” (undated) Africa Money <hup:/
africamoney.info/rwanda-mauritius-tax-treaty 0 d-loopholes-closed/> (accessed 22-02-2016).
Hearson “Tax treatics in Sub-Saharan Africa: A critical review™ (23-11-2015) Tax Justice Network 1.
Media Release: New South African and Mauritius double taxatien Treaty Enters in Farce GN4TL in
(G 38862 of 17-06-2015.

Lady “Govt suspends double taxation pacts” Daily Monitor (6 June 2014); Hearson “Tax treaties in
Sub-Saharan Africa: A critical review™ (23-11-2015) Tax Jusrice Network 1, Anonymous “Latest Treaty
Updates:  Uganda”  (10-D6-2014) TreatyPro.com ﬂhltp:#www.treulypro.uommcali:s__by_cuunuy!
uganda.asp> (accessed 18-02-2016).

The International Confi on Fi mg for Devel was held from 18-22 March 2002 in

4

Monterrey, Mexico.
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for Development held in Addis Ababa in 2015, world leaders welcomed the
?vork of tl:Je UN Committee and decided to enhance its resources to strengthen
its effecu\rem?ss and operational capacity. To that end, they increased the
frcqu_ency of its meetings to two sessions per annum, with a duration of four
working days each. UN member states were urged to support the Committee
through a voluntary trust fund, to enable the Committee to fulfil its mandate
and support the increased participation of developing country experts at
subcommittee meetings.”” However, developed countries vehemently rejected
proposa_lls by developing countries (led by South Africa) to upgrade lhje UN
Comm_:r.tee to a global intergovernmental tax body.™ Nevertheless, developin

countries seem to not have given up on this drive, and it is expecl‘ed that Fheg

will, at the o i i : i
iy pportune time, revive the call for a global inter-governmental tax

4 OECD BEPS’s agenda: The failure to i
: address the allocatio
taxing rights between residence and source states net

In the al_lermalh of the 2007/2008 global financial crisis, renewed concerns
{aboul multinational enterprises (“MNEs”) not paying lhci; fair share of ta .
in lpe countries they transact in, arose.” Asa result, at the 2012 G20 summin:?‘g
national l(?aders explicitly declared the need to prevent BEPS; which involv;: ;
tax planning strategies (mainly by MNEs) to exploit gaps ;;nd mismalches
in iax‘ ru}es by artificially shifting profits to low or no-tax locations wh .
icre is ‘lltlle or no economic activity.” BEPS is encouraged by the fact tf\n:
mlemauo.nally tax rules are still grounded in an cconomicyenvironm i
characterised by a lower degree of economic integration across borders :;1[:
laws that have not kept pace with the activities of global taxpay(.:rs m

Eyran though previous international tax reform measures that lresulled 1
revisions to MTCs over the years have been effective in preventing doublg
laxalltmn, they have not been very effective in preventing international tax
a\foldance and tax evasion. Previous international tax reform measures also
did not adequately deal with the fact that the interaction of domestic tax
systems can result in double non-taxation altogether.* Many international ta
concepts “were built on the assumption that one country would forgo laxalioz

United Nations General A bly “O D

Ji . f the Third | i B
Syt : .o ! nternational Conference on
4 pm s Ababa Action Agenda” UN Doc A/RES/6%/313 (17 August 2015) para

Para 23.
Muchhala & S “Third Confi Fi i
. Zup on [ g for Develof : Qutcomes d 1 i
;{:'hsul‘r;::?:rrn}esmall tax body or new financial commitments” (16-07-2015) <www.acdhrs ur;,a" /
- -Article-15-july-15-AA-lnaction-Agenda-adopted- | .p> Y o
Christian Aid Death and Taxes: The Tr T i
rue Toll of Tax Dodging (2008) 2123, i
5 : 9. diax i i ) 21-23; Tax Justice Network *
a.wm an:l Flnmn?ul (.fl‘llslb (undated) Tax Justice Network <hip://www.taxjustice.net/to cics:;' e
:f::}&..:k _I l-crisis/= (; d 31-08-2016), I - =
2 aders’ Declaration Los Cabos Mexico (2012 'htl '
2012) <hutp:/ig2 i e i
;:%m_[:‘wlamiun_zmz.pdb Pl m-o{u .zu|j4; pr/ig20mexico.org/images/stonies/temp/Gi20_
ACD “About BEPS and the inclusive fi (g i iCD <
be?sqbom-hlm: et pllimmit ramework”™ (unduted) OECD <http:/iwww.oecd.org/tax/beps/
OECD Action P.Iun on Base Erosion and Profit Shifting (2013) 47
OECD Addressing Base Erosion and Profit Shifting (2013) 5
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because another country would be imposing tax. In thg m(?d:r:]n efil?:;)l,
economy, this assumption is not always c;rrc‘t‘:;; as tax planning sche
esult i s ending up untaxed anywhere™, ‘ )
r“:illl}?cpl:ggisl of lhge (520, in February 2013, the (JE?D :ssuec:l als go;::
Action Plan to address BEPS." The Action Plan arhculale:s t (‘i: neensurc
reform noting that “new international slapdards mu':;l be deISIgn;:} :)e ;‘ R
the coherence of corporate income taxation at the lnlcrnallorsla hef ? ‘;Du[d
2015, the OECD issued a package of measures Lo addr_cs:s‘ BEPS w :c o
ensure that profits are taxed whcn: lhg ecm:o:in;g: ;;;;112?; hgizni:i I::igm o
{ d and where value is created. ! ,0
\p::f[lj ::ZE:S:TIT:L the OECD would addresg the queslioq of t‘sm'-J a]lc(:rti:u‘t})]:;
of taxing rights. However, the OECD made it clear tha‘u‘ .:l \.vas h_e-i o
scope of the BEPS Project to addr.ess fundan.‘lenzq;]ll issues l\:rll]:.e g
capital-exporting and capital-importing countries. Alllwlug 259
must be commended for formulating to address ‘BEPS in only t\\;]o y::h 1‘5.; o
addressing the fundamental issue of fair allocation of taxing rig ts tha 13 -
the centre of diverging interests of developed and developing countries,
ity missed. . S
QPPA(::;?)tigti the OECD acknowledges that the ruies_ all'l;lic(.i .al égg]gf:};cgl
double taxation have also facilitated double non-taxation,” its B 3 (q]uch
does not review all treaty rules designed to prevent d.OI.E‘J.lc la:;auctl) ; n o
as those that allocate taxing rights), whicl:l may also tactluatc? ouh .eh e
taxation. The only rules that could result in doub?e non~la:fum.:m “:1 1:e e
OECD reviewed are those that relate to d:l_al rfs,il::tu-?:r::;Z (:; r:m) 5
ing countries apply residence taxation o ' . .
fl"?gul:tg:::dg, Article 4(3)p£f);he OECD MTC (WI:IiCh p.rcvwmihr pr('w::idictliwi,:
a dual resident entity would be considered reaa’idgglt in t!’lc ?l;te lfplhe s
has its place of effective managedme_.m ‘{;P(:E‘,ll\g i)ersl;z: ({1’? T}i l(;)gc[) R
i in the 2 .
ﬁﬁzlzn:izs?g;ﬁziscb:g?ull;f)?:].gffrhe competent authorities of the cgntraclmg
countries will endeavour, through mgtua] agre'emcm. to dcl;rn;):ci;; ]\\:hﬁﬁ
such person will be deemed to be resident, having rega:fi to 1;:: b‘em;e £
place where it is incorporated, and other .reicvam faclor.s. “g; t cﬁalls se
such agreement, the person will not be entitled to any treaty benefits. S
In Action 6 of the BEPS Report, the OECD points out some trefu.:.rl a il
schemes that can result from inappropriate _al_locanon of iax:r;lg rl‘g Ils,take
example is where taxpayers get involved ‘in.d:wdet}d lra:?sfers{;: ?r?;: SECD
advantage of withholding tax rates on dividends in Article 10 o

"4y,

¥ 7and47.

#as;

7-8.

L - . . I i-
ey E)sl:it'lm’(.izu Base Ervasion and Profit Shifting Project: Information Brief (2014 Deliverables)
" See gencrally Oguttu (2008) CILSA B0-104.

i) 1 3 ] ] fate Circumstances:
' OECDIG20 BEPS Project Preventing the Granting of Treaty Benefits in Inappropria

Actian 6 (2015) para 47,
" Para 48
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MTC. A taxpayer entitled to the 15% portfolio rate of Article 10(2)(b) may
seek to obtain the 5% direct dividend rate of Article 10(2)(a). They can do
this by arranging for a lemporary increase in shareholding, for example by
taking up additional shares in the company in the source state (amounting
Lo 25%), shortly before a dividend declaration (in respect of ordinary shares)
and redeem the shares shortly after the dividend declaration. The concern is
that Article 10(2)(a) does not require the company receiving the dividends to
have owned at least 25% of the capital for a certain period before the date of
the distribution. This may encourage abuse of this provision, for example,
where a company with a holding of less than 25% has, shortly before the
dividends become payable, increased its holding primarily for the purpose of
securing the benefits of the provision, or where the qualifying holding was
arranged primarily in order to obtain the reduction.” In Action 6, the OECD
recommends that a minimum shareholding period before the distribution of
the profits will be included in Article 10(2)(a). Additional anti-abuse rules
will also be included in Article 10 to deal with cases where intermediaries are
established in the source country to take advantage of the treaty provisions
that lower the source taxation of dividends,*

The OECD arguably may only have dealt with the “tip of the iceberg” in
addressing the underlying problems of these tax avoidance schemes and the
ensuing double non-taxation, namely the inappropriate allocation of taxing
rights between residence and source countries. The OECD chose to focus
on addressing the treaty BEPS concerns by recommending the use of anti-
treaty abuse provisions’ and strengthening existing anti-tax avoidance
provisions. However, MNEs have abused the existing laws, making them
largely ineffective. The OECD failed to ack nowledge that the BEPS concerns
faced by capital-exporting countries might not be the same as those faced
by capital-importing countries. This one-sided approach of addressing BEPS
by patching up (or strengthening) current anti-avoidance legislation (that
some capital-importing countries do not have or do not have the capacity to
implement) is not the only solution to addressing global BEPS concerns,

For most developing capital-importing countries, their treaty BEPS
concerns do not only arise due to a lack of anti-avoidance provisions but also
because the DTAs they have signed confer inappropriate taxing rights (like
low or zero withholding tax rates) which MNEs take advantage of - a matter
that anti-avoidance provisions cannot address but that must be addressed
by revising the treaty allocation rules. By failing to re-examine the basic
principles of allocating taxing rights in tax treaties, the OECD seems to have
missed an opportunity to evaluate the whole tax system and to deal with the
root of the problems inherent in international tax systems. This implies that the
interests of developing countries, as has historically been the case, are again
not addressed and so these countries will be unlikely to fully benefit from the

OECD’s proposed reforms. The underlying BEPS concerns of many developed

* Para3s,
* Para 37.
7 Para 11,
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countries have centred around how they can preserve the competitiveness of
their economies and tax advantages. Indeed, the BEPS Project was marred
by the reluctance among OECD member countries that wish to protect their
own national interests thus failing to address international tax issues head on.
Some BEPS action items that started off strong were significantly watered
down due to a lack of consensus on how to w?roceed, when the taxing rights of
certain OECD members were threatened.” While these developed countries
were busy ensuring that their interests were protected in the new international
lax regime, the historical fundamental interests of developing countries were

excluded.

5 OECD BEPS Project: Will the inclusion of developing
countries in international tax cooperation resuit in protection

of developing country interests?

The OECD’s work on BEPS was carried out by 44 countries on an equal
footing: all OECD members and the BEPS Associates (8-non-OECD G20
and OECD accession countries: Argentina, Brazil, China, Colombia, India,
Indonesia, Latvia, Russia, Saudi Arabia and South Africa)‘w The parties
reached consensus on solutions to eliminate BEPS. The 2013 OECD BEPS
Action Plan notes, however, that international consensus on addressing BEPS
would require incorporating the perspectives of developing countries.
Nevertheless, a number of Non-Governmental Organisations (*NGOs”) and
actors in developing countries argued that the initial BEPS 15 Point Action
Plan was driven by the interests of developed countries and failed to take
into account the interests of developing countries. The BEPS action agenda
was criticised for having been set by only a few countries thus reinforcing
a system that exacerbates global inequality.”’ The OECD’s initial regional
consultations with developing countries were also criticised for only serving
as orientation to a pre-existing plan, and not representing equal global
participation in the formulation of reforms.

" M Cadesky, R Rinninsland & K Lobo The U5 View on BEPS paper presented at the AOTCA 2014

Conference on October 2014 lable at <htip://publ uchelaw.com/pdfs/2014-10/US_View_On_
BEPS_AOTCA.pdf> (accessed 18-07-2016). With respect to Action 1 on the digital economy, the USA
*is bly a main ic beneficiary of e-Ci . with a large number of major companies

(Amazon, Google, Microsoft, Apple) being U.S. corporations. Instead of limiting the tax planning
opportunities in the e-Commerce world, the U.S. may be more concerned with preve ating the exportation
of LS. corporations out of the US ... Although .S, corporations engaged in e-Commerce activities have
been able to benefit from international tax planning, this is perhaps of less significance to the U8, than
it might be for other countries given the dominance of certain U.S. corporations within this indusiry. The
11.S. Government's main goal is to prevent other countrics from taxing what it views as “ils” tax base
through BEPS"™,
¥ OECDIG20 “BEPS Project: Information Briel — 2014 Deliverables™ (2014) QECD 4 <hutp:/www.oecd.
orgletp/beps-2014-deliverables-informati n-brief.pdf> (accessed 17-05-2016).
180 SECD Action Plan on Base erosion and profit shifting 25.
1 francophone LIC Finance Ministers Network Press Note, LIC Ministers Demand Their Fair Share of
Global Tax Revenues, 9 October 2014 (Francophone LICs “require a more fundamental reform of the
international tax system in order to get their fair share of global tax revenues .. current G20/0ECD
against tax avoid and evasion are not tackling the key practices which most reduce LIC
revenues ... The cause of these problems is the lack of decision making power for LICs in global tax
discussions. Consultation by the IMF and OECD cannot be sufficient: LICs need an equal seat at the

table™).
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po;l;'t:cinOEC[}){does h?wever assert that its “BEPS project marks a turning
e history of international co-operation on taxation™'™ Afi
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interests of de\" opin ntru Xdl
8 el g cou es. E mplﬂ-

. W . S—
hen developing countries raised concerns about the transfer pricing of

commodities (which were initially n
ot on th; 5

was co-opled into Action 10. : #EER et
‘l:r; ack_nowledgmg thatdeveloping countries face particular administrative

pacity challenges to address BEPS matters ably, the OECD commitied
!o s;pporl Fleveloping country revenue authorities,'” It pledged lo':ls::?sl
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organisations to address BEPS issues."’ T’:]e GZOdm(.:tr;:cr;sl i{(:}(:}mfg:ll-tltni ;
ical steps t regional tax adminis
to take practical steps to suppor : s s
i i i the international tax age
in fulfilling their role as a bridge bctwee.n . B S apancs
i : ies ilitating capacity building g

and developing economies by faci apecity vl 3
providing financial or in-kind support and participating in an advisory or
knowledge-sharing capacity. o _ _
T?le GZOgalsu called on international organisations l? \tork with regmril:zl
tax administration forums to create practical “looll.::ls for ltg;-scaﬁz::l ui
developing countries, to assist them in implcfnen{mg the B s
Plan. The toolkits are essentially a side project mtcr?dcd to prios B
action items that have the greatest impact for developing cc?nonélies.
For example, in October 2015, the G20 Dev:allppmcnl Work:.ng rflu[;

ublished its final “Toolkit for Tax incentives”™. - Ahlhough. la)f mmr:mn..rcn
Erc not part of the BEPS agenda, un-strategic tax tncenlm?? o omlﬁ
investors are a major harmful tax pmct?ce lh;.at lead to a ra:;; losscg
bottom™ for developing countries. Tax mcenl‘lves were not a l;id =
by Action 5 that deals with harmful tax practices but was relega
toolkits for developing countries.

In the 2-year deliberations on BEPS (2013-2015), developing coun}:rles
were invited to express their views on the Action ltecll'ns lieie.vanl lgu:“::;;
ed in 2015, developing c¢
When the final reports were releas ‘ ( I soutins
: stablishment of a more inclusive framewor : .
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lo participate in the new inclusive framewo I
waI: hcld[:rl June 2016 in Kyoto, Japan where the OECD reiterated that the
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' The G-20 Development Working Group by the IMF, OECD, UN and World Bank Options for Low Income
::n:n:;ws' Effective and Efficient Use of Tax Incentives for h; E’sﬂm’n{ (2015).
" OECD Action Plan on Base Erosion and Profit Shifting para T A A,
' OECD/20 BEPS Project Addressing the Tax Challenges of the Digital Economy:
: 4 : : Shifring para 30,
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meeting marked a new era in international tax cooperation."” The meeting
Was attended by representatives from 82 countries'™® that pushed for ongoing

varying levels of development, came together on an “equal footing™ in
the OECD’s Committee on Fiscal Affairs, 10 inaugurate the new inclusive
framework on BEPS implementation. Many developing countries have joined
the inclusive framework. As at 30 June 2016, the African countries that are
part of the 82 members of the Inclusive Framework on BEPS were: Burkina
Faso, Cameroon, Congo, Democratic Republic of the Congo, Egypt, Eritrea.
Gabon, Kenya, Liberia, Nigeria, Senegal, Sierra Leone and South Africa,
A group of other countries attended the Kyoto meeting as invitees to the
inclusive framework, while they considered whether or not to commit to the
implementation of the BEPS Package, The invitee countries from Africa were:
Cote d’lvoire, Guinea-Bissau, Madagascar, Mauritius, Mauritan 1a, Togo and
Zambia. Pascal Saint-Amans, the director of the OECD Centre for Tax Policy
and Administration, stated that “today we launch a new era in international
tax™ and affirmed that “through their participation in the dccision-making

International organisations are also involved as Observers in the inclusive
framework. This allows for a more coordinated and largeted capacity building
in implementing the BEPS outcomes. In April 2016, the International
Monetary Fund (“IMF™), the OECD, the UN and the World Bank Group
announced the details of their joint effort to intensify their cooperation on
tax issues. These organisations launched the “Platform for Collaboration

" OECD “First meeting of the new inclusive framework 1o tackle Base Erosion and Profif Shifting

marks a new era in intérnational tax co-operation” (undated) OECDH --hup;#www.wcd_orgfmx!hnmv‘
first ting-of-th incl fr k-to-tackle-ba i d-profit-shifting-marks-a-new-
era-in-inter It i ion htme d 10-10-2016),

) The 82 members of the Inclusive Framework on BEPS as of 30 June 2006 are: Atgenting, Aruba, Australia,
Austria, Bangladesh, Belgium, Benin, Brazil, Brunei Darussalam, Bulgaria, Burkina Faso, Cameroon,
Canada, Chile, China ( People’s Republic of}), Colombia, Congo, Costa Rica, Croatia, Curagan, Czech
Republic, Denmark, D, atic Republic of the Congo, Egypt, Eritrea, Estonia, Finland, France, Gabaon,
Georgia, Germany, Greece, Guernsey, Haiti, Hong Kong (China), Hungary, leeland, India, Indonesia,
Ireland, Isle of Man, Israel, ltaly, Japan, Jersey, Kenya, Korea, Latvia, Liberia, Liechtenstein, Lithuania,
Luxembourg, Malta, Mexico, Monaco, Netherlands, New Zealand, Nigeria, Norway, Pakistan, Papua New
Guinea, Paraguay, Poland, Portugal, Romania, Russian Federation, San Marino, Saudi Arabia, Sencgal,
Sierra Leone, Singapore, Slovak Republic, Slovenia, South Alrica, Spain, Sri Lanka, Sweden, Switzerland,

1s

Turkey, UK, USA, Uruguay, See OECD “First ing of the new rk 1o tackle Base

Erosion and Profit Shifting marks 1 new era in international 1ax peration” (undated) OFCH <htep:i/

www.oecd org/tax/bepy/ 2-of-the-new-inclusive-fi to-tackle-base-erosi d-profit-
" shlmng—marks-n-ncw-mqn-mh.. I-t ion.him:= ( 1 10-10-2016),

OECD “First meeting of the new inclusive I‘ramew;)rk to tackle Base Erosion and Profit Shifting marks o
ew ern i international (ax co-operation” (undated) OECD.
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on Tax™'"* The Platform will facilitate regular discussions ar:‘mng dl::; :orz:
international organisations on the design ;nd : }?P:em;:;?‘l;ozu(;l dsll:; e
i tional tax matters; it will strengthen their ca city- ‘ o
:i?:l?:fz:j:il;lly developed guidance; and share. inform‘alu.)n on op?l.':::z:::] :::]c:
knowledge activities.” The role of l]?ese international orlga:.l s s
also be influential in provid:"ng capacity lsupl;azrltzzf?'h;i?;:t?gi?ng’q .
advising on the design of international rules. ‘ ok '
?:fodgglli::«ref a number of “loo]ki:s" :desiggcd :}(:ea?]szlsot E;\ggpg;zgptéogx?eﬁ
to implement the measures develop under g
international tax issues. The first of these toolkits, tocusmg
?:ciz:i}:gs, was delivered in October 2015.'* Pl:_nf‘orm me{nbcrs \::I:Llh:::
regular meetings with representatives of developing c[oua:llnes. ::ehg et
organisations, banks and donc:‘:';t Funh:;n:lolrg‘ consultations w
ivil soci ill be organised as needed. o _
am[j{:;;\;(l)]nz(l}(;:;};:g’anisati:;is. such as the African Tax Ad_rn‘l.msir.auc‘m.ftzzl;n
(“"ATAF"), the Centre de rencontres et d 'émd(,_'s des acfnum..s‘rrano‘r;.l\ )‘:; :l im;‘;
and the Centro Interamericano de Admmis'rracrone.? Tributarias, wi ::ions e
to play an important role in the BEPS Pro_[gcl. Reg:on‘al u.ix ;Jrganls? e
central to the regional networks, and regional meetings p ay (zim :mpon A
role in the inclusive framework. Regionfﬂ networks will ]Jl'(;:"l elggspp
developing countries on the implemem.a!.lon of _lhe B.EPS P:lac‘_age. S
Developing countries should partlcl_{:ialz ];ljili’;:, :)r;cllil]:li\:-econcems o
5 they present a strong unifie 5 . .
:?n:;i:;il:zzl BE;SPmeasures. Based on hislm_'y, deve?op:;g cuun:Il::sTmh:z
need to temper their expectations of th|§ new international tax o; I ;ndeed
should assess whether their involvement in !:he m‘cluswe framew?r :15 ¥ asd
on an equal footing and whether the OECD \A.fll.] address the fundam
international tax reforms needed to advance their interests. voidance
The discussion below demonslrates. that, despite lhe. glnn—dvrli! r:he
measures suggesied in the BEPS. Project, MNEs may b;l ie:x:f t;ource
inappropriate allocation of taxing rights and erode the tax ba

countries.

-operation in tax matters”

F ton-1
k el P

" OECD “International organisations take major step 1o boost glu'bul o
(19-04-20016) OECD  <hup/iwww.occd org/tax/beps/inter i
baiet alikal . tax-matters him= (accessed 10-10-2016). i e D,

%D ()EL’Dﬁ‘Inlemalionnl arganisations take major step to boost global co-operation
2016) QECD. ) N oz TG

" OECD “International organisations take major step to boost global co-operation in
o i CD, UN, and World Bank “Options for

i sttt Dc\'clnpﬂ_'bﬂlt \\:lti;;ﬂs G:o . :}"::: Il::‘ni:::z fc.n: Inv:slmenl" (15-10-2015) OECD
Income Tax Countries’ Effective an icient use

/i d.org/tax/tax-global/options-for-low countries-effective-and-efficient-use-of-

< d w.oecd.or, 2 i for-low

I‘:l‘ps' o - B S e G tion in tax matters” (19-04-
for ] :

! OECD “International organisations take major step to boost global co-operatio

2016) OECD. L . »
' OECD “About BEPS and the inclusive framework ({undated) OECD,
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6 Inappropriate taxing rights between Source and residence
countries: A consideration of interest, service fees and
royalty payments to multinational enterprises

61 Interest

If'a parent company extends funding to its subsidiary in a country, the
interest on the loan is normally treated as a tax-deductible expense for the
subsidiary. As a result, MNEs often prefer funding their subsidiaries through

their subsidiaries with disproportionate levels of debt to equity,"” which
reduces source country tax.'™ To protect their tax bases from excessive interest
deductions, countries often apply provisions 1o prevent debt shifting 1o lower
tax jurisdictions through intra-group loans."™ Some countries use targeted
anti-avoidance rules that disallow interest €xpense on specific transactions,'*
Other countries apply the arm’s length principle (“ALP™)" o determine
whether the loan would have been made in an arm’s length transaction'™? and
whether the interest rate on the loan js an arm’s length rate.'™ If the loan
exceeds what would have been lent inanarm’s length situation, then the lender
must be taken to have had an interest in the profitability of the enterprise and
so the loan, or interest rate that exceeds the arm’s length amount, is considered
as designed o procure a share in the profits."™ Certain countries apply a
fixed debt-to-equity ratio which is used as a “safe harbour” within which the
ALP applies. Interest relating to debt exceeding the fixed ratio is then not

deductible.** Other countries levy withholding taxes on interest to prevent
tax base erosion.

" Arnold & Melntyre International tax primer 7273,

" Olivier & Honiball International rax 649,

G Richardson, D Hanlon & | Nethercott “Thin Capitalization: An Anglo-American comparison” (1994)
24 The International Tax Journal 36,

(R

" IMF “Spillovers in International Corporate Taxation™ (2014) 107 30,
For example, South Africas In Tax Act various anti-avoid Provisions 1o limit excessive
Interest deductions, Section 23N limits the deduction of an exy Incurred by a company on a
loan or debt raised 1o acquire assels or shares in reorganisations and isition 1 ions; section 23M
iy a limit on the deductibility of interest in debt owed 1o persons in a controlling relationship;

section 240 limits the deduction of interest in respect of share acquisitions; section 8 and BEA deem
a dividend declared by a company on a hybrid equity instrument #5 nterest; section BF and 8FA deem
nterest on a hybrid debit instrument 1o be a dividend in specie such that no deduction s allowed on the
interest paid by the issuer of the instrument and section 45 deals with excessive debt transactions using

The ALP as set out in Article 1) of the OECD MTC provides that when conditions are made or imposed

between two associated enterprises in their commercial or financial relations which differ from those

which would have been made between independent enterprises. then any profits which would, but for

those conditions, have acerued to-one of the enterprises, but, by reason of those conditions, have not so

acerued, may be included in the profits of that enterprise and taxed accordingly.

" Inan arm's length transaction, each party sirives 1o et the utmost possible benefit from (he transaction.
See Article 9 OECD Model Tax Convention on Income and on Capital (2014 condensed version),

™ oECD Issues in International Taxation No.2- Thin Capitalisation: Taxation of Entertainers, Artisty and

Sportsmen (1987) para. 48,

OECING20 BEPS Project Limiting Base Erosion involving lnterext Deductions: Action 4 (2015) para, 12,

" ATAF 2nd Meeting "Cross border txation technical committee” (3-4 March 2015) 1.

(L]
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Even though a source country may have pmvisiuns' to protect its tax base,

a DTA may limit its right to tax. Article 11(1) of‘lrc‘allles ?.aased on the OECD
MTC, gives the primary taxing right to interest arising in a source country
to the state of residence of the recipient of the interest. Article 11(2) prowdes_
that the source country may tax the interest if the beneficial owner thereof
is a resident of the other contracting state, but even then, the tax shquld not
exceed 10% of the gross amount of the interest. Any favourable taxation that
may arise is usually addressed by Articles 23_A and 23B of_ the OECD MTC
which provides that the resident state must give a tax credit to the recipient
of the interest or exempt the interest from taxation. Thus, for the source state
lo tax interest, it must first prove the recipient’s beneficial ownerslhip thereof.
However, proving beneficial ownership in an international context is a complex
matter since the term is not fully defined in the OECD MTC. lf’ terms of the
OECD MTC, a nominee or agent who is a treaty country res!dem may not
claim benefits if the person who has all the economic inl‘eresl in, andva.]] the
control over, property (the beneficial owner) is not a rn_zs:denl‘ In addition. a
conduit company is not regarded as a beneficial owner if, lhn.)ugh the fofm;t!
owner, it has, as a practical matter, very narrow powers wh1c!1 render ll,l in
relation to the income concerned, a mere fiduciary or admimsl‘ralor aclmg
on account of the interested parties (such as the sharelr_lolders of ll_le“conduu
company).”® The OECD further explains that “beneﬁc.ml ownership” means
“the right to use and enjoy” the amount “unco;‘tstramcd by a cc.:mlr:u:t,ulz}_!r
or legal obligation to pass on the payment rccelyed to anollhe_r person”.
Proving beneficial ownership is very difficult :?isshlghllghted in international
cases such as Velcro Canada Inc. v The Queen'™ and Prevost Car !mj. v Her
Majesty the Queen."™ In both cases, revenue authoritics soughl. o reject the
reduced withholding tax paid by taxpayers arguing that l‘he recipients of the
income were merely agents, nominees, or conduits in relation to ihfe payments
made. The courts held that the legal arrangements of the parties did not show
that they were mere conduits, and that the recipients of the paymenis were
beneficial owners."" _ ‘

Even if a source country can prove beneficial ownership, Article 11(2)
provides that the amount taxable shall not exceed 10% and lhal‘ the competent
authorities must settle the application of the limitation. In practice, the tax rate
on interest of most African countries’ tax treaties is often redyced bc.lccw 10%
(sometimes to zero), which opens such treaties to abuse, and is a major BEPS
concern.'! Treaty abuse often entails the use of treaty shopping schemes: the

“OEC rt on the Use of Base Companies (1987) para 14(b),

T giég ifr:.\'rd P:‘opam."_t{'oncrmin; the Meaning of “Heneficial (I)wm-'r" in .-!rlirfes 1o, 1, i:m‘. -‘!2
(2012). See paragraph 12.1 of the Commentary on Article 10, graph 9.1 of the € v on Article
11, and paragraph 4 of the Commentary on Article 12,

™ Tax Court of Canada, 2012 TCC §7.

P Tax € “anada, 2008 TCC 231.

= rr?;;:::: :!‘::;ncd: Her Majesty the (Queen, Tax Court of Canada, 2008 TCC 231 the court ruled llm|I II::
Dutech company met the tests for being considered the beneficial owner of lhc dividends. _Th: Jjudge he 7
that the beneficial owner of the dividends is the person who receives the dividends for his awn use an
enjoyment and assumed the risks and control of the dividends received.

" OECDIG20 BEPS Profect Action 4 para 13

INTERNATIONAL TAX MEASURES AND
THE OECD BEPS PROJECT 335

use of double tax treaties by the residents of a non-treaty country in order
lo obtain treaty benefits (for example low withholding tax rates) that are not
supposed to be available to them." This is mainly done by interposing a
“conduit company” in one of the contracting states so as to shift profits out of
those states."” Such low or zero withholding taxes are one of the reasons why in
June 2013, Malawi terminated its 1969 colonial treaty with the UK, Northern
Ireland, and the Netherlands."* The renegotiated 2014 Malawi/Netherlands
trealy contains an anti-treaty abuse provision'” and higher withholding tax
rates. Interest is taxed at 10%, royalties at 5% and dividends at 5% in the
case of shareholdings of at leas 10%, and the standard rates in both countries
apply to other dividends. The Netherlands appears to have changed its stance
on treaty abuse in its treaties with developing countries, as it has renegotiated
lax treaties with 23 other developing countries, including Ethiopia, Ghana,
Kenya, and Zambia, each of which with an anti-abuse provision and higher
withholding tax rates,'* Clearly, solving the BEPS problem is not only about
including anti-avoidance provisions in the treaties, but also the taxation rates

in the treaties must not be so low that they encourage treaty abuse. Although
African countries tend to have high withholding tax rates in their domestic

laws, in tax treaty negotiations they often come under considerable pressure

from developed nations to reduce withholding tax rates to zero or near zero,

and yet these developing countries also contribute to the earning of this

income."” Tax officials from developing countries often find that withholding

lax rates are one of the key areas on which they must fight when negotiating

DTAs."*

It is recommended that in addition to providing ceilings above which tax
must not be levied, MTCs should also contain lower limits below which the
tax rate must not fall. MTCs could, for instance, set a range of between 5-10%
within which countries can negotiate. Even though the 5% floor could still
be used for treaty shopping purposes, source countries are more concerned
about not being able to fax at al I, due to limited treaty negotiation capacity.,
When the OECD released its BEPS Report, it did not address base erosion
that results from low withholding tax rates. The OECD only recommended
the use of anti-treaty abuse provisions to prevent treaty shopping in Action 6.
To this end, the OECD recommends that if a person circumvents domestic tax
law 1o gain treaty benefits, it must be addressed th rough domestic anti-abuse
rules. If a person circumvents provisions in the treaty itself, countries should
apply treaty anti-abuse rules, using a three-pronged approach. Firstly, the title

"8 van Weeghel The Improper Use of Tax Treaties with Particulur Reference 1o the Netherlands and The
United States (1998) 119

" F3 Wurm Treary Shopping in the 1992 OECD Model Convention Intertax (1992) 658; E Tomsent Tax
P, g for Multinational ¢ ipanies (1989) 149,

"™ Multinational Tax and Transfer Pricing News “Netherlands' renegotiates tax treaties with developing
nations to add anti-abuse clayye” (23-06-2015) MNE Tux,

" IMF “Spillovers in International Corporate Taxation™ (2014) /MF 25.

" Multinational Tax and Transfer Pricing News “Netherlands rencgotiates tax treatics with developing
nations to add anti-abuse clause™ (2 3-06-2015) MNE Tax.

':: ActionAid Calling Time: Why SABMiller should stop dodging taxes in Africa (2012) 132,
22,
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and preamble of treaties should clearly state that the treaty is not intended
to create opportunities for non-taxation or reduced taxation through lrcaty
shopping. Secondly, a principal purpose test'™ should be included. Thlr_d]y.
a country could use the principal purpose test supplemented by a limitation-
of-benefits provision" to address conduit company cases.”" It is submitted
that in addition to these recommendations, the OECD should provide some
guidance and recommendations to countries regarding optimal rates andlnol
leave it to competent authorities to negotiate the lowest rate, as this drives
treaty shopping.

Article 11(3) of the OECD MTC gives exclusive taxing rights to the source
country if the beneficial owner of the interest, resident in the other contracting
country, carries on business in the source country through a PE and the debt
claim in respect of which the interest is paid, is effectively connected with such
PE. The PE concepl (as defined in Article 5 of the OECD MTC) is designed to
ensure that a source country does not tax the business activities of a foreign
enterprise unless that enterprise creates a significant and substantial economic
presence in that country." Article 5(1) of the OECD MTC defines a PE as a
fixed place of business through which the business of an enterprise is wholly
or partly carried out. Examples of PEs are set out in Article 5(2). Article 5(3)
sets out a special PE in respect of building and construction sites. Article
5(5) provides for a deemed PE where a dependent agent habitually enters into
contracts on behalf of the enterprise in the other contracting country that bind
the principal. Article 5(4) contains exclusions to the PE concept.

Action 4 of the BEPS Report only addresses BEPS concerns regarding the
use of interest (in particular, related-party interest) as a profit-shifting technique
that is commonly used in international tax planning.'”® Action 4 evaluates
the effectiveness of methods'™* used by countries to limit excessive interest
deductions, and concludes that the use of arm’s length tests, withholding
taxes, and rules to disallow a percentage of interest, are not effective.'” The
OECD recommended that countries limit excessive interest deductions by:

e Using a fixed-ratio rule which limits an entity’s net interest deductions
and payments economically equivalent 1o interest, to a percentage
of its earnings before interest, taxes, depreciation and amortization

""" In terms of the principle purpose test, treaty benefits are denied if one of the principle purposes of the
transaction is to avoid taxation by taking advantage of treaty benefits. See OECD/G20 on Ac‘uon 6 para
19; AW Oguttu “Tax Base Erosion And Profit Shifting - Part 2: A Critique of Some Priority OECD Action

Points from an African Perspective - Pr ing E ] Deductions And Tax Treaty Abuse”
(2016) vol 49 Issue 1 CILSA 157 . .
" fr terms of the li 1on of benefits | , treaty benefits (such as reduced withholding rates) apply

only 10 companies that meet specific tests of having some genuine presence in the treaty country, See
OECD/G20 on Action 6 para 19; Oguttu “Tax Base Erosion And Profit Shifting - Part 2™ CILSA 156,

" OECDIG20 BEPS Project on Action 6 para 15,

" Vogel Double Tux Conventions para 4.

"' Para 4

" QECD, Discussion Draft BEPS Action 4 Interest deductions and other financial payments, (2014) para.
21

" Para2l.
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(“EBITDA")."™ A debt to EBITDA fixed-ratio rule of between 10% and
30% is recommended.

*  Since the fixed ratio is low, it may be supplemented with a worldwide
group-ratio rule to offer relief to companies in groups that are highly
geared for reasons other than lax.

e The fixed-ratio rule and the group-ratio rule may be supplemented with
other provisions that reduce the impact of the rules on entities which pose
less BEPS risks. for example:

0 ade minimis threshold which carves out entities with a low level of
nel interest expense;

o anexclusion for interest paid to third-party lenders on loans used to
fund public benefit projects; and

o permitting carry forward of disallowed interest expense to future
years,

Clearly, the OECD emphasises enacting legislation to limit excessive
interest deductions, but this approach addresses only part of the problem.
Even though countries may have such legislation in place, DTA income
allocation rules (which normally override domestic rules) and negotiated rates
can considerably reduce or even nullify the amount of interest that a source
country can tax.

62 Royalties

Most jurisdictions include royalties derived from the use of intellectual
property (“IP”) in the gross income of the recipient, and such royalties
are taxed."” The payer of the royalties can claim expenses incurred in the
exploitation of the IP as a deduction against taxable income."" As a result, if
a parent company invests in [P through a subsidiary based in another country,
expenses incurred for exploiting the IP paid by the subsidiary company to
the parent company may be claimed as a deduction. If these expenses are
excessive, the source country’s right to tax royalties paid to the parent
company may be minimal.

To prevent tax base erosion, countries often rely on anti-avoidance
provisions that limit excessive deductions of royalties paid to MNEs.

* In South Africa, for example, section 231 of the Income Tax Act 58 of
1962 (“Income Tax Act") prohibits a tax deduction of royalties in respect
of IP which was previously owned by a South African resident or a
person connected to that resident.

®  Some African countries also apply exchange control regulations which
limit the exportation of funds. The payment of royalties from South
Africa requires exchange control approval if it is in respect of foreign

" OECDIG20 BEPS Project on Action 4 paras 23, 78 and 99,

""" For example in South Africa, paragraphs (g)iibis, (@)(iii) and (gA) respectively of the definition of gross
income in section | of the Income Tax Act.
For pl h and develoy ex
Income Tax.

are contuned in section 11D of Souwth Africa’s
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owned 1P Algeria has similar exchange control regulations on the
outflow of royalties.' -

s  Transfer pricing provisions also apply in countries such as Tanzania
and South Africa'® to regulate the taxation of royalties.

=  Most African countries prevent tax base erosion in respect of royalties
through withholding taxes levied on royalties paid to non-residents. South
Africa' and Ghana,' for instance, levy a withholding tax on royalties at
15%, Nigeria at 10%,"*" and Algeria at 24%.'*

Despite such provisions, DTAs limit the source country’s right to tax
royalties through treaty allocation rules. Article 12(1) of the OECD provides
that royalties arising in a Contracting State and beneficially owned by a
resident of the other Contracting State is taxable in the other state. In effect,
the resident state of the beneficial owner of the royalties may tax. In terms of
Article 12(3), the source state may tax the royalties if the beneficial owner
of the royalties carries on business in the source state through a PE situaied
therein, and the right or property in respect of which the royalties are paid is
effectively connected with the PE. It follows that for the source country 1o tax
royalties, il needs to prove beneficial ownership. The challenges of proving
beneficial ownership discussed above also apply here.

The next step is for the source country to demonstrate that the beneficial
owner of the royalties carries on business in the source country through a
PE. Unless the supplier of IP has a PE in the source country, that country
does not have taxing rights.'”” The defined term PE (as discussed in part 6.1
above) contains exclusions for activities that are generally of a preparatory
and auxiliary nature. An example of preparatory or auxiliary activities
relevant to 1P is Article 5(4)(e) of most DTAs, which excludes from the PE
concept the maintenance of a fixed place of business solely for the purpose of
advertising or the supply of information or for scientific research. However,
in the modern world, real value can be created through scientific research and
the development and testing of products. Innovation is key to the success of

""" South African Reserve Bank “Exch Control Manual” Regulation 4.3.2 <hitp://www.reservebank,
co.za> (accessed 31-08-2016)

" United States Department of State 2015 Investment Climate Statement - Algeria (2015),

"™ The Income Tax (Transfer Pricing) Regulations (2014) 95 Gazette of the United Republic of Tanzania,
Supplement 5 § 11

1" 5 13(4) of South Africa’s Income Tax Act.

"™ 8 49A-D in Part IVA of the South African Income Tax Act. . _

"™ S 115(1)(a) of Ghana's Income Tax Act 896 of 2015 read together with para § of the First Schedule to this

Act; see also PWC “Worldwide Tax S ies: Ghana: Corporate ~ withholding taxies” !If--u?.zul&]

PWC  <huplf ies,pwe.conm/ub 1es/wwis.nsff1D/Ghana-Corporate-Withholding-

taxes> (accessed 13-07-2016). This rate is subject to modification by double taxation treaties.

PWC "Worldwide Tax Summaries: Nigeria - Corporate withholding taxes” (16-07-2018) PWC <httped/

taxsummaries.pwe.com/uk/taxsummaries/wwis.nst/ID/Nigeria-Corporate-Withholding-taxes=>

inceessed 13-07-2016). : B .

" PWC “Worldwide Tax Summaries; Algeria - Corporate withholding taxes (18-06-201%) <http://
taxsummaries.pwe.com/uk/taxsummaries/wwis.nsf/ID/Algeria-Corporate-Withholding-taxes>
{accessed 13-07-2016) ) § )

T K Holmes “International Tax Aspeets of Income Derived from the Supply of Intellectual Property:
Royalties vs, Business Profits” in A Lymer & J Hasseldine (eds) The International Taxation System
(2002) 181, 190
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many businesses today. Under current rules, a MNE could potentially claim
that its research and development activities are preparatory or auxiliary in
nature. These activities would then not qualify as a PE and the source country
would not be able to tax the royalties derived from its activities.

The above demonstrates that the source countries’ abi lity to tax royalties in
a treaty context may be constrained. The unfair allocation of taxing rights for
royalties in favour of residence countries has been criticised."® In Action 7 of
its BEPS Project, the OECD acknowledges that the true value of an MNE’s
profits cannot be determined without considering the value contributed
through research and development or the creation of products in source
countries.'® Furthermore, in Action 7, the OECD notes that, depending on
the circumstances, business activities that were previously considered merely
preparalory or auxiliary in nature may nowadays be core business activities of
an enterprise.” To ensure that profits derived from core activities performed
in a country can be taxed in that country, Article 5(4) was modified in the
2017 version of the OECD MTC 1o ensure that each of the exceptions to the
PE concept are restricted to activities that are of a preparatory or auxiliary
character.””' The Commentary on Article 5(4) now clarifies that a preparatory
activity is one which precedes the main activity, one that is carried out for a
short period of time, or an activity determined by the character of the main
activity of the enterprise."”” In contrast, an auxiliary activity would be one
that is “supportive” in nature and not vital to the main activity being carried
out. Thus, if conducting an activity requires a significant amount of assets or
employees, such activity cannot be considered auxiliary in nature. Apart from
this clarification, the OECD has not addressed the allocation of taxing rights
for royalties that are pertinent to source countries. However, in Article 12 of
the UN MTC, royalties may also be taxed in the Contracting State in which
they arise subject to a maximum, mutually agreed percentage of the gross
amount of the royalties.'” Negotiating Article 12 (based on the UN MTC) is
therefore more beneficial for source countries.

The OECD BEPS Project also addresses concerns arising from MNE
involvement in the transfer pricing of intangibles (such as IP). The term
transfer pricing describes the process by which related entities set prices
at which they transfer goods or services between each other. It entails the
systematic manipulation of prices in order to reduce profits or increase profits
artificially or cause losses and avoid taxes in a specific country.”™ To curb
transfer pricing abuses, the OECD recommends the use of the ALP in Article

"* F Akunobera “The Relevance of the OECD and UN Model Conventions and their Commentaries for the
interpretation of Ugandan Tax Treaties” in M Lang, P Pistone, J Schuch & C Staringer The Impact of the
OECD and UN Mode! Tax Conventions on Bilateral Tax Treaties {2012) 1083,

" DECD/G20 BEPS Project Preventing the artificial avoidance of permaneny establishment status: Action
T(2015) 9.

v

oy

" Holmes “International Tax Aspects of Tncome Derived from the Supply of Intellectunl Property” in The
International Taxation System 190,

™ Arnold & Meclntyre International Tax Primer $3; AW Oguttu “Transfer Pricing and Tax Avoidance: Is the
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9(1) of the OECD MTC. The concern is that significant functions are often
conducted in developing countries in the development of the IP, but not
adequately remunerated. For example, an African research and development
(“R&D”) service provider may be contracted by a non-resident MNE to
research an important aspect of the IP. Even though the MNE may be tax
resident in a low tax jurisdiction where it has little substance, if the MNE
owns the IP, provides the capital and assumes the contractual risks of the IP
development, transfer pricing schemes may result in the African R&D service
provider not being adequately remunerated for the functions performed and
s0 the source country will only levy limited tax on their income.

The OECD acknowledges that transfer-pricing issues relating to intangibles
are a key concern of governments and taxpayers, due to insufficient
international guidance, in particular on the definition, identification,
and valuation of intangibles.™ Applying the ALP to intangibles is also
particularly challenging due to their unique nature, which makes it difficult to
find a market benchmark against which to conduct an objective comparability
analysis. The OECD BEPS Report'™ recommended in Action 8 that a clearly
delineated definition of intangibles be developed, clear transfer pricing rules
for hard-1o-value intangibles be developed, and that profits associated with the
transfer and use of intangibles be appropriately allocated so as to correspond
to value creation by MNE group members.

Consequently, the OECD developed international standards regarding
the transfer pricing of intangibles by revising Chapter VI of its Transfer
Pricing Guidelines. The Guidelines explain that the word “intangible” means
“something which is not a physical asset or a financial asset, which is capable
of being owned or controlled for use in commercial activities, and whose use
or transfer would be compensated had it occurred in a transaction between
independent parties in comparable circumstances™'”’ An intangible need
not be one for accounting, general tax, or treaty withholding tax purposes. It
need not be legally protected or be separately transferable. Examples include
patents, know-how and trade secrets, trademarks, trade names and brands,
rights under contracts and government licences, licences, goodwill, and
ongoing concerns.” Market conditions or other circumstances that are not
capable of being owned or controlled, such as location savings, local market
features, MNE group synergies, and market specific characteristics, are not
intangibles. They are comparability factors which may affect the determination
of an arm’s length price and should be taken into account in a comparability
analysis."™ To ensure that the transfer pricing of intangibles is in line with value
creation, Action 8 explains that legal ownership alone does not necessarily
entail a right to all (or any) of the return from exploiting the intangible. The
entities performing value-creating functions related to the development,

" OECD Revised Discussion Draft on Transfer Pricing Aspects of Intangibles (2013) para 35,

""" OECD Action Plan on Base Erosion and Profit Shifting 20.

" OECDIG20 BEPS Project Aligning Transfer Pricing Outcomes with Value Creation: Actions -10 (2015)
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enhancement, mainlenance, protection and exploitation (“DEMPE”) of the
intangibles should be entitled 10 an appropriate remuneration reflecting the
value of their contributions."™

If these guidelines are followed, and an IP service provider or subsidiary
based in an African country performs DEMPE functions, they should be
taxable in the source country. However, most African countries may not easily
benefit from this guidance as they may not have transfer pricing legislation.
Applying the OECD Transfer Pricing Guidelines can also be quite challenging
for some African countries, It is difficult to find African comparables as there
are very few organised companies in any given sector, with limited African
benchmarking databases.'™' In assessing arm’s length criteria of related party
transactions, African countries tend to accept European comparables, which
often require adjustment to fit developing market businesses."™ There is also a
general lack of administrative capacity and technical expertise to process the
data. Addressing transfer pricing of intangibles is often not high on the agenda
of many African countries. African countries with no transfer pricing rules
and limited administrative capabilities to apply the rules, will benefit from
international tax reform efforts to address the skewed allocation of laxing
rights of royalties between source and residence countries.

Many developing countries are concerned that most of the OECD’s
recommendations in the BEPS Project centre around ALP 1o resolve transfer
pricing issues. Various commentators have emphasised the conceptual
and practical difficulties in applying the ALP since it requires matching
comparable transactions between non-arm’s length entities and arm’s length
entities, even though the transactions of MNEs are often not comparable to
those of arm’s length parties. Modern MNEs do not normally operate as if
their subsidiaries were separate enterprises. They operate as a single unified
enterprise managed from a central location, responsible for the enterprise as a
whole."™ MNEs exist mainly because these interactions generate more income
than separate domestic firms interacting at arm’s length would generate."™
Thus, taxpayers and tax authorities are left to reconstruet, from largely
dissimilar transactions or entities, what parties at arm’s length would have
done in similar circumstances."™ Since MNEs are becoming more integrated
it is often not possible to find unrelated comparable transactions. Due to these
concerns, various commentators™ have advocated the use of a formula that
apportions profits equitably to countries in which the MNE operates. However,
the OECD BEPS Project rejects a radical switch to a formulary apportionment
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system in resolving transfer-pricing problems, rather it advocates building on
the ALP.

Nevertheless, the OECD has historically permitted the use of the
“transaction profit split method” (*TPSM”) in its Transfer Pricing Guidelines,
as one of the methods to determine an arm’s length price. Under TPSM, the
combined profit is identified and split between the connected parties in a
controlled transaction."” The use of some apportionment method was also
permitted in Article 7(4) of the 2008 version of the OECD MTC (upon which
many Lreaties are still based) to determine an arm’s length price of profits
attributable to a PE. This article was deleted from the OECD MTC in 2010."*
Under Action 9 of the BEPS Project, the OECD has brought in aspects of
formulary apportionment by acknowledging the importance of the profit split
method in the context of global value chains. The OECD suggests that the
method can provide solutions for highly integrated operations that cannot be
evaluated separately and for unique intangibles.” Even though the use of the
profit split method is traditionally considered as a last resort, since its effective
application relies on access to world-wide group data that may be difficult to
obtain," the OECD notes that when properly applied, it has the potential to
“align profits with value creation in accordance with the ALP™ and may
be the most appropriate method if the other methods are problematic. Since
experience indicates that this method may not be straightforward for taxpayers
to apply and for tax administrations to evaluate, the OECD developed draft
guidance on when it is appropriate to apply the profit split method.'” It is
hoped that this guidance will be instrumental in apportioning income among
countries in respect of intangibles.

6 3 Service fees and management fees

MNEs normally arrange for a wide range of administrative, technical,
financial, commercial, and other services for group members. If a parent
company provides services to its subsidiary in a developing country, the
subsidiary may have to pay fees for the services offered. The subsidiary will
generally beentitled to claim the fees as adeduction against taxable income. The
concern for source countries is that parent companies often charge excessive
head office management, technical and service fees resulting in subsidiary
companies claiming excessive deductions for fees in source countries.'” To
protect their tax bases against such excessive deductions, source countries
often levy withholding taxes. For example, Uganda levies a withholding tax
on management fees at a rate of 15% in section 83(1) of its Income Tax Act,

" OECD “Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrators” (1994)
Interiax 346, para 131, )

™ When the OECD adopted its current authorised approach in Article 7(2) of atiributing profits to PHs.
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(1994) 10 Jntertax 435, para 84,
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Chapter 340. Ghana levies a withholding tax on management and technical
services fees/endorsement fees at a rate of 15% in its Internal Revenue Act
592 0f 2000. In 2013 South Africa had enacted legislation to levy withholding
tax on service fees paid to non-residents in respect of technical, managerial or
consultancy services; which was to came into operation on | January 2017."*
However this legislation was repealed in 2017.'” Instead, a service fee in respect
of consultancy, construction, engineering, installation, logistical, managerial,
supervisory, technical or training services will be a reportable arrangement if
the amount exceeds, or is expected to exceed, ZAR10 million.'®

The OECD does not recommend the levying of withholding taxes on service
fees by source countries. As a result, the OECD MTC does not have a specific
article on service fees that allocate taxing rights. Instead, the OECD prefers
to tax service fees under Articles 5 and 7 of the OECD MTC, in that a source
country may only tax services fees of a foreign service provider if it has a
PE in that country for more than six months. Since a PE is part of its head
office and not a separate legal entity, only profits attributable to the PE are
taxable in the source country, using the ALP. T However, this does not favour
source countries because applying the ALP 1o service fees is cumbersome as
it is difficult to verify whether the service fee payments are appropriate. The
OECD’s authorised approach in Article 7(2) of attributing profits to a PE that
may be taxed by source countries is also problematic for these countries,'”
The basic rule for attributing profits to PEs requires the determination of the
profits under the fiction that the PE is a separate enterprise independent from
the rest of the enterprise of which it is a part as well as from any other person.
The fiction requires that the ALP under Article 9, which is used for adjusting
the profits of associated enterprises, be applied to PEs and their head offices.
These are the profits that the PE might be expected to make if it was a separate
and independent enterprise engaged in the same or similar activities under
the same or similar conditions, taking into account the functions performed,
assets used, and risks assumed through the PE and the other parts of the
enterprise.'”’

The concern though is that the OECD’s authorised approach recognises
the internal dealings of a PE and its head office and prices them on an
arm’s length basis without regard to the actual profits of the enterprise of
which the PE is a part. This implies that non-actual management expenses,
notional interest, and royalties from the head office may be charged to the
PE. This approach differs from the “single entity™ approach in the UN MTC
and the 2008 version of the OECD MTC (upon which many treaties are still

"™ 8 99(1) of the Taxation Laws Amendment Act 31 of 2013 introduced withholding tax on services fees in
58 SIA-51H, Chapter Il of South Africa’s Income Tax Act 58 of 1962, but the provisions were repealed
See s 60(1) of Taxation Laws Amendment Act 15 of 2016, with effiect from | January 2017,

" SARS “Public Notice Listing Arrangements for Purposes of Sections 35(2) and 36(4) of the Tax
Administration Act, 2011" Government Gazette No. 38569 16 March 2015, para 2.6. Available ot <hutp:/
www.gov.za/sites/www.goven/files/38569_gon212.pdf> (accessed 23-07-2018),

AW Oguttu “The Challenges of Taxing Profits Attributed To Permanent Establishments: A South African
Perspective'™ (2010) 64 Bulletin for inter jonal Ti 169,

" QECD Action Plan on BEPS 20,

" Article 7(2) of the OECD MTC 16.
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based), in terms of which only the actual income and expenses of the PE are
allocated. Deductions for notional expenses between the PE and ils foreign
head office are denied.”” The OECD’s authorised approach may detrimentally
impact source countries as it may not only allow deductions for notional
management fees but also allow financial service businesses deductions for
notional payments on internal loans,*” To preserve their tax bases a number
of developing countries have reserved the right to use the 2008 OECD MTC
version of Article 7. These countries therefore do not endorse the OECD’s
authorised approach in Article 7(2). The South African Revenue Service has
also reserved the right to use the version of Article 7(2) of the OECD MTC
prior to the July 2010 update.

Due to the lack of fair allocation rules for service fees, some countries have
signed treaties with articles on services, management, and technical fees that
deviate from the OECD and the UN MTC (neither of which currently has
an article on service fees). Generally, these fees are taxable in the resident
country, but the source country may tax if the beneficial owner is a resident
of the other contracting country. For example, Ghana has signed treaties with
Germany and the Netherlands with combined provisions on “royalties and
service fees.”” Uganda has signed lreaue:, with South Africaand the UK which
contain an article on “technical fees”.”™ Provisions on services, management
and technical fees do not only appear in treaties signed by African countries,
but also in the USA-India tax treaty.”” However there is no standard way of
drafting these articles, which makes treaty negotiations very difficult and
creates uncertainties for taxpayers. To address these concerns, the UN started
work on a technical services article in 2012, which is now included in its 2017
MTC, to allow developing countries to levy tax on payments made to foreign

* Deloitte "ATO Paper on Profit Allocation to Bank Branches™ (undated) Deloitre <http://www.deloitte,
com/viewlen_au/au/aT9b8ba975¢53310VEnVCMI00000 1c56/00aRCR D hime> (accessed 14-06-2016),
" Deloitte “Transfer Pricing Law Reforms” (2013) Deloitte <http:/iwww.deloitte.com/view/en AUfau/
ights/browse-by-job-title/cfos/F364b564dafTe3 1 0VenVCM 20000033561 T0aRCRD. him>  (accessed
14-06-2016).
Examples are Chile, Greece, Mexico and Turkey. See reservations to Article 7(2) of the OECD MTC
See Article 12 of the Double Taxation Agreement between Ghana and Germany, entered into force 14
December 2007, The treaty is available mt <www.nyansa-africa.com/wp-content/uploads/2015/08/
Ghana-Germany-DTA pdf> (accessed 18-07-2016). See also Article 12 of the Double Taxation
Ag i b The Netherlands and Ghana, entered into foru, IIU March 2008, The
treaty is available at <htip.//downioad.bel gdi nl/itd/verdragenfoverige/t gverdrag_phana.
pdf> (accessed 18-07-2016),
Article 13 “Technical fees” of the Double Taxation Agreement between South Africa and Uganda,
entered nto force 9 April 2001, Available at <hups:/www.ura.go.ug/openFile.do?path=//webupload//
upload//download//staticContent//RGTMENU/458/464___IBFD_- SOUTH_AFRICA_-_UGANDA_
INCOME TAX TREATY.pdf> (accessed 21-07-2016). Sce also Article 13 of the Double Taxation
b the United Kingdom and Uganda Double Taxation (.nnvcnmn. entered into force
on 21 December 1993. Treaty 1s available at <https:/iwww.gov,uk/gover T ganda-tax
treatics= (accessed 18-07-2016).
Article 12 of the Double Taxation Agreement between the US and India, effective | January 1991, The
article deals with “royalties and Fees tor Included Services”. The latter are defined in Article 12(4) to
inter alia mean payments of any kind to n.lly person in consideration for the rl:nd:ring of any technical or
Itancy services (melud { h the provision of services of technical or other | 1), The
treaty is n\-zﬂnhlc at<https: Twww.rs. guvfpuh#lrs try/indin, pdf> (accessed 21-07-2016).
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providers of technical services even if there is no physical presence in their
country.”

In its BEPS Project, the OECD chose to deal with these concerns from a
transfer pricing perspective. Under Action 10 of the BEPS Project, the OECD
proposed revisions to Chapter VII of the transfer pricing guidelines to guide
taxpayers on how to benchmark cross-border services so as to protect against
common base-eroding payments. The guidance entails a simplified elective
method for determining arm’s length charges for common, low value-addin
intragroup services which require a very limited profit mark-up on costs.””
The approach excludes the detailed transfer pricing benchmarking of the
benefits received, thereby creating a low-cost methodology for pricing low
value-added services. These are defined as services that are supportive in
nature; not part of the core business of the MNE; do not require the use or
creation of unique and valuab]e mtanglble:;. and do not involve the assumption
or control of significant risk.”” Examples of such services are: accounting
and auditing; processing and management of accounts; human resources:
monitoring and compilation of data; information technology; public relations
support; legal and tax obligations; and services of an administrative or clerical
nature.”” Excluded services are those constituting the core business of the
MNE: research and development; manufacturing and production; purchasing
raw materials used in manufacturing or production; sales, marketing and
distribution activities; financial transactions; extraction, exploration, or
processing of natural resources; insurance and reinsurance: and services of
corporate senior management.”’” The OECD suggests that where excessive
charges for intra-group management services are considered to be a major
BEPS challenge, a threshold can be applied whereby, for services that exceed
the threshold, a full transfer pricing analysis is performed.”"’ The OECD notes
that for this approach to work, many countries need to agree to adopt it. The
OECD would then design the structure of the threshold and address other
implementation issues.”* Although this simplified approach may address
some of the challenges faced by source or African countries in applying
transfer pricing provisions to low value-adding intragroup services, it does
not resolve their concerns regarding the allocation of taxing rights.

7 Conclusion

This article demonstrated that from the time treaty rules were developed, the
appropriate balance of taxing rights between residence and source countries
has been contentious and it has lately become an even more focal question.
It is therefore important that international tax reform measures should
address the issues relating to the allocation of taxing rights between source

" Article 12A of the UN MTC.
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and residence countries. Attempts to apply piecemeal solutions to individual
tax avoidance issues while ignoring this underlying fundamental issue will
only serve to reduce BEPS to some extent. Endeavours to ensure MNEs pay
their fair taxes in the countries in which they transact, need to acknowledge
that source countries (mainly developing countries seeking foreign direct
investment from MNEs) and residence countries (mainly developed countries
where MNEs are most often based) often have opposing interests.

For an international tax system to ensure fair allocation of taxing rights
from cross-border transactions, it should not be skewed towards protecting
only the interests of residence countries. International cooperation in tax
matters and calls for a more inclusive approach that takes into consideration
the interests of developing countries on an equal footing, must be reflected in
the policies and decisions made by the major role-players in the international
tax arena. An international tax reform agenda that is one-sided may result in
international tax anarchy as developing countries in which the MNEs invest
may choose to develop their own approaches to protect their tax bases, which
will have negative impacts on international trade.

SUMMARY

This article analyses the international tax principles in double tax treaties regarding the allocation
of taxing rights between residence states and source states, The article explains that from the carly
twentieth century when international tax principles to prevent double taxation were developed, due
to the differing interest of developediresidence (largely capital exporters) and developing/source
(largely capital importers), there has been a struggle between countries for treaty taxing rights in
their favour. History seems to indicate that international tax developments for allocating treaty laxing
rights; initially by the League of Nations and then by the Organisation for Economic Cooperation and
Development, favoured developed countries and that efforts of the United Nations to champion the
case of developing countries have over the years been hampered by under-funding and lack of strong
support from developed countries. Even the OECD's 2013-2015 Base Frosion and Profit Shifting
("BEPS™) Project that purported to reform the imernational tax arena, neglected to deal effectively
with matters pertaining to the allocation of taxing rights between residence and source countries, This
article places particular attention on the treaty allocation rules that apply to the three types of income
pertinent to developing countries (i , Toyalties, and service fees) and how these are skewed in
favour of developed/residence countries; thus affecting the tax bases of developing/source countries.
In response, developing countries have devised measures to preserve their tax bases, which, in certain
respects, diverge from current tax treaty principles. This article asserts that this state of affair is not
conducive for international trade. The article highlights the dangers of an international tax system
that promotes the interests of developed countries and argues for the reform of tax treaty principles,
especially the allocation of taxing rights, to ensure a more equitable and effective international tax
system,




