General Anti-Avoidance Requlations: An Acceptable Alternative to Limitation on

Benefits Provisions?

By Chris Davis®
I. INTRODUCTION

In the early 1980s, the U.S. introduced a strict residence test into its tax treaties, the
limitation on benefits (LOB) provision, to prevent companies incorporating in treaty
partner countries solely to obtain treaty benefits (known as “tax treaty shopping”). This
LOB provision is incompatible with European Union (EU) law, poorly constructed, and
an overreaction to the problem of tax treaty shopping. The U.S. should consider using a
general anti-avoidance regulation (GAAR) instead of an LOB provision, because a
GAAR would provide more flexibility to domestic courts, and still prevent genuine
instances of tax treaty shopping.

Tax treaties are bilateral agreements between nations, designed to facilitate commerce
and minimize the double taxation of income and gains. Without tax treaties, taxpayers
would be subject to double taxation on income and that could prove a significant obstacle
to conducting global business. Tax treaties alleviate or reduce most instances of double
taxation and never increase, or impose, a tax.

Tax treaties reduce tax liabilities, so it is therefore perhaps inevitable that they are
subject to abuse. A common form of abuse is when a taxpayer resident in a country not
party to the treaty attempts to gain access to the treaty benefits agreed upon by other
nations. This is known as “tax treaty shopping.” The U.S. attempted to block treaty

shopping by adopting LOB provisions in its tax treaties.
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LOB provisions block some tax treaty abuse by adding an additional test after the
company has satisfied an initial, more basic, test of residence. An LOB provision denies
treaty benefits to entities not controlled by residents of the contracting state under which
it is claiming the benefits. LOB provisions consist of a set of objective criteria that
determines which taxpayers can claim treaty benefits.

This paper suggests that LOB provisions are flawed and recommends they be
replaced with GAARs. Part Il of this paper provides background on the nature of tax
treaties and examines how U.S. courts dealt with tax treaty abuse through the
development of the common law “economic substance” doctrine. Part I11 looks at the
development and use of LOB provisions. It examines three criticisms of LOB provisions:
(2) they are in conflict with European Union (EU) law; (2) they are based on objective
criteria which makes them subject to abuse; and (3) they are overly complicated and an
overreaction to the problem of treaty shopping. The paper then proposes that a GAAR
should replace the LOB provision, because a GAAR will result in a less objective, and
more flexible, doctrine that will block a wide range of tax abuse for the foreseeable
future. Part IV is the conclusion that recommends the U.S. replaces LOB provisions with
GAARs its future treaties.

I1. BACKGROUND

The U.S. adopted LOB provisions in its tax treaties because it had limited success in
blocking treaty abuse in the courts. U.S. courts used the economic substance doctrine to
block some tax treaty abuse, however the courts refused to extend the doctrine to all
forms of abuse.

A. Tax Treaties



“A tax treaty is an agreement between two countries to modify their generally-
applicable rules of taxation for transactions and relationships between persons resident in

the [signatory] countries.”

Whereas treaties generally are either multilateral or bilateral,
tax treaties are always bilateral. States enter into tax treaties for two main reasons: (1) to
prevent double taxation in respect of transactions involving the two countries; and (2) to
allocate the right to tax income.® Tax treaties now also include extensive “exchange of
information” provisions that give states the right to request information on its citizens
income in the other treaty country.*
B. The Partial Success of U.S. Courts in Preventing Tax Treaty Abuse

Tax treaties are designed to reduce tax, so it was perhaps inevitable that taxpayers
would attempt to abuse tax treaties.” Before adopting LOB provisions, U.S. courts, with
mixed success, attempted to prevent tax treaty shopping through the common law
economic substance doctrine. The economic substance doctrine allows U.S. courts to
look through conduit companies and ignore step transactions, however courts will not

invalidate a transaction if the company claiming the treaty benefit performs minimal

functions or generates a profit.

1. Unacceptable Forms of Treaty Shopping
U.S. courts have expressly denied treaty benefits where the transaction includes

conduit companies or step transactions to obtain treaty benefits.
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U.S. courts will not allow a company to claim treaty benefits if the company is a
conduit company. In Aiken Industries, Inc.,’ the court refused to provide treaty benefits
to a company that did not truly “receive” money. In this case, a company was
incorporated in Honduras to benefit from a treaty Honduras had with the U.S.” The
Honduran company had equal inter-company debt and liabilities, so it would receive
interest and then immediately pass it on to another group company.?

The court first held that the treaty prevented the court from just ignoring the
Honduran corporation.” The court looked not just the language of the treaty, but the
entire context, to determine whether the treaty protects the taxpayer.”® The Honduras-
U.S. treaty applied to interest payments “received by” the Honduras corporation.™* There
was no definition of “received by” in the treaty. The court held that specific words in a
treaty should be defined to give a “meaning consistent with the shared expectations of the
contracting parties.> Applying this principle, the court held “received by” to mean
“received by a corporation of either of the contracting States as its own and not with the
obligation to transmit it to another.”™® The court further stated that to receive interest the
corporation should have “complete dominion and control over the funds.”** The

Honduran company was a conduit company because it was obligated to pass the money
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on to another company and it did not have complete control over the funds. The court
therefore denied the treaty benefits.

U.S. courts have also blocked companies using “step transactions” to benefit from a
treaty. The step transactions doctrine applies if the “taxpayer could have achieved its
objective more directly, but instead included the step for no other purpose than to avoid
U.S. taxes.”*® In Del Commercial Properties, Inc.,'® a Canadian company obtained a
loan from a Canadian bank and moved it between group companies based in the Cayman
Islands, Netherlands Antilles, and the Netherlands, before the money ended up with a
U.S. company.*” The court stated that a transaction must have a sufficient business or
economic purpose to benefit from a tax treaty.’® If the sole reason for undertaking a
series of transactions was to avoid U.S. taxes, then the treaty will not protect a taxpayer
from the application of the economic substance doctrine.® The series of transactions
entered into here did not affect the taxpayer’s beneficial interest, so the court applied the

step transactions doctrine to deny treaty benefits.?°

2. Acceptable Forms of Treaty Shopping
U.S. courts will not prevent a company claiming treaty benefits if the company

performs minimal business functions or generates income.
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U.S. courts allow a company to claim treaty benefits where the company performed
minimal business functions such as signing contracts and performing other relatively
low-key activities. In Bass v. Commissioner,?! a U.S. taxpayer incorporated a company
in Switzerland and then sold an interest in oil and gas leases to that company.?> The court
recognized that a taxpayer may chose a business form that results in tax savings and then
held that “a taxpayer may adopt any form he desires for the conduct of his business” as
long as the chosen entity actually engages in substantive business activity.? The Court
held that the company did engage in substantive business activity,* because it conducted
activities such as: signing contracts; collecting income; paying expenses; and investing
income.? For some businesses, the cost of maintaining an overseas base with a small
number of employees, may be a small cost when compared to possible tax savings
available under a treaty.

U.S. courts have also allowed treaty benefits where the overseas company can prove a
profit motive. In Northern Indiana Public Service Co.,? the parent company (NIPSC)
incorporated a subsidiary (Finance) in the Netherlands Antilles to obtain funds from the
Eurobond market.”” Finance issued notes on the Eurobond market for $70 million, at an
interest rate of 17.25%2 and NIPSC guaranteed these notes.”® On the same day, NIPSC
issued a loan note to Finance for $70 million at an interest rate of 18.25%.% The interest

payments under the loan note between NIPSC and Finance were the subject of the case.
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The court, following the holding in Bass, recognized the need for substantive business
activity. The court held that the borrowing and lending of money for profit was sufficient
to meet this requirement and therefore concluded that Finance was not a mere conduit
company.®! The court distinguished Aiken Industries on two grounds: (1) Finance made a
profit on its lending, whereas the Honduran company in Aiken Industries did not; and (2)
Finance dealt with a third party, whereas the transactions in Aiken Industries were
entirely between related parties.®® This not only allows companies to claim treaty
benefits, it also encourages them to generate profits in that overseas jurisdiction.
I11. ANALYSIS

Tax treaty abuse was a big problem for the U.S., so the U.S. Treasury introduced an
LOB provision into the U.S. Model Tax Treaty (U.S. Model Treaty) and began including
an LOB provision in all of the U.S.’s future tax treaties. LOB provisions do block some
treaty abuse, however they are not ideal. The provisions are inconsistent the EU law,
subject to abuse due to their reliance on objective criteria, and an overreaction to the
problem of treaty shopping. A GAAR in tax treaties would be preferable to an LOB
provision, because it would give the courts more power to prevent treaty abuse, while
allowing transactions with no abusive intent to go unpunished.
A. The Development and Use of LOB Provisions

An LOB provision has been in every version of the U.S. Model Treaty since 1981. %
LOB provisions are “anti-treaty shopping provisions that are intended to prevent

residents of third countries from benefiting from what is supposed to be a reciprocal

%L N. Ind. Pub. Serv. Co. at 355. The profit being the 1% difference between the interest rate at which the
money was borrowed on the Eurobond market, and the rate at which it earned interest from NIPSC.
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agreement between two countries.”* LOB provisions do not look at the subjective intent
of the taxpayer, instead they focus on objective criteria.>> The LOB provision in the U.S.
Model Treaty is used by the U.S. as a starting point in treaty negotiations, however it may
be changed to suit the needs of the treaty partner. There are a number of variations of the
LOB provision in use, however they are all subject to similar criticisms.

1. LOB provision in the U.S. Model Treaty

The U.S. Model Treaty forms the basis of all of the U.S.’s tax treaty negotiations.*®
The LOB provision in the U.S. Model Treaty shows how the provision relies on objective
criteria to prevent tax treaty abuse. To qualify for treaty benefits under the U.S. Model
Treaty, an entity must first qualify as a “resident” and then as a “qualified person.” The
U.S. Model Treaty has a relatively straightforward test to determine a resident—an entity
is a resident in the contracting state if it is liable to tax in that jurisdiction.*” The entity
must then ensure it is a “qualified person” under the LOB provisions. To be a “qualified
person” the resident must be one of the following: (1) an individual; (2) a contracting
state; (3) a corporation that is either publicly listed in the contracting state, managed and
controlled in the contracting state, or more than 50% owned by companies that are
publically listed or managed and controlled in the contracting state; (4) a charitable
entity; (5) a pension fund that is 50% controlled by members of the contracting states; or
(6) an entity owned by qualifying persons and one that does not pay more than 50% of its

income to entities who are not residents of either contracting state.*®

3 UNITED STATES MODEL TECHNICAL EXPLANATION ACCOMPANYING THE UNITED STATES MODEL INCOME
TAX CONVENTION OF NOVEMBER 15, 2006, at 63.
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Corporations are used in most instances of tax treaty shopping, so the third test is
most relevant to prevent tax abuse. The third test prevents a company claiming treaty
benefits if it is not managed and controlled in the contracting state or trading its shares on
a recognized stock exchange. The test will also be satisfied if the company is controlled
by five or fewer companies that are publically listed or managed and controlled in the
contracting state. A company is managed and controlled in the contracting state if day-
to-day responsibility for management of the company is exercised from the contracting
state.* To satisfy this condition, the executive officers and senior management
employees must exercise day-to-day responsibility for strategic, financial, and
operational strategy from that contracting state, more often than they do from another
state.** The company’s headquarters should also be located in the contracting state.**

2. The LOB Provision in Practice—U.S.-U.K. Tax Treaty

As stated, the U.S. Model Treaty is only the starting point for negotiations. Actual
tax treaties may contain different clauses due to compromises with other states or just to
reflect the different trading environment relating to that state.

The U.S.-U.K. tax treaty* is one of the most commercially significant tax treaties in
the world, and it contains a variation on the LOB provision in the U.S. Model Treaty.*®

The U.S.-U.K. treaty provides for an initial test of “resident” status that is similar to the

% U.S. MODEL TECHNICAL EXPLANATION, 66-67.

0 U.S. MODEL TECHNICAL EXPLANATION, 67.
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2 CONVENTION BETWEEN THE GOVERNMENT OF THE UNITED STATES OF AMERICA AND THE GOVERNMENT
OF THE UNITED KINGDOM OF GREAT BRITAIN AND NORTHERN IRELAND FOR THE AVOIDANCE OF DOUBLE
TAXATION AND THE PREVENTION OF FISCAL EVASION WITH RESPECT TO TAXES ON INCOME AND CAPITAL
GAINS, (U.S.-U.K. TREATY).

*% Kimberly Blanchard, New Tax Treaty Between U.S. and U.K., available at
http://www.weil.com/news/pubdetail.aspx?pub=8575.



one in the U.S. Model Treaty.** Under the U.S.-U.K. treaty, a company is a “qualified
person” if it meets one of three tests. First, the company is listed on a registered stock
exchange, or more than 50% owned by five or fewer companies that are listed on a
registered stock exchange.”® Second, the company satisfies a two-part ownership/base
erosion test. The company will satisfy this test if: (1) more than 50% of the shares are
owned by qualifying persons, including individuals; and (2) less than 50% of the
company’s gross income is paid to persons who are not residents of the contracting states
(not including arm’s length payments for services or tangible property) in the form of
payments that are tax deductible in payor’s state of residence.® Third, the company’s
income is related to the business of the resident of the first contracting state.*’

The U.S.-U.K. treaty also provides treaty benefits to “equivalent beneficiaries” in an
attempt to take account of the contracting states’ obligations under EU law and the North
American Free Trade Agreement.*® The equivalent beneficiaries clause only applies to
dividend, royalty, and interest payments.*® If a company is at least 95% owned by seven
or fewer persons who are equivalent beneficiaries then the treaty benefits can apply.*
The treaty defines an equivalent beneficiary as a resident of an EU Member State or the
European Economic Area, or a party to the North American Free Trade Agreement.™

The rule above is subject to an important restriction. The treaty benefit will only be

* Compare U.S.-U.K. TREATY, Art. 4, with UNITED STATES MODEL INCOME TAX CONVENTION, Art. 4.
*® U.S.-U.K. TREATY, Art. 23(2)(c).

% U.S.-U.K. TREATY, Art. 23(2)(f).

1 U.S.-U.K. TREATY, Art. 23(4).

8 U.S.-U.K. TREATY, Art. 23(3).

*U.S.-U.K. TREATY, Art. 23(7)(d)(i)(B).

% U.S.-U.K. TREATY, Art. 23(3).

1 U.S.-U.K. TREATY, Art. 23(7)(d).



available if the equivalent beneficiary could claim the same treaty benefit if it were the
recipient.>

The restriction to the equivalent beneficiaries rule can be illustrated through a
straightforward example. A U.K. subsidiary with a Spanish parent company can claim
the benefits of the U.S.-U.K. treaty if the Spanish company could claim the same benefits
under the U.S.-Spain treaty. The U.S.-U.K. treaty provides for a 0% withholding tax on
dividends,’® however the U.S.-Spain treaty provides for a 10% withholding tax.>* The
Spanish parent company would not be eligible to claim a 0% withholding rate on
dividends paid from the U.S. to Spain, so the U.K. subsidiary will not be able to take
advantage of the 0% withholding rate in the U.S.-U.K. treaty. As shown in the next
section, this different treatment based on the location of the parent does create a problem
in treaties with EU Member States.

3. Concerns with LOB Provisions

Although LOB provisions are a fundamental part of most U.S. tax treaties, they suffer
from three key drawbacks. First, the provisions are inconsistent with E.U. law, because
EU Member States are permitting “passive discrimination” against other Member States
when they sign a treaty including an LOB provision. Second, LOB provisions are based
on objective criteria and can therefore be over- and under-inclusive, resulting in the
denial of treaty benefits to legitimate transactions, while permitting the provision of
treaty benefits to abusive transactions. Third, LOB provisions are complicated and an

overreaction to the problem of tax treaty shopping.

%2 U.S.-U.K. TREATY, Art. 23(7)(d).

3 U.S.-U.K. TREATY, Art. 10(3).
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INCOME, Art. 10(2)(a).



I. Inconsistency with E.U. Law

Perhaps the biggest problem with LOB provisions is that they are inconsistent with
EU law, because they force Member States to engage in passive discrimination. The
European Court of Justice (ECJ) has issued two decisions on the use of LOB provisions,
however the decisions are inconsistent and the legality of LOB provisions is still unclear.
As aresult, it seems likely that the ECJ will hear the issue again.

The invalidation of a provision that is in all U.S. tax treaties with EU Member States
would be a significant problem. The U.S. has tax treaties with all 27 EU Member States,
representing more than a third of its tax treaty network.” In addition, “nearly one-half of
U.S. foreign portfolio investment is in EU securities, totaling approximately $1,400
billion” and “EU portfolio investment in the United States is approximately $1600
billion.. . .”® If the ECJ ruled against LOB provisions, the U.S. may have to renegotiate
all of its treaties with EU Member States.

a. LOB Provisions are Inconsistent with EU Law

LOB provisions are inconsistent with EU law, because when an EU Member State
signs a treaty including an LOB provision it is engaging in passive discrimination against
other EU Member States. The EC Treaty, to which all Member States are signatories,
provides four freedoms to Member States, one of which is the freedom of

establishment.>” The freedom of establishment prohibits nationality discrimination

% See http://www.irs.gov/businesses/international/article/0,,id=96739,00.html.
*® Ruth Mason, U.S. Tax Treaty Policy and the European Court of Justice, 59 TAX L. R. 65, 66 (2005).
" E.C. Treaty, Art. 43.



between Member States,*® by requiring Member States to allow companies to operate
“under the conditions laid down for its own nationals.”®

LOB provisions appear to breach the freedom of establishment because the entire
purpose of LOB provisions “is to exclude nonresidents from treaty benefits.”® The U.S.
has attempted to mitigate this problem by providing benefits to equivalent beneficiaries,
however the example of a U.K. company with a Spanish parent company®" has already
shown that the equivalent beneficiaries exemption does not prevent different treatment
between EU Member States.

The problem with LOB provisions in the EU context can be illustrated through the
use of three short examples. In the first example, a U.S. company pays a dividend to its
U.K. parent company that is in turn owned by another U.K. company. In this situation,
the full benefit of the U.S.-U.K. treaty will be available because the U.K. recipient of the
dividend is owned by a company managed and controlled in the U.K. No tax will be
withheld on the dividend.

In the second example, the facts are the same as above except the ultimate parent
company is resident in Belgium. Under both the U.S.-U.K. treaty and U.S.-Belgium
treaty, there is no withholding tax on dividends.?? The Belgium parent company is
therefore an equivalent beneficiary and the U.K. company receiving the dividends will be

able to benefit from the reduced withholding rate provided by the treaty. No tax will be

withheld on the dividend.

8 E.C. Treaty, Art. 12, Note 7.

¥ E.C. Treaty, Art. 43.

% Mason, supra note 56, at 83.
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In the third example, the facts are the same as the first example except the parent
company is resident in France. Under the U.S.-France treaty, the dividend withholding
rate is only reduced to 5%.%® Therefore a company resident in France cannot obtain the
same benefits under the U.S.-France treaty. Under this scenario, the U.K. company will
not be able to claim the treaty benefit. The U.S. company must withhold tax at the
standard rate of 30%.

b. EU Court Decisions

The ECJ has heard two cases involving LOB provisions, however its conflicting

decisions have left a cloud of uncertainty over this important legal issue.
A. Open Skies

In Open Skies,** the ECJ held that EU Member States could not enter into treaties that
contained LOB provisions that discriminated against other EU Member States. The U.S.
entered into a treaty with the U.K. that contained a clause restricting the benefits to
airlines owned by nationals of the U.K. The U.K. argued that the decision “to refuse
traffic rights to airlines not controlled or owned by the United Kingdom is a sovereign
choice of the United States of America.”® Effectively the U.K. was trying to argue that
it was not the one discriminating against other Member States—instead it was the U.S.

engaging in the discrimination. The EU rejected this argument holding that it was the

83 CONVENTION BETWEEN THE GOVERNMENT OF THE UNITED STATES OF AMERICA AND THE GOVERNMENT
OF THE FRENCH REPUBLIC FOR THE AVOIDANCE OF DOUBLE TAXATION AND THE PREVENTION OF FISCAL
EVASION WITH RESPECT TO TAXES ON INCOME AND CAPITAL, Art. 10(2).
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1-9519; Case C-468/98, Comm'n v. Sweden, 2002 E.C.R. 1-9575; Case C-469/98, Comm'n v. Finland, 2002
E.C.R. 1-9627; Case C-471/98, Comm'n v. Belgium, 2002 E.C.R. 1-9681; Case C-472/98, Comm'n
Luxembourg, 2002 E.C.R. 1-9741; Case C-475/98; Comm'n v. Austria, 2002 E.C.R. 1-9797; Case C-476/98,
Comm'n v. Germany, 2002 E.C.R. 1-9855.

% Case C-446/98, Comm'n v. U.K., 2002 E.C.R. 1-9427, at 35.



agreement itself, which the U.K. signed, that was discriminatory.®® This case shows that
states may not engage in “passive discrimination against EU nationals.”®’

The analogy to LOB provisions in tax treaties is clear. In tax treaties, as in the treaty
in the Open Skies, the discriminating party is the U.S., however the treaty facilitates the
discrimination. Therefore in tax treaties the signatory is engaging in passive
discrimination by agreeing to LOB provisions.

B. U.K. Tax Credit Case

The decision in Open Skies suggested that the ECJ would rule against the use of LOB
provisions in tax treaties. That was not the case. In ACT IV, the ECJ held that an LOB
clause was valid even though it restricted a tax credit to companies whose shareholders
were also resident in the recipient country.

This case involved the U.K.’s use of a tax credit that it made available to its treaty
partners, but only if the ultimate shareholders of the overseas company were also resident
in the treaty country.®® This provision is similar to the LOB provisions in U.S. tax
treaties. The ECJ dealt with the issue in just two paragraphs, holding that granting a tax
credit is an integral part of a treaty and the credit does not need to be available to non-
residents who are not within the scope of the treaty.” This decision appears to show ECJ

acceptance of LOB provisions in tax treaties.

c. Criticism of the ECJ Approach

% Case C-446/98, Comm'n v. U.K., 2002 E.C.R. 1-9427, at 51.

%7 Mason, supra note 56, at 82.

68 Case C-374/04, Test Claimants in Class IV of the ACT Group Litigation v. Comm’r of the Inland
Revenue, 2006 E.C.R. 1-11673.
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The ECJ’s decision in ACT IV arguably gives LOB provisions legitimacy in EU law,
however the decision is flawed for two reasons. First, the ECJ’s decision was incorrect
and inconsistent with the freedom of establishment.”* The ECJ’s mere two paragraph
analysis of LOB provisions shows that the court did not adequately distinguish between
the use of an LOB provision from the more basic question of whether the U.K. is entitled
to provide treaty benefits to some countries and not others.”® Second, the decision in
ACT IV is not consistent with other recent case law from the ECJ on broader issues of
corporate taxation and the freedom of establishment.” In allowing a treaty to
discriminate between Member States, the ECJ has created an “above the law” status for
tax treaties that is unsustainable in the long run.™

Despite the ACT IV decision, is fair to say that the “effect of ECJ decisions on the
sustainability of double taxation treaties between EU member states and non-member
states is uncertain.””

ii. Objective Nature
LOB provisions consist of objective criteria that allow a taxpayer and the competent

authorities to determine whether treaty benefits will be available for any given

transaction. There have long been concerns about the specialized nature of LOB

™ pasquale Pistone, Test Claimants in Class IV of the ACT Group Litigation: Limitation-of-Benefits
Clauses are Clearly Different from Most-Favoured-Nation-Clauses, BRITISH TAX R. 2007, 4, 363-65;
Servaas van Thiel, The Direct Income Tax Case Law of the European Court of Justice: Past Trends and
Future Developments, 62 TAX L. REV. 143, 153 (2008) (“the court confuses the right of Member States to
shape the balance in rights and obligations as regards the allocation of jurisdiction and the avoidance of
double taxation .. ., with the prohibition on using tax treaties to vary the substantive rights and duties of
taxpayers . . ..).

"2 It has even been suggested that the U.K. judge to whom the decision is addressed should ignore the
opinion of the ECJ in ACT IV because it was based on a “wrong understanding of the relevant facts.”
Pistone, supra note 71, at 365.

™ Timothy Lyons, Class IV ACT: Limited Benefits for All, BRITISH TAX R. 2007, 2, 112-121, at 119;
Pistone, supra note 71, at 364.

™ Thiel, supra note 71, at 153.

" C John Taylor, Twilight of the Neanderthals, or are Bilateral Double Taxation Treaty Networks
Sustainable?, 34 MeLB. U. L. R. 268, 302 (2010).



provisions.”® Attempts to strengthen LOB provisions to combat new forms of tax abuse,
just result in new tax plans that avoid the new criteria.”’

The objective nature of LOB provisions causes the provision to apply to taxpayers
who are not involved in treaty shopping. The following problem illustrates this
example.”® Person A is an individual resident in Nigeria. A wishes to acquire Target
Co., aresident in Country X, however she needs to use a corporate vehicle from an
industrialized country to gain credibility. A choses a U.S. company. The tax treaty
between the U.S. and X provides for a reduced dividend withholding tax rate of 5%, and
it contains an LOB provision similar to that in the U.S. Model Treaty. The corporate
structure outlined above will not satisfy the LOB provision, however there does not
appear to be any tax abuse. The structure does not erode the U.S. tax base and any gain
on the disposal of Target Co. will be chargeable to U.S. tax.

iii. Complicated and an Overreaction

LOB provisions are complicated and an overreaction to the problem of treaty
shopping. LOB provisions “have become increasingly complex and detailed.””® This
was probably inevitable given the objective nature of the provisions. The attempt to
close off one loophole “inevitably gives rise to multiple subsidiary issues that must then
be addressed via further rules and interpretations. . . .”®° This is best evidenced in the

U.S.-Netherlands tax treaty that contains an LOB provision that is longer than some tax

"% Rosenbloom, Toward a New Tax Treaty Policy for a New Decade, 9 Am. J. TAX PoL’Y 77, 92

" Rosenbloom, supra note 76, at 92 (the U.S. has “fallen into a pattern of legislating increasingly detailed
and complicated rules aimed at particular transactions deemed to be abusive, which legislation is
followed—Ilike the night by day—by a new and more complex range of potentially abusive tax plans.”)

"8 Richard L. Reinhold, What is Tax Treaty Abuse? (Is Treaty Shopping an Outdated Concept?), 53 TAX
LAw. 663, 692 (2000).

" Reinhold, supra note 78, at 664.

% Reinhold, supra note 78, at 701. Reinhold illustrates the problem by looking at an example of domestic
legislation that required the adoption of numerous sub-rules and concluded that “highly articulated rules
cannot work in the treaty context.”



treaties.®” Applying LOB provisions requires the interaction of multiple treaties. This
adds to the complexity of the provision and provides opportunities for tax arbitrage.®?

LOB provisions are also an overreaction to the tax treaty problem, especially in the
context of industrialized nations. Following “the general elimination of tax treaties
between the United States and tax-haven jurisdictions, it seems unnecessary to restrict
treaty benefits in the case of companies formed in industrialized jurisdictions that are the
main trading partners of the United States.”®* One commentator has been more direct in
criticizing LOB provisions, stating that “on the usual U.S. principle that anything worth
doing is worth overdoing, recent formulations [of LOB] provisions have [gone] to new
heights, or depths, of detail and complication”®*
B. The Proposal for a GAAR

LOB provisions are an inefficient way of combating tax abuse, and the U.S. should
consider an alternative. A GAAR should be adopted in the U.S. Model Treaty and
included in all U.S. treaties going forward. The GAAR should replace, not supplement,
the LOB provision in tax treaties. A GAAR is preferable to specific anti-abuse
provisions, because targeted legislation “is followed—Ilike the night by day—Dby a new
and more complex range of potentially abusive tax plans.”® A GAAR is favorable to the
current anti-abuse provisions that “have been rendered virtually obsolete by technical

readings and the creative genius of generations of tax planners.”%

8 paul H. Sleurink & Richard E. Andersen, Benefits Under New U.S.-Dutch Treaty Are Limited by
Complicated Tests, 4 J. INT'L TAX’N 212, 212 (1993).
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GAAR:s already play an important role in many jurisdictions’ domestic tax
legislation. In addition there are also similar rules in some tax treaties. A GAAR in tax
treaties will prevent tax abuse if it is well written, supported by adequate guidance for
courts, and contains a formal arbitration procedure for when the contracting states
disagree on its interpretation.

1. Current Use of GAARSs in the Tax Treaty Context

GAARs outside of the tax treaty context are common and not a new concept.
Countries all over the world now include GAARs in their domestic tax codes.®”
Countries that do not have a statutory GAAR, like the U.K. and, until recently, the U.S.,
may have a common law doctrine instead.® Some tax treaties include anti-abuse
provisions that are similar to GAARSs.

i. Main purpose clause

Some of Italy’s tax treaties contain a “main purpose” clause that is similar to a
GAAR, although it is far broader in application. Italy seeks to include a main purpose
clause in its tax treaties because it doubts whether its domestic anti-abuse laws can block
abusive transactions.2® This provides an interesting comparison to the U.S.’s adoption of
LOB provisions after a failure to block treaty abuse in its domestic courts.

The main purpose clause denies treaty benefits if “the main purpose or one of the

main purposes of the creation or existence of such resident or any person connected with

8 Countries with a GAAR include Australia, China, France, Germany, Netherlands, South Africa, and the
uU.S.

® The U.K. has a doctrine similar to the economic substance doctrine discussed in Part I, supra.

8 TECHNICAL EXPLANATION OF THE CONVENTION BETWEEN THE GOVERNMENT OF THE UNITED STATES OF
AMERICA AND THE GOVERNMENT OF THE ITALIAN REPUBLIC FOR THE AVOIDANCE OF DOUBLE TAXATION
WITH RESPECT TO TAXES ON INCOME AND THE PREVENTION OF FRAUD OR FISCAL EVASION, at 37.



such resident was to obtain the benefits under this [treaty] that would not otherwise be
available”®

Italy attempted to include this provision in the U.S.-Italy tax treaty, however the U.S.
Senate rejected it. The Senate and the Joint Committee on Taxation both criticized the
provision for being subjective and vague.* The provision did receive support from Phil
West, the Treasury International Tax Counsel, who defended the clause on the grounds
that even though taxpayers would be required to make some judgment decisions, the
“standard creates no more uncertainty than other U.S. doctrines that may also apply . . .
such as the business purpose or step transaction doctrines.”®® The U.S. rejection of the
main purpose clause provides an important lesson for any GAAR—it must not be too
vague or subjective.

ii. Other Rules Similar to GAARs

The U.S.-Canada tax treaty contains a clause that could constitute a broad anti-abuse

provision. In that treaty, there is an addition to the LOB provision that allows the parties

to “deny benefits under [the treaty] where it can reasonably be concluded that to do

otherwise would result in an abuse of the provisions of this Convention.”*® The Treasury
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explanation to this provision states that Canada wanted to ensure it could still rely on its
domestic GAAR to prevent tax abuse.” However, the language appears to apply to any
instance of abuse, and could be relied upon by either the U.S. or Canada.*

2. How Would the GAAR Work?

For the GAAR to successfully prevent tax abuse, it is important that the provision is
sufficiently clear, that it gives appropriate guidance to courts, and that it includes a
procedure for dealing with differences in interpretation between contracting states.

i. Language of the GAAR

There are many statutory GAARS in existence, but perhaps the most relevant one, and
also the most recent, is the U.S. GAAR, enacted in 2010.*° The U.S. GAAR is a good
model, because it has already been approved by the U.S. Congress, albeit in a domestic
context. Including the GAAR in tax treaties is preferable to just relying on the domestic
GAAR, because a bilateral solution would be more effective than the U.S. acting on its
own.”’

The U.S. GAAR specifies how courts should apply the economic substance doctrine.
The GAAR states that in order to treat a transaction as having economic substance, the

transaction must: (1) change, in a meaningful way (apart from tax benefits), the

taxpayer’s economic position, and (2) the taxpayer must have a substantial non-tax
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purpose for entering into such a transaction.” If the taxpayer intends to show the
transaction has profit potential, then the transaction will need to satisfy the profit test.”
The profit test is satisfied if the present value of the reasonably expected pre-tax profit is
substantial in relation to the present value of the expected net tax benefits.*®

This GAAR gives some flexibility to domestic courts while also requiring that any
profit is not inconsequential in relation to the tax savings. In other words, the GAAR
should allow transactions that have a motive more important, or as important as, the tax
saving achieved.

This GAAR would not conflict with EU law. The ECJ has already indicated that
discriminatory treatment is acceptable in clear instances of tax abuse.'® The transactions
blocked by the GAAR should only represent genuine tax treaty abuse, and will therefore
be consistent with EU law.

ii. Use of Examples in the GAAR

Because a GAAR does not use objective criteria, it can block abusive transactions,
while allowing similar transactions that a legitimate purpose. However, it is important
that both contracting states have similar expectations as to how the GAAR will be
applied. This paper proposes the use of examples included within the text of the treaty
itself to guide the courts in interpretation of the GAAR.

The use of examples to guide courts is not a novel idea; examples are already

common in explanatory materials accompanying tax treaties. The technical explanation

% § 7701(0)(1).

% § 7701(0)(2)(A).

100§ 7701(0)(2)(A).

101 Case C-196/04, Cadbury Schweppes Plc v. Comm’rs of Inland Revenue, 2006 E.C.R. I-7995, at ] 75
(holding that a nationality-based discrimination is acceptable on in instances relating to the use of “wholly
artificial arrangements intended to escape the national tax normally payable.”)



to the U.S. Model Treaty contains examples that explain when treaty benefits should and
should not be denied under the LOB provision.'® The use of examples should not be
confined to unilateral explanatory materials such as the U.S. technical explanation.
Although U.S. courts may give deference to the U.S. technical explanation, it is unlikely
that foreign courts will. Examples within the treaty will be binding forms of interpretive
guidance on both parties.

iii. Dealing with Disputes — Arbitration

There are few “mechanisms for enforcement of international law”*® and this has led
to the criticism that countries like the U.S. can “releas[e] themselves from treaty
obligations when they [deem] it fit.”***

A GAAR in tax treaties would give a lot of power to domestic courts. Each
contracting state will have concerns about how the other state will interpret certain
transactions. While that problem should be mitigated significantly by the use of
examples as discussed above, an agreed upon method of arbitration is also essential to the
success of a GAAR in tax treaties. One scholar suggests that “denial of treaty benefits be
conditioned on prior consultation with the competent authority. . . .”*%® This solution is
not practical, because it would require states to discuss every instance of tax abuse before
any transaction can take place.

Instead the GAAR should include a formal arbitration process that will apply when

the contracting states disagree about the tax treatment of a transaction. Specifically the

GAAR should provide for a “baseball-style” arbitration process. This mandatory
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baseball-style arbitration will apply when the competent authorities cannot resolve a
difference of opinion concerning the tax treatment of a transaction. Under baseball-style
arbitration, both sides would submit a proposal and the arbitrator would chose one.'%
There is no opportunity to modify the proposal. This should ensure that both parties put
forward reasonable proposals at the first time of asking. The U.S. included this type of
arbitration clause in the recent U.S.-Germany treaty.*’

3. Criticisms of a GAAR in Tax Treaties

The proposal to add a GAAR into future tax treaties will be criticized for three main
reasons. The biggest obstacle will probably be the uncertainty inherent in GAARSs.
There will also be concerns about how foreign courts will interpret such a clause.
Finally, the time and effort it will take to implement this proposal will be significant.
Ultimately, although the points are valid, this paper concludes that the possible negative
implications do not outweigh the potential benefits of a GAAR in tax treaties.

i. GAARs and Uncertainty

GAARs are, by definition, general and subjective, and this can lead lawmakers to
believe that a GAAR will create uncertainty for taxpayers and tax authorities. The U.S.’s
response to Italy’s main purpose provision shows that the subjective nature of GAARs is
a concern.®® This criticism should not prevent the use of a GAAR in tax treaties for

three reasons. First, the successful use of GAARs in domestic legislation shows that

subjectivity can be handled by courts. Second, tax treaties take a long time to negotiate

196 Kornicova, supra note 97, at 278.
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and therefore need a subjective and flexible anti-avoidance provision. Finally, the use of
examples within the treaty can guide courts in interpretation.

GAARs are included in the domestic legislation of many large industrialized
countries, including the U.S. Countries that do not have a codified GAAR may have a
strong anti-avoidance principle in common law that can apply to block abusive
transactions.’® The proposal in this paper is based on the U.S. statutory GAAR, that
contains specific guidance to aid courts in its interpretation. It is worth noting that the
U.S. GAAR was passed as recently as 2010. This suggests there may have been a shift in
the U.S. attitude to GAARSs since the U.S. rejection of Italy’s main purpose provision.

Tax treaties cannot be amended quickly and therefore lawmakers cannot instantly
block new tax avoidance schemes by amending treaties. This contrasts with domestic
law which can be updated relatively quickly to block new forms of tax abuse.

This paper has also shown how the uncertainty in a GAAR could be minimized
through the use of examples that are actually incorporated into the treaty. Domestic
courts, and in turn taxpayers and tax authorities, would be guided by these examples
when deciding cases involving possible tax avoidance. The interpretation of GAARS by
domestic courts leads into the next possible criticism of GAARs in tax treaties.

ii. Interpretation of GAARs by Foreign Courts

Some countries will not want to rely on the interpretation of the treaty by foreign
courts. For example, the U.S. may not want to rely on a Chinese court for judgment on a
transaction that affects a U.S. company. This criticism can be addressed in two ways.
First, as stated, the use of examples is intended to give guidance to courts and reduce

uncertainty. A foreign state court that does not follow the guidance in the examples, puts

109 See e.g. the U.K.’s substance-over-form common law doctrine.



the state in breach of the treaty in the same way as if the state had broken any of the other
provisions. Second, the proposal in this paper includes a mandatory arbitration procedure
to deal with differences of opinion between the parties.

All treaties rely, at least in part, on the interpretation of treaty provisions by the other
party. Sometimes treaty interpretation by foreign jurisdictions negatively affects U.S.
companies. For example, in India the local tax authorities took an inconsistent approach
in defining whether someone is a resident of a contracting state.**® This resulted in the
denial of treaty benefits to a U.S. pension fund. The U.S. pension fund was held not to be
“subject to tax” in the U.S. because it was a tax exempt pension fund.*** This is despite
an earlier ruling that defined the similar term “liable to tax” as covering any company
subject to the jurisdiction’s tax laws.**? If the earlier definition had been applied, the
U.S. pension fund could have claimed treaty benefits.

It is inevitable that the GAAR will be interpreted slightly differently by overseas
courts, however a clearly written rule, and the use of examples for guidance, should keep
disagreements to a minimum. Including a GAAR in tax treaties may actually provide for
more certainty in treaty interpretation, because courts will not need to consider domestic

GAARs when confronted with potentially abusive transactions.

110 See Kornicova, supra note 97, at 268-70 for a more detailed discussion of India’s recent tax decisions on
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iii. Time Required to Amend Tax Treaties

Tax treaties are time consuming to agree. They require the agreement of two nation
states, so any change to a tax treaty, or tax treaty policy, needs to consider the time and
costs involved. If the U.S. amended its Model Treaty to replace the LOB provision with
a GAAR, the U.S. would need to eventually replace or amend every one of its tax
treaties. This may seem like enough of a reason to maintain the status quo, however it is
not.

Tax treaties take a lot of time to agree, however they also last for a long time. A
GAAR in tax treaties is intended to cover a wide range of tax avoidance transactions,
some of which have not yet been conceived. The effort extended to include a GAAR in
tax treaties will be offset by the long-terms benefits achieved.

This paper is not suggesting that every existing treaty be amended within a set time
frame. LOB provisions were first included in tax treaties in 1981, however the U.S. is
still amending existing treaties and signing new ones. The GAAR could be included in
new treaties and existing ones could gradually be replaced. The time and effort required
to amend treaties did not stop the U.S. adopting LOB provisions, and it should not stop
the U.S. replacing those provisions with GAARSs.

IV. CONCLUSION

It is easy to see why the U.S. began including LOB provisions in its tax treaties. U.S.
courts did not fully prevent tax treaty abuse, and this led to concerns that the U.S. tax
base could be eroded. LOB provisions prevent some forms of tax abuse, however the
provisions rely on objective criteria and that creates the potential for further abuse. In

addition, LOB provisions face an uncertain future in the EU. The U.S. should therefore



consider replacing LOB provision with GAARs. A GAAR can block a wider range of
abusive transactions and is not as susceptible to abuse as an LOB provision. The U.S.
should amend its Model Treaty to include a GAAR and then begin incorporating the
GAAR into all future treaty negotiations. Over time, existing treaties should be amended
to replace the LOB provision with a GAAR. The effort required to do this should not be
underestimated, however the time and energy expended will be rewarded by an anti-

avoidance provision that will prevent a wide range of tax abuse for many years to come.



