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ABSTRACT

The International Tax Law appears as area of lastirted to determine the legal effects
of international operations, because is too mudbvamce to the corporations that exploit
economic activity in many jurisdictions the impasftthe exaction of taxes on their income,
which may even derail a satisfactory profit margiand thus decrease the market
competitiveness. This study aims to measure treetsfithat the anti-treaty shopping rules have
regarding this phenomenon, widely used as a formaofplanning designed to mitigate taxes.
We seek to verify the real effectiveness of thesasures, but also to discuss the foundation
upon which is alleged its illegality. It's defend#uht the treaty shopping, in our view, is largely
responsible for a greater movement of capital betwauntries, consolidating it into a way by
which the need to implement investment be effectizgardless of preexisting international
agreements by which they coveted would grant tavefis.
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Treaty shopping:
planejamento tributario no plano internacional ou forma de abuso de direito

(?)

RESUMO

O Direito Tributario Internacional surge como rajunddico destinado a determinar os
efeitos juridicos das operacbes internacionaisquyaito € de suma relevancia para as
corporacdes que exploram atividade econémica eprghsg jurisdicdes o impacto que a exagao
de tributos causa em suas receitas, podendo a igépoBiscal até mesmo inviabilizar uma
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margem de lucro satisfatéria, e assim prejudicaompetitividade no mercado. O presente
trabalho tem como finalidade mensurar os efeit@sagiregraanti-treaty shopping@presentam
com relacdo a esse fenbmeno, muito utilizado camod de planejamento tributario destinado
a mitigar a tributacdo. Busca-se verificar a réafiddade dessas medidas, mas também discutir
o fundamento sobre o0 qual é alegada a sua ilicilDdende-se que toeaty shoppinge um dos
grandes responsaveis para a maior circulacao dtisapntre os paises, consubstanciando-se
verdadeiro meio pelo qual a necessidade de apligastimentos se efetiva independentemente
da preexisténcia de acordos internacionais.

PALARAS-CHAVE : treaty shopping; planejamento; tratado; bitributaca

1 INTRODUCTION: UnfoldingtheProblem - The WorkThesis:

The present studyseeks to investigate the broadness of anti-trefadppingrules in the
international context, through the analysis of theeasures, such as, the need for contract

oriented and economic motivation of the transastion

The illegality of treaty-shopping remains contrsial, as it’s characterization as legally
abusive is not certain. Hence, one must seekeawatiig the objectives of countries (e.g.: United
Stats, United Kingdom, Canada, Germany and Fraheg¢)dopt anti-treaty-shopping rules, that
being defined as the attempt from residents oflitbauntries to benefit from what is intended to

® This study is of legal-comprehensive nature, veifiecial attention to the comparative method (by thas
understood the kind that serves to "[...] identifg resemblances and differences of norms andutistis between
two or more legal systems"; and its great advantamgld be the possibility to uncover and solvepibssible faults.
[WITKER, Jorge. Como elaborarunatesisemderecho
pautasmetodoldgicastécnicasparaelestudianteinadstigelderecho. Madrid: Civitas, 1985. 148p.]) rétation to
foreign legal systems and position of internatiobadlies. The research, which started in Augus02@hd was
concluded in mid 2011, was elaborated from thenbwg and analysis of Brazilian, as well as foretpttrinaire
texts (comparative Law). In this sense, the coisparbetween legal systems was the main activions@lering
the nature of the legal researches (as appliedlssdience) it was not possible to ignore the gisgeobjective of
this study. Hence, triggered by the questioninghefinstitutes evaluated, it is sought to propmsedequate legal
orientation for the Brazilian legal system. Foclsuit was used as theoretical benchmark, Haberhasry of
Discourse in which "arguments are reasons thatvexcainder conditions of the speech, an expectatioralidity
raised through acts of speech that may be eithanoadedgeable or regulatory, moving the particigaof the
debate, rationally, to accept the descriptive gulatory norms as valid"(HABERMAS, Jirgen, 1929reito e
democracia entre facticidade e validade, volume I/Jirgendiatas; traducdo: Flavio BenoSiebeneichler. — Rio de
Janeiro: Tempo Brasileiro, 1997, p.280 e ss).lhdsessary to emphasize that, by means of argurizentéte
norms and statements must be constantly justifiedi@gitimized, in order to verify the maintenarfeconsensus,
which would be the only reason for its legitimaaydaefficacy, against the risk of causing the stéignaof
communication dynamics. Hence, it becomes evitlaatt in this scenario, the truth is not previoustystituted
and thus capable of being unveiled, but susceptibb®nstruction, by argumentation.
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be a reciprocal agreement between two other casntavoiding double taxatignas a way to

reduce the amount of taxes to be withheld.

This paper, therefore, intends to demonstrate dssiple uses of this procedure as well
as the rules which allow for the disregard of pievacts performed by the taxpayers,by partof
the tax administration, applying to that act theation which it intended to reduce or mitigate.
Moreover, by debating about the arguments that teathe curbing oftreaty-shopping the
present study focuses on the exposition of thersiityeof treatments applied toeaty-shopping

As its main concern, the study must analyze baghBitazilian and international doctrine
related totreaty-shopping The hypothesis which tries to dismantle the arguots used to
characterize as form of right abuse, is broughtsinge in short, the following conclusions were
identified:

> Not all treaty-shopping structures can be chareetéras artificial and deprived of
economic substance

» As for the argument that treaty-shopping subvérésttade balance between the
contracting countries, there is no evidence of. tAakaties are not always fair for
their participants.

» In view of the multiplicity of arrangements that utd characterize treaty-
shopping, it can not be presumed that this typisoél arrangement may violate
the principle of economic allegiance;

» There is no consensus over the definition of thecple of economic allegiance,
and the alleged disincentiveof treaty agreementsoamgnore themarket's forces

of self-correction and international economic puesdowards fiscal conversion.

“In order to find a way to solve the undesirablebpems caused by international multi-taxation, whigkeatly
concerns the international market's economic ag#éimés States which adopt the principle of univergdivorld-

wide income taxation) in their tax regimes, mustidtaneously elect, unilaterally, internal mechemigcompatible
with the fiscal policies objectives) that may semiore adequate" (TORRES, Helefuritributacéo Internacional
sobre as Rendas de Empres@8o Paulo: Revista dos Tribunais, 1997, p. 285).
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It has finally been understood that the argumeritihvattribute a sense of illegality to
treaty-shoppingare weak, speculative and bearprgtactionist trend.

According to the vision hereby constructed, trestgppingis a legitimate instrumentfor
cutting down tax withholding, provided that the naquisites established by law or treaty,
placing limits on the fruition of benefits estabksl by international agreements, are complied
with®.

Even though the above mentioned prerequisitesisoeveewed as inhibiting norms, their
existence guarantee legal assurance to the invedtor plans to benefit from the treaties'
privileges in the transactions between contraatimgntries.

Initially, we shall analyze the meaning of the teamd the concept dfeaty-shopping
Later, the various aspects around the subject bélldebated. As an example, the judicial
proceduresoriginated by treaty-shopping in Canadld Brance, and the related discussion

regarding the acceptance of the beneficial ownémerJ.K®.

2 A PORTRAY OF THE SUBJECT MATTER

2.1The TermTreaty-shopping

Althoughtreaty-shopping not a new phenomenon it remains controverdiaeems
that the more jurisdictions try to deal with itethroader become the ambiguities as to what is

treaty-shopping and what is just legitimate taxhplag.

*International Tax Law has as its objerbss-border situationsor, real-life situations which have contact, Iy a
of its elements, with more than one jurisdictiopaiale of taxation; the international nature of ¢fiteation arises
from its connection with more than one legal systas opposed to a purely internal or to an inteaftdirs
situation in a foreign country, occurring in thealm of one single State” (XAVIER, Alberto Pinheiro,
DireitoTributariolnternacional do Brasjl4? Ed. Rio de Janeiro: Forense, 1998 1997, p.3).

®0One may find grounds fromHabermas when using tiesgmt argument to sustain that “interpretationimgidar
cases, issued under the perspective of a coharetens of norms, depend on the communicative asygexispeech
constituted this way, from a social-onthologicahrgtpoint”; and that coherence points out to pragmat
argumentation presupposition. (HABERMAS, Jirgen299Direito e democracia: entre facticidade e \alil
volume I/Jirgen Habermas; tradugéo: FlavioBenoSieishler. — Rio de Janeiro: Tempo Brasileiro, 199285).
In effect, this theory bears the epistemic origintlee hermeneutical root to be configured by comitative
rationale, often called upon when dealing with tibmsonal interpretation issues, once what is lyetile matter is
the insertion of ethical-discursive principles, lghmormative criteria that seek for the foundatiofi€onstitutional
applicable norms, in a theoretical-pragmatic prajmsfor the methodology of Law (DUARTE, Ecio ORamos.
Teoria do discurso e corre¢cdo normativa do direiproximacdo a Metodologia Discursiva do Direi&#io Paulo:
Landy. 2003, p. 24).
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It is believed that the term ‘treaty-shopping’ wagginated in the US. The analogy was
drawn from the term ‘forum shopping’, which desedbthe situation in US civil court case
where a litigant tried to ‘shop’ between jurisdicts trying to find a decision that was more
favorable to his needs

David Rosenbloom, who served as International FiSoansel of the American Treasure
Department between 1977 and 1981, described theoptenon otreaty-shoppings “[...] the
practice of some investors ‘borrowing’ a tax trebgyforming an entity (usually a corporation)
in a country having a favorable tax treaty with tdoeintry of source — that is, the country where
the investment is to be made and the income intigmets to be earned” In other words, the
person selects a treaty which otherwise would reotabailable, through complex structures;
hence, the tertreaty-shopping

The termtreaty-shoppingas never featured in any version of the OECDMaual,has it
been properly defined or explained in the OECD Cemtaries. On the contrary, the emphasis
is always on eliminatingreaty-shoppingnd the measures that can be adopted against it.

In this respect, Luis Eduardo Schoueriexplainsfteatid Rosenbloom:

[...] criticizes those who treat the issuetresaty abusebecause he judges it asheavy
loadedterm” He also rejects the termaxhavens when studying the subject, since
treaty-shoppindoesn’t require the interposition of tax havensdenpossible in certain
situations by the interposition of companies residi@ States with high tax rates.
Finally, the author rejects the termeaty-shoppingfor considering it deceiving, as it
implies a premeditated effort by the taxpayer todfi¢ from international treati%

Most references tdreaty-shoppingre standard when discussiagti-treaty-shopping

dispositions. As an example, references to the lpnobcommonly defined adreaty-

"BECKER, Helmut &Wiirm, Felix J.Jreaty-shopping: An Emerging Tax Issue and its @mesStatus in Various
Countries,Kluwer: Deventer, 1988in AVI-YONAH, Reuven S. PANAYI, Christiana HJIRethinking Treaty-
Shopping: Lessons for the European Unibfichigan: Public Law and Legal Theory working paseries, Work
paper n° 182, Empirical Legal Studies Center, 2010,p. 2. Availableat:
<http://www.law.umich.edu/centersandprograms/elstfacts/pages/papers.aspx>. Downloaded inFeli. 201
8(ROSENBLOOM, DavidDerivative BenefitsEmerging US Treaty Policy 22 Intertax 83, 1994.

°AVI-YONAH, Reuven S. PANAY!I, Christiana HRethinking Treaty-Shopping: Lessons for the Eurapgaion
Michigan: Public Law and Legal Theory working pageries, Work paper n® 182, Empirical Legal Studiester,
2010, p. 2. Availableat: <http://www.law.umich.ederitersandprograms/elsc/abstracts/pages/papers.aspx
Downloaded in Feb. 2011.

19 SCHOUERI, Luis Eduarddlanejamento fiscal através de acordos de bitribéta treaty-shopping. Sdo Paulo:
Revista dos Tribunais, 1995, p. 22-23.
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shoppingvere first made in the OECfzommentary in its 1st article which dealt with lfation
of benefits (LOB) provisions and how such disposisi are aimed at solving theaty-shopping

issue in a comprehensive way.

"A description of treaty-shopping is given indidgcand in very general terms. It is
stated that Limitation-of-Benefits provisions ahere to address treaty-shopping. Then
it is stated that LOB provisions are aimed at pn¢ivg) persons who are not residents of
either Contracting States from accessing the bisneffia Convention through the use of
an entity that would otherwise qualify as a restd#rone of these Statés

According to the new US Technical Explanation ageanying the United States model,
treaty-shoppinmay be characterized as a form of eluSisvhen describing the function of anti-
treaty-shopping provisions. The clause of the abueationed Technical Explanation regarding
limitation of benefits found in article 22 statdsat this article contains "anti-treaty-shopping
provisions that are intended to prevent residehtstbird country from benefiting from what is
intended to be a reciprocal agreement between dwotdes"”.

"Nonetheless, the criticism against the expressidtreaty-shopping"antireaty
abuse”is also made by Guttentag (1984/3), to whioese are "obviously demeaning
terms”. In this sense, the author argues thatsthee can not be examined under the
premise that they consist of a fraud, or abuser tirat reason, he understands that a
better defining (longer) although more neutral tenost be used. We would thus, have
that: ‘theextenttowhich non-residentsof a treaty country
canandshouldbenefitfromthetaxtreatyofthat countrkccording to this author, it is
exactly to avoid such a derogative approach tteati8 Treasury Dept. does not refer,
in its publications to "treaty abuse" but tiritationoftreatybenefits.

When observing the near definition of treaty-shagpne may note that the treatment
given to the term may reflect upon a far reachipgcsrum of structures, ranging from the more

purely abusive and artificial to others with morm®omic substance. However, are all these

HAvailable in: <http://www.oecd.org/home/0,2987,en_2649 201185 1 1_1,00.htrs.
DownloadedonApril23rd 2011.

2AVI-YONAH, Reuven S. PANAY!I, Christiana HRethinking Treaty-Shopping: Lessons for the Europgaion
Michigan: Public Law and Legal Theory working pageries, Work paper n® 182, Empirical Legal Studlester,
2010, p. 4, free translation. Available in:
<http://www.law.umich.edu/centersandprograms/elsstfacts/pages/papers.aspx>. Downloaded inFeli. 201

13 Available in:http://www.irs.gov/publirs-trty/temod006.pdPownloaded on 23 April 2011.

14 SCHOUERI, Luis Eduarddlanejamento fiscal através de acordos de bitribéta treaty-shopping. Sdo Paulo:
Revista dos Tribunais, 1995, p. 22-23
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instances of improper use of international conwe®? The OECDcommentary seems to
perpetuate this confusion.

The descriptions given in paragraphs 9th and 20theorOECDcommentary to article 1st
seemed to involve general forms of treaty-shoppirg,treaty-shoppingwithoutconnotations
about tax havens or interposition schemes. Norethethe examples given on paragraph 11th of
the commentary seemed to relate totreaty-shopmgingl more specific and abusive standpoint,
in special treaty-shoppingby conduit and/or basexaies Therefore, there are two obvious
extremes to this spectrum: treaty-shoppingthrougbndaitsand buonafid@ommercial

enterprises.

Therefore, treaty-shopping of a clearly impropeurewould entail the following:

(1) the beneficial ownét (Company P) of the treaty-shopping entity (Comp&ydoes
notreside in the country where the entity is créate

(2) the interposed company (Company R) has mingoahomic activity in the jurisdiction
inwhich it is located; and

(3) the income is subject to minimal (if any) tax the interposedcompany's country of

residence.

From this explanation, the following anteaty-shoppindispositions can be derived:

> In (1), the State requires that the company canstit in its territory shows one of its
elected subjective criteria (domicile, residenceationality);

> In (2), the State requires that the company devetmmomic activity relevant enough to
justify its eligibility to the income it may benéfrom the treaty;

> In (3), the State taxes withoutconsidering thetyfsalispositions, based on the fact that

the company's residence is a tax haven.

5The meaning of the term “beneficial owner”, accogito the OCDE's glossary isA‘person who enjoys the real
benefits of ownership, even though the title togitoperty is in another name. Often important i teeaties, as a
resident of a tax treaty partner may be denieditbeefits of certain reduced withholding tax ratiethe beneficial
owner of the dividends etc is resident of a thimumry’ (OCDE, Glossary of Tax TermsAvailable in:
<http://www.oecd.org/ctp/glossaryoftaxterms.htmBewnloadedon23 mar. 2011).
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There could be many variations of this scheme.dxample, it may be possible to use
morethan one tax treaty and move the funds ardummadigh several countries, in the process of
which, these funds may change their characterigics: dividends turned into loans).

However, as already mentioned, this is only ore @nthe spectrum. A treaty-shopping
scheme could be made up of different degrees ifiteadity. The intermediary companycould be
fake or have minimal economic substance or coulebbena fidecommercial contract. Clearly,
not all levels of third country residentsbenefitirom international tax treaties to which their

own countries are not part, are examples ofmisuse.

While one may more readily distinguish a complebans from abuona fide
commercial arrangement -not always easy, as it rabpen the jurisdictional
perspectives on tax planning- the disputes (andatibn) usually relates to
borderline cases. Successive Models and Commentaaiee done little to clarify
the confusion. In fact, they seem to perpetuatftiis may be deliberate. It is
certainly to the advantage of the tax authoriteefdve discretion to determine on
an ad hocbasis what is to be considered improper treaty{simgand what is
legitimate tax planning.

As it will be clearly seen, the above mentionedhatg, understand that none of the
people making traditional theoretical objectionstraty-shoppingare capable of presenting a
very convincing argument. And not all of such olits are addressed to entirely artificial
structures. This has important implications ashdwv treaty-shoppingis dealt with in various

jurisdictions.

2.2 The conceptdfeaty-shopping

International treaties are legal mechanisms inaated into internal jurisdiction and by

which the Staté$ agree upon the relief from double taxatfamd the concession of fiscal

°AVI-YONAH, Reuven S. PANAY!I, Christiana HRethinking Treaty-Shopping: Lessons for the Europgaion
Michigan: Public Law and Legal Theory working pageries, Work paper n® 182, Empirical Legal Studiester,
2010, p. 6, Free translation. Availableat:
<http://www.law.umich.edu/centersandprograms/elstfacts/pages/papers.aspx>. Downloaded inFeb. 2011
®Availableat:http://www.irs.gov/publirs-trty/temod006.pdPownloaded in 23 Apr. 2011.

17 egal public persons of international Law are slosereign States (to which are leveled, for siagréasons, the
Santa Sé) and the international bodies in striatsse (REZEK, FranciscoDireitolnternacionalPublico
cursoelementar. Sado Paulo: Saraiva, p. 153)
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benefits, as a means to increase capital flow kEtwbem. When referring to international
treaties this is how Luis Eduardo Schoueri states:
The concessions which are subject of double taxdtiaties have, according to Victor
Uckmar (1983/4,5), a "personal character”, in othierds, they are destined to benefit

the residents of another contracting State, as asume of reciprocity (KRAFT,
1991/3§°, not including, therefore, its extension to resigeof third States.

This impossibility of the State which may not haegticipated in the negotiation from
adhering to a bilateral treaty, is based on the tfzat this is a treaty of a closed nature. Such
situation results from thpactatertiisnecnocentnecpros(srt agreement does not help nor harms
a third party) which announces the “fundamentah@ple by which the treaty is applied
between its parties”, which stands as a corolldrihe principle of consent, sovereigfitand
independence of the States

18 In this sense, Van Hoorn Jr argues that: “[...htelver form of double taxation - legal or economithe narrow
sense, or economic in the case of two coexistingkf taxes - the issue is to know if there ig lagal principle
according to which a State may be obliged to abigdé. Each State is sovereign in taxation issred there is no
principle or general rule that limit the soverejgower to tax, in addition to those few principlaattcan limit the
sovereignty of a State, in general. Therefore,pbstion of a country with regards to double ta@mt as well as
with regards to international tax law, in generdiepends in a great deal, if not entirely, on dsdstic economic
objectives, and on the structure of its internatloposition with respect to other countries. Tapplies to any
unilateral rulings. The taxation of world (or gldpacome, as well as that of strictly territorialvel, is a result of
the international status of a country as an expantémporter of technology or capital. This is atthappens to
unilateral measures that aim to avoid double tarafiegal), as well as, with fiscal incentives &gtion which aim
to the creation of a more favorable tax environmfemt foreign investment and transfer of technol6gyiR
HOORN, J. O papel dos tratados no comérciointeonati In: TAVOLARO, AgostinhoToffoli; MACHADO,
Brandao; MARTINS, Ives Gandra da Silva (CoordBr)ncipiostributarios no direitobrasileiro e compada
estudosemhomenagem a Gilberto de Ulhba Canto.dRiaueiro: Forense, 1988. p. 420-421).

9 KRAFT, Gerhard, 1991, Die MigbrauchlichelnanspruchnahmevonDoppelbesteuerungsaiyien:
zurProblematikdesTreaty-shoppingunterBerilcksichmigder Rechtslage in der BundesrepublikDeutschlander
Schweizund in der VereingtenStaaten, MannheimetsaissenschaftlicheAbhandlungen — Band 10, Heidglbe
Muller, p. 149.Apud SCHOUERI, Luis Eduardd?lanejamento fiscal através de acordos de bitripéta treaty-
shopping. S&o Paulo: Revista dos Tribunais, 19980 p

20 SCHOUERI, Luis Eduard®lanejamento fiscal através de acordos de bitribéita treaty-shopping. S&o Paulo:
Revista dos Tribunais, 1995, p. 20.

Zaccording to Heleno Torres, fiscal sovereignty (s.!) the institutionalized power which places 8tate as a
subject in the world order, providing it with autimy and independence in the definition of taxabkenés and
procedures for tax collection, in terms of the $iglftation of sources originally internal and ctitgional, as well
as international sources" (TORRES, HelenoTavéiharitributacdolnternacionalsobre as Rendas de Eegais2

ed. Rev., ampl.eatualizada. S&o Paulo: Revistddbanais, 2001, p. 67). Luigi Ferrajolistates ttthe external
sovereignty of a State has always had as its ratifigation the need to defend itself against exkthreats.
Nowadays, with the reduction of such need for dedethis system of unequal sovereignties and théars ever
more asymmetric between rich and poor countrieghvtfie international community has turned itseibira system
which does not seem to be tolerable, in the lomg Ioy the very political systems of the more depebbcountries,
which base their democratic legitimacy exactly abese same promises and their universalism" (FERRA,
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Article 34 of the Vienna Convention states thatreaty does not create obligations or

rights for a third State without its conseTit” However, Schoueripoints out to the followingtfac

Failures in the elaboration of the referred agredgmeor limitations imposed by the
domestic law of the contracting States, or even,litgrnational Law, allow the
taxpayers who, at first, would not be benefit frita derived norms, to actually benefit
from them (Kraft). This kind of fiscal planning,dlinternational doctrine is referring to
as treaty-shopping(Vogel, 1983/59; Kraft 1991%6)

At a first glance, one can derive, with Becker, idhentification of "(...) treaty-shopping,
when, at the interposition of a person, the pradectrom a convention of double taxation, can
be obtained, when otherwise, it would not be pds&b

Schoueriacknowledges that a doctrinaire examinagwerals, on the other hand, that the
concept above mentioned does not satisfy, entittlg, understanding of the issue, since,
“Becker's concept does not refer to the intentidntlee taxpayer" and that “[.trpaty-
shoppingloes not apply to situations where the taxpayerdsvated by extra fiscal reasoRS”

In this case the hypothesis of a given corporabenefit from the favourable fiscal
provision of its controlled company's country o$iceence (by means of eventual interposition)
would be mere causality. However, one can notignieefact that when trying to interpose a
third person into a certain jurisdiction, the comence of fiscal and extra-fiscal motives may
occur.

Schoueriargues that treaty-shoppingrequires tlegietinust not be another reason for the

interposition of a third beneficiary of the treatther than the actual treaty benefit. Krabbe

Luigi. A soberania no mundo moderamascimento e crise do Estado nacional; trado@accioli, Marcio Lauria
Filho; rev. da trad. Karina Jannini. Sdo Paulo: tMarFontes, 2002, p. 47-48).

#2 BROWNLIE, lan. Principios de DireitolnternacionalPublictrad. Maria Manuela Ferrajota et al.
Lisboa: CalousteGulbenkian, 1997, p. 646.

2 Available in: <http://www2.mre.gov.br/dai/dtrat.htsn Downloaded on July 15th, 2011.

24 SCHOUERI, Luis Eduard®lanejamento fiscal através de acordos de bitribéita treaty-shopping. S&o Paulo:
Revista dos Tribunais, 1995, p. 20.

% SCHOUERI, Luis Eduard®lanejamento fiscal através de acordos de bitribéita treaty-shopping. S&o Paulo:
Revista dos Tribunais, 1995, p. 20.

% SCHOUERI, Luis Eduarddlanejamento fiscal através de acordos de bitribéta treaty-shopping. S&o Paulo:
Revista dos Tribunais, 1995, p. 21.
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points out that the interposition of the third yantas due to the intention, of the taxpayer, to
obtain a reduction of its tax lo&d.

Nonetheless “[...] Krabbeincludes in its concepgt ithterposition of a company located in
a State that is part of a double taxation treaty”,] treaty-shoppindoes not require that the
interposed person be a society, although this it witen found®.

The same author explains that, initially, it is gibge to conceive treaty-shoppingby the
interposition of a third natural persgncontractually obliged to convey the resourcesioled
by that scheme, to the company at the end of ttke [This way, the third party may be related to

the investor, even as a subsidiary. The major psjraticcording to the author:

“[...] treaty-shoppingoccurs when, with the purpo$ebtaining benefits from a double
taxation treaty, a taxpayer who, initially, wouldtrbe included among its beneficiaries,
arranges its businesses, in a way that a persopemnanent establishment, who is
entitled to such benefits is interposed betwessifignd the source of its inconi&”
Schoueristresses the fact that fiscal benefit meséssarily derive from a double taxation
treaty, excluding the cases of simulation, inwhible advantage does not originate from the
treaty itself, but from the mere "legal umbrellaéated by the taxpayer, which produces exact

same effect, if the planning did not involve a deuaxation treaty country member.

%" KRABBE, Helmut, 1985, “Abeitendés OEC-Steueranssieszurinansoruch-nahme von DBA-Vergunstigungen
und Abkommensnfibrauch”, in J.W. Gaddum, Heinz Hofmagahall Zinzen in internationalenSteuerrechp. 45-
50, apud SCHOUERI, Luis Eduardd?’lanejamento fiscal através de acordos de bitripéita treaty-shopping. Sao
Paulo: Revista dos Tribunais, 1995, p. 21.

%8 SCHOUERI, Luis Eduard®lanejamento fiscal através de acordos de bitribéita treaty-shopping. S&o Paulo:
Revista dos Tribunais, 1995, p. 20.

# Individuals and private companies have no legasqmality in the international law. “There is a gesus and
progressive idea, which is persistent nowadays, tthia kind of personality can also be assignedht natural
person - from whose creation, at last, resultshalllegal science, and whose asset is the prinigecoof law. But
if we derive from it that the natural person, irdiidn to legal personality is also assigned natiaight of its home
country as well as all other States, still mairgainto a certain extent, as some will say - legaispnality of
international law, we will face in our humanist angent the discomfort of having to recognize that tompany,
the mercantile society, the judicially created frofiented being, in the light of the private lasf any given
country is also - in a larger scale and for longer personality of the people's law. (REZEK, Fraaoai Direito
Internacional Publicocurso elementar. S&o Paulo: Saraiva, 2010, p. 154

30 SCHOUERI, Luis Eduard®lanejamento fiscal através de acordos de bitribéita treaty-shopping. S&o Paulo:
Revista dos Tribunais, 1995, p. 21.

31 SCHOUERI, Luis Eduarddlanejamento fiscal através de acordos de bitribéta treaty-shopping. S&o Paulo:
Revista dos Tribunais, 1995, p. 22.
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2.3 Basic examples tfeaty-shopping

The structures that are most often referred to,thy doctrine, as examples of
interposition schemes, are known as"conduitcomgaied "stepping stone companies".
The typical scenario of treaty shoppingby condainpanies, as also described in the

OECD Conduit Companies Report, is the following:

Companhia §

Sem beneficios entre P e
5, benclicios restritos
nos termos do tratado

0 tratado reduz ou elimina

sP a tributagio do Estads S
anhia

Sem tributagio

Estado P Estado R domésticage COM O
Estado R sobre a

- > CompanhiaRde € SUaA
Companhia P 0 tratado reduz ou elimina a Companhia R acordo com o
tributagdo do Estado R regime fiscal anhia S

especial.

Figura 1: Esquema bdsico de freaty shopping (traducdo livre).
Fonte: Berkeley Electronic Press, Empirical Legal Studies Center, Work paper n®

182, Paper n. 7, 2010, ..
1slons

A holding Company R would be established in Stte This Statehas privileged tax
provisions bothwith a State S where a subsidiamn@any S is located and with a State P where
its parent Company P is located. Company R woudbdingrolled by Company P and Company S

would be controlled by Company R.

#AVI-YONAH, Reuven S. PANAYI, Christiana HJIRethinking Treaty-Shoppind:essons for the European
Union, Michigan: Public Law and Legal Theory wor§ipaper series, Work paper n® 182, Empirical L&jatlies
Center, 2010, p.4, Free translation. Availableat:
<http://www.law.umich.edu/centersandprograms/elstfacts/pages/papers.aspx>.Downloaded in 12 644..2
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If Company S's income is paid directly to Compdny it is subject to State S's
withholding tax with very little (if any) treaty Inefits. Company P's income, on the other hand,
is tax-exempt (orentitled to beneficial tax treatmef channeled through Company R. This may
be, if the income is in the form of dividends, bytwe of a parent-subsidiary regime under the
domestic law of State R or a participation exempto due to a convention between States S
and R. This would be the case where there is naililor norelevant activity at all being
conducted by the interposed company. This way tWwerdd be no extrafiscal purpose.

As for "stepping-stone companies”, these are aldayea resident of a State which has no
international treaty signed allowing for tax betefvith any of the States in which it intends to
maintain economic activities and interpose resaurbrethis case, the investor finds itself in an
"island", since it can not reduce taxation in viefwnternational treaties in a linked manner.

In order to solve this, the controlling company ¢egates a subsidiary company (b) in a
State with reduced taxation and lends a certainuairio it, which, in its turn, will redirect the
same value by through another loan, to a compastalfeshed in a country which may have
signed a treaty with the country in which the reddrsubsidiary is located) located in a State
where the controlling company may wish to invest ttapital (c).

The subsidiary company (b), hence, will not be thkecause the interests owed to its
controller (a) will be deducted, not showing uppasfit. This way, the subsidiary works as a
bridge, allowing for the application of these res@s with reduced, or zero taxation, in other
businesses, according to the wishes of its coetroll

In order to demonstratehowtreaty-shoppingmay beoraptished, a rather peculiar
method will be used: treaty-shoppingthrough lifsurance policies.

Among the various possibilities available to redudthholding tax on dividends, Milton
Grundy comes up with a peculiar one. In this situe insurance companies, through policies,
redistribute their income to their investors. Grabdings such an example as a case of treaty-
shopping, since, according to his view, the conttatween the insurance company and the

investor has no purpose other than the reductiavitbholding tax®>.

3GRUNDY, Milton. Treaty-shopping Trough Life Assu@GITC Reviewol V No.2, p. 69, 2005Available
in: <http://www.taxbar.com/documents/treaty-shopping_@@®.pdf. Downloaded in 22 Feb. 2011.
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This is the example: Mr. H. is a resident of Hongnlj. He plans to make a substantial
investment in a Silicone Valley company listed ba NASDAQ Exchange. In the first scenario,
he takes up 40% of the shares, the company doéameehe receives substantial dividends for a
number of years. He is taxed by the US at 30%hesd dividends.

Now let us look at the alternative scenario. Mr. tikes out a policy with a UK
insurance company. He pays a premium to the inseraompany and the insurance company
subscribes for the shares in the American compahg. American company prospers and pays
dividends, but this time to the UK insurance compainder the terms of the tax treaty between
the United Kingdom and the United States, dividepalisl by a US corporation to a UK resident
carry a much lower rate of withholding tax, or eveero.

After describing the facts, Grundy alerts us foe fact that there is a great difference
between Mr. H.'s position as a direct investorhgf American company and as a policyholder
with an insurance company which makes that investy@nd that is, if the insurance company
goes bankrupt, he has no right to the US investnierntmust join the queue of creditors of the
insurance company to get a share of whatever mayai@ble to general creditdf&>

As described in the doctrine,conduit and steppitogecompaniesare the most typical
examples of treaty-shopping; but it can also beniegl, such as in the case involving insurance

policies, that many other possibilities exist aralrstill be created.

%GRUNDY, Milton. Treaty-shopping Trough Life Assu@GITC Reviewol V No.2, p. 69, 2005. Availableat:
<http://www.taxbar.com/documents/treaty-shopping_@f).pd#. Downloaded in 22 Feb. 2011.

*When studying the rules about Irish and Luxemboaoegnpanies, Milton Grundy calls attention for the
peculiarities of the case: it was found that thealaulings require the companies to maintain whalreland is
known as "technical reserves", referring to thaltetalue of all the obligations with the holders infurance
policies, so that in case of insolvency, all adivepresenting technical reserves become autonomooutbe
absolute benefit of the policy holders, subjecetpenses. This seems to provide policy holders sathe kind of
security, but it is not known to what extent thesgulations apply to other countries. It may alscobserved that
there may be duplicity of residencies: one relatethe norms over the policies, and other relabetdxation. These
rules are limited to the benefits applied by in&ional treaties, but in the case of solvency & ihsurance
companies do not obstruct fiscal planning. (GRUNDMiJton. Treaty-shopping Trough Life AssuranG¢]C
Review Vol V No.2, p. 74, 2005. Available in <http://www.taxbar.com/documents/treaty-
shopping_mg_000.pdf Downloaded in 22 Feb. 2011).
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3 ANALYSIS OF THE THEORETICAL DEBATES AROUND TREATY-SHOPPING

As already mentioned,treaty-shoppingis repressed vhyious States.In order to
understand this struggle, professorsReuvenAvi-Yoaat HJI Panayiundertake a thorough
examination of the current trends of anti-treatgggbing dispositions and evaluate the theoretical
arguments justifying such approach.

According to these researchers treaty-shoppingidisputably, an instrument of tax
planning in the international arena. So, it remamie learned: what is there in this model of tax
planning that makes it questionable? Several argtsrieave been developed in the international
tax law community.

First, it has been argued that treaty-shoppirg risethod of tax avoidance and, as such,
improper and contrary to the purposes of tax tesali has also been raised that treaty-shopping
breaches a treaty's reciprocity and also alterpdhence of concessions attained between the two
contracting States. When a third country residemtefits from a treaty, then the treaty
concessions are extended to a resident whose I&tateot participated in this arrangement and
may not reciprocate with corresponding benefitg.(exchange of information). The usuwgiid
pro quoof the treaty is therefore compromised and theggesubverted.

Another argument is based on the principle of eoun allegiance. Pursuant to
economicallegiance, a taxable base may be attdbatehe jurisdiction where it is thought to
have started itseconomic existence. Tax treatiepemised on the allocation of taxing rights
according tothis principle. Treaty concessionsadra personal nature and are not to be extended
to thirdcountry residents. As a result of treatgghing, the third country gains revenue power,
free of any (substantial) claim to economic allega

As a matter of fact, it is frequently argued thiaaity-shoppingdiscourages the negotiation
of tax treaties. If third-party countries could bé&hfrom reduced taxation for theirresidents
without conferring reciprocal benefits to non-resitinvestors, then there would be noneed to
join a tax treaty, especially if there are concehat the treaty could beimbalanced. Furthermore,
lack of fiscal co-operation increases opportunitisiternational tax evasion.

Finally, it is argued that treaty-shopping is oftenked with (undesirable) revenue loss.

Taxtreaties are based on an optimized balance mt@leen actual and potential income and
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capitalflow between one country and another.

When the benefits of the given treaty are abulsedjalance level of these flows are
distorted, as a resultof the distorted sharingetévant chargeable income that ischanneled to
each State. Treaty-shopping expands the ordinatgbdl relationship of the treaty. A generous
treaty contracted with a trading partner becomesagt with the world. Thisle factomultiple
side of the tax treaty is known to result in a hagd immeasurable cost to the source country.

With regards to the first argument, it is nevereasy task to distinguish fiscal evasion
(international) from legitimate tax planning. Whaakes treaty-shoppinga case of evasion more
than a case of tax planning? Why are all formsredty-shopping considered as tax evasion,
regardless of their degree of artificiality?

As already mentioned, not all forms of treaty-shingmay be characterized as artificial
and lacking of economic substance. The termtrslabpping, when generically applied, could
absorb a variety of structures: it could involveustures in which the intermediary interposed
company is a pure conduit company without any esvacsubstance (entirely owned and
controlled by the parent company and located ihanoel-country or fiscal heaven), or not.

However, this is only one extreme of this spectriimere is another end, in which the
intermediary company has some substance, conduitingwn deals, not controlled by the
parent company and susceptible to some tax witgildits country of residence.

As for the reciprocity argument, although persuasit is based on the assumption that
for every treaty benefit there is always recipnpcithis may not be the case. Some treaty
concessions may be unilateral if the other contrgcBtate already provides for them in its
domestic legislation. Also, while there might beipeocity in a treaty, it is not granted that the
underlying balance of the treaty is a fair one. ax treaty may be biased in favor of the
economically more powerful country. Therefore, loteag reciprocity may not necessarily mean
that a ‘fair’ balance has become ‘unfair. It issthegotiated balance that is being subverted;
whatever the fairness credentials of this balance.

As for the economic allegiance argument, this setnbe tautological. Opinions vary as
to the defining characteristics of economic allaga In other words, what kind of relation is
necessaryin order togenerate the duty of econolteigiance in favor of a jurisdiction? Even if

the principle of economic allegiance is agreed upbere are no guarantees that countries
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negotiating tax treaties would abide by them.

In any case, it is understood that not all instanof treaty-shoppingare in conflict with
the principle of economic allegiance. Some casdsgeaty-shopping might be more abusive than
others, for example, those in which the conduitntguis a fiscal haven or whenthe conduit
company has no activity other than channeling payméo their parent companies. In such
cases, the principle is flagrantly violated as ¢hex noeconomic activity taking place in the
conduit country, that could justify their claim @fonomic allegiance.

As for the disincentive to negotiate argument, whegsessing this argument's strength,
competition's self-correcting forces and internmaioeconomic pressure for fiscalconvergence
should not be ignored. It must also be pointedtbat their own countries can still maintain
foreign investors’ competitiveness if double taaatis relieved through unilateral measures.

As a matter of fact, it is often said that treshwppingdiscouragesthe third country from
entering into tax treaties and that the source tgwmants tax treaties. In some cases the source
country might not want a tax treaty with the thaountry, for example, if that country is a tax
haven or a notorious conduit location.

This is,on the other hand, a valid argument. EVetouble taxation can be softened by
unilateralmeans, there are some reciprocal advestaghich can only or more easily be
achievedthrough tax treaties (e.g. provisions dgaliith pensions, students, artists, etc).

With respect to the revenue loss argument, theneoi concrete evidence that treaty-
shopping can cause revenue loss and economic taiasor First, it's not easy to calculate the
benefits and costs of a tax treaty to a State. Ati@oting State could simultaneously be a
country of residence and a country of source;erf®@y benefits and bear the costs of both
positions. In view of that it would be hard to @ssthe costs and benefits of a tax treaty.Some of
the benefits - mutual assistance, for example rabeven be translated into monetary terms.

Furthermore, why does a loss have to be assumed?ltl be argued that when treaty-
shopping increases economic activity, the overathnemic gain might exceed the source
country's loss. This brings the following questigvhen does treaty-shopping increase economic
activity and when doesn't it? Does it depend orsthece country being a developing one?
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In the example set forth by ReuvenAvi-Yonah andi€iama Panayi, the case dhion
ofindia v.AzadiBachaoAndoldtis analyzed. In it, India’'s Supreme Court rejecthe
interpretation of an anti-treaty-shoppingclausthin India-Mauritiud’ treaty.

In thistrial, the Supreme Court emphasized thateweloping countries, treaty-shopping
was often regarded as tax incentive to attractcscimreign capital or technolog§Developing
countries need foreign investments, and the treladpping opportunities can be an additional
factor to attract them®

A holistic vision has been taken:"Developing coigstrneed foreign investments and
allow treaty-shoppingas an additional factor toeattthem*.

Up to the point of not identifying (if this acknogdgment is even possible) any
significant revenue loss, treaty-shoppingmay beeessary evil for the guarantee of economic
progress. This way, the argument against treatpsing grounded upon the assumption that
such phenomenon ends up resulting in tax reversieda®s not hold ground.

Actually, what has not yet been proved is the caffext relation between the use of
treaty-shopping structures and the loss of taxmeeeby the States, as the values that are not

collected may end up being reinvested and evegtteaded again.

%INDIA, Supreme Court of Indif2003] 263 ITR 706 (SG)Appeal (civil) 8161-8162/2003. Juiz Relator: B.N.
Srikrishna. Judged in: 10/07/2003. Available in:
<http://law.incometaxindia.gov.in/DitTaxmann/incotaeacts/2007itact/%5B2003%5D263ITRO706(SC).htm>.
http://www.merriam-webster.com/.

%’AVI-YONAH, Reuven S. PANAYI, Christiana HRethinking Treaty-Shoppingiessons for the European Union,
Michigan: Public Law and Legal Theory working pageries, Work paper n® 182, Empirical Legal Studiester,
2010, p. 10, Free translation. Available in:
<http://www.law.umich.edu/centersandprograms/elstfacts/pages/papers.aspx>.Downloaded in Feb, 2511.

3 As Jirgen Habermas mentions, the internationah@oic system has turned into a transnational ecgramd
“[...] the most relevant issue consists today ie #tceleration of the international capital flowdahe imperious
valorization of the investment siteSténdort¢ of a nation through the finance markets interemted in global
level”. Hence, for Habermas “[...] in the curremtesario, the States are inserted in the markets, nan the
contrary” (HABERMAS, JirgerEra das Transig6egraducao e introdugdo de FlavioSiebeneichler.dRidaneiro:
Tempo Brasileiro, 2003, p. 103-104).

39AVI-YONAH, Reuven S. PANAYI, Christiana HRethinking Treaty-Shoppintiessons for the European Union,
Michigan: Public Law and Legal Theory working pageries, Work paper n® 182, Empirical Legal Studiester,
2010, p. 10, Free translation.

Available in: <http://www.law.umich.edu/centersanaigrams/elsc/abstracts/pages/papers.aspx>. Dowedoau
Feb.21st, 2011.

“AVI-YONAH, Reuven S. PANAYI, Christiana HJIRethinking Treaty-Shoppind:essons for the European
Union, Michigan: Public Law and Legal Theory worgipaper series, Work paper n® 182, Empirical L&jatlies
Center, 2010, p. 10, free translation. Availabte in
<http://www.law.umich.edu/centersandprograms/elsstfacts/pages/papers.aspx>Downloaded on Feb221isk,
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In addition, it has been observed that developmgntries have placed as a goal, when
contracting treaties,the leading of capital invesitrby ways of fiscal incentives, as the concept
of fiscal neutrality invoked by the developed natigets shifted.

Thirdly, there isn’t such a thing as a truly naltax system. It could be argued that the
inherent non-neutralities typical of the referreak tsystems create an incentive to treaty-
shopping. In other words, it may be fair to say tin@aties create treaty-shopping. As stated by
ReuvenAvi-Yonah and Christiana HJI Panayi,treatypgliing is perhaps a self-help way of
lessening or removing fiscal impediments to intéomal business imposed by inadequate

dispositions against double taxation and the ld¢keatie$™.

4 The Term“BENEFICIAL OWNERSHIP "

It becomes necessary to underline the importandeedaby the term beneficial
ownershipin the hermeneutical aspect of internatitexx law, and the very little that is known
about it.

Philip Baker explains that the term "beneficial @vhhas been used in international
treaties that deal with tax law since the 1940& iarpart of the OECD models, of the U.N., and
the U.S. and practically in every treaty that th&.Uhas signetf.

Curiously, there was little orientation about itseaning until the BritisBourtof
Appeatlecision in the case tridofood Int'l Finance v. JP Morgan Chase BankKfA

The term “beneficial owner” is usually found in ieleés dealing with the dividend,
interest and, sometimes, the royalties of a taatyreThese articles generally provide for a

reduced level of withholding tax over a relevantegary of income: although such benefit is

“IAVI-YONAH, Reuven S. PANAYI, Christiana HRethinking Treaty-Shoppintiessons for the European Union,
Michigan: Public Law and Legal Theory working pageries, Work paper n® 182, Empirical Legal Studlester,
2010, p. 10, free translation. Available in:
<http://www.law.umich.edu/centersandprograms/elstfacts/pages/papers.aspx>.Downloaded on Feb221ist,

“2 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 15,
Freetranslation. Availableat: <www.taxbar.com/doemts/Beneficial_Ownership_PB.pdf>. Downloaded omp.Se
12th 2010.

“3 REINO UNIDO, Court of Appeal, Civil Divisionindofood International Finance Ltd v. JP Morgahae Bank
N.A. London Brancprocesso n. A3/2005/2497. Judged on 02/03/2006. ildla in <http://court-
appeal.vlex.co.uk/vid/-525681%29Downloaded on Jan. 29th, 2013.
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only available if the beneficial owner of the digitls, interest or royalties is a resident of the
state, which is a party to the treaty. Thus, tkednfor a resident to be a beneficial owner
represents a limitation (BO limitation)as well aseatriction on the availability of a reduced tax
rate.

It is pretty clear that thbeneficial ownership limitatiowas introduced to combat treaty-
shopping by conduit companies. The issue has Iesvever, for some time, exactly as broad as
is the scope of the BO limitation. Or putting it another way, how artificial must be this
channeling structure in order for the benefit & treaty to be denied?

As argued by Philip Baker, at one extreme, oneigayine situations wheresimply by
registering shares or loan notes in the name nbnainee who was resident in a treaty state, one
might claim benefits from a tredfy At the other end, all companies distribute theoine they
receive to shareholders or otherstakeholders:dbrapany was not entitled to benefit from a
treaty because the income received might ultimabelypaid to a third party, then when could
any company or collective investment vehicle ewveehtitled to the benefit of the three central
provisions of most tax treaties?

There is an OECD commentary regarding the meawiifggneficial ownershipThis has
been developed over the years. The original Comemero Articles 10 and 11 of the OECD
referred to the exclusion of nominees (designatetaike"” companies), which were interposed
as an attempt to obtain treaty benéfitsFollowing the Conduit Companies Reportthe
Commentary was extended to include conduits, whadh such narrow powers over the income
they received that they were in the position oferfetuciaries of that income.

This seemed to be as far as the OECD could gath@ve consensus upon the meaning
of beneficial ownership. Another very sensitiverngavas that it meant that the BO limitation
excluded very obvious cases of treaty-shoppingwautt no further than that. States that wished

to go further to deter treaty-shopping could — ahd — include more anti-treaty-shopping

“ BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 16, Free
translation. Available in: <www.taxbar.com/docunt®Beneficial_Ownership_PB.pdf>. Downloaded on 3@,
2013.

> In the referred commentary it is stated that #rent‘beneficial ownership’ is not employed in dctty technical
sense, thus, a treaty must be interpreted at gheé dif its scope (its purposes) in order to supprEsuble taxation
andavoid fiscal evasion. (OCDKlarification of the meaning of “Beneficial Ownelih the OECD model tax
convention Paris: Centre for Tax Policy and AdministratidiPf], 2011, 10p. Available at

< http://www.oecd.org/tax/taxtreaties/47643872.pddswnloaded on Jan.30th, 2013).
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provisions in specific treaties as, for example, tieaty between the U.S. and the UMK(US
TaxTreaty.

The OECD Commentary, with its emphasis on condoitnpanies acting as mere
fiduciaries, provided a reasonably useful rulehafmb for determining beneficial ownership. If
the recipient entity had gone into a liquidatiorogass, and it was a mere fiduciary, then no
dividends received by it could be transferred t ‘thctual beneficial owner” and would not be
available for general creditors.

If, on the other hand, the dividends actually bgkx to the liquidating company, then it
would be considered the actual beneficial ownerthatiincome would be made available for its
general creditors.

In the meantime, it has been established thatdtians to beneficial ownership aim to
exclude mere fiduciaries, who are not consideredothiners of the income in their countries of
residence; as well as any other conduit having pawer that income when acting under the
command of the beneficial owner.

Actually, the term "beneficial owner" must haveiaternational meaning; not limited by
the application of a certain aspect to specifiesasThis way, it can be concluded that a more
clarifying orientation of the term is still lackingince so far, only the situations where bendficia

ownership cannot be established, are known.

5 INTERNAL LEGAL M EASURES TO CURB TREATY-SHOPPING

As it will be seen further when analyzing judidi@ading cases,treaty-shoppingis usually
referred to as a kind of abuse, either ofmethoaff dhhe law.

These two pathologies, as it is emphasized, dohawe a uniform conception in the
doctrine. Hence, one must have in mind that ttegatierization of treaty-shoppingas an illegal

activity, derives from the lack of criteria to ddiah the legitimacy of fiscal planning methods.

6 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 17, Free
translation. Available in: <www.taxbar.com/docun®Beneficial_Ownership_PB.pdf>. Downloaded in S&th.
2010.
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As for the implications of the economic interpregat the theory of the abuse of method
consists, basically, in curbing, or prohibiting,etluse of an "unusual® method to a given
transaction, imposing the use of the "typical" gahere, for the very same operation, which
would entail a higher tax withhofd.

The theory of law abuse is aconsequence of theoaticninterpretation. It is noted for
considering as illegal, the conduct of the taxpsyeho intend to benefit solely from tax
reduction, based on a, so-called, immoral use efLthw. The interpreter would apply his own
moral standard, turning it into a legal rule to d@plied in each specific case. Each situation
would demand its own specific moral standard. igkifof applicationis the moral realm, which
goes against the principle of legality and the gaifilegal assurante

Considering those approaches, it becomes evidextstich theories do not find full
acceptance in Brazil. Even with the sole paragrhpltticle 116 of the National Tax Law Code,
introduced in the legal system by the LC 104/200Hhddition to the application of the principle
of legal assurance, the prohibition of taxing bglagy as well as that of the strict legality in the
fiscal order are already enough to limit considbrafe scope of this dispositith

As it is well put by Luis Eduardo Schoueritreatygping does not characterize
simulation, once there is no lack of will by thertgs involved. It is certain that they are
motivated by reasons of fiscal righteousness, whdokes not characterize it as a case of
simulation®,

Switzerland, in the 1960's, was the first countntry to avoid treaty-shoppingbased on
the status(element of connection)of the beneficiary. Nonktbg, those first measures, founded
on the legal qualification of the investor, failedher because they did not present practical

efficiency or because they conflicted with otherms (domestic or from Conventions).

*" ESTRELLA, André Luiz CarvalhoA norma antielisdo e seus efeitos — artigo 116Agrafo Unico, do
CTN.Revista Jus Available in: <http://www.planalto.gov.br/ccivid3/revista/Rev_30/artigos/Art_andre.htm>.
DownloadedonApril20th, 2012.

“8 ESTRELLA, André Luiz Carvalho. A norma antieliséoseus efeitos — artigo 116, paragrafo Gnico, ddl.CT
Revista Jus Available in: <http://www.planalto.gov.br/cciviD3/revista/Rev_30/artigos/Art_andre.htm>.
DownloadedonApril20th, 2012.

9 para compreender melhor o tentd; MARTINS, Ives Gandra da Silva (Coord@aderno de Pesquisas
Tributarias n.° 13. IROCHA, Valdir de Oliveira (Coord.). O Planejamefitdbutario e a Lei Complementar 104.
12 ed. S&o Paulo, Dialética, 2002, p. 117-128.

*0 SCHOUERI, Luis Eduarddlanejamento fiscal através de acordos de bitribéta treaty-shopping. S&o Paulo:
Revista dos Tribunais, 1995, p. 86.
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The study of the limitation of benefits clause Bnd clear example in Germany. In that
country the companies are not eligible to benedibf international treaties when the following
elements are present:

» There is no economic, or any other relevant redspthe company to establish itself as

non-resident;

» The non-resident company does not receive more 106&® of its gross income through

it's own economic activity;
» The non-resident company has no adequate estaklighmconduct its activities.

As it can be noticed, there is no explicit refeeta the concept of treaty-shopping. What
remains are prerequisites for the concession oélfibenefits (which could or could not be a
waiver, a presumed credit or reduced tariff).

Therefore, the combat against treaty-shoppingdomss more of a political or economic
decision than a legal one, as it is up to eachip&tate to impose limitations on the use of

beneficial provisions originated from treaties.
6 JURISPRUDENCE

Considering that there is no general agreementtabeaty-shopping, the problem rests
on how to deal with it. If there are varying apgebes towards the same phenomenon, a good
strategy would be to analyze it through court mggin

Fiscal planning or fiscal avoidance contours theagers' right to anticipate the burdens
established by the legislator. In Tax Law, the netneactivity rule of the norms, as well as the
90-day's notice and anteriority, attempts to pratee reliability of the legal system.

NiklasLuhmannstated“(...) trust builds a more difex way to reduce
complexity".Taking up from that concept, it candstablished that "trust must reduce the future

in a way that it equals the present (2)"

*IAVI-YONAH, Reuven S. PANAYI, Christiana HJIRethinking Treaty-Shoppind:essons for the European
Union, Michigan: Public Law and Legal Theory worgipaper series, Work paper n® 182, Empirical L&jatlies
Center, 2010, p. 22, free translation. Available . at
<http://www.law.umich.edu/centersandprograms/ebstfacts/pages/papers.aspx>Download on Feb.11t4, 20
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Further on, Luhmannargues that trust is not mepe hib constitutes, in fact, expectation,
representing interference in the decision madehbyttusted person.It must be stressed that in
relations of supremacy over the events, trust isi1aoessary, not even its protection.

Picking up from that idea,Misabel Abreu Machado Adstates that in fiscal relations
“[...] the State does not occupy the position dadttperson who trusts, and for that, deserves
protection, but it may be held responsible forttist generated®.

Hence, when in good faith, there is trust to baquted, being that trust and good faith
are "[...] constitutional principles derived fromdjcial security, as a value and as a principle
L.

Therefore, just as the Law, a court decision witloabe a source of trust. Professor
Misabel Abreu Machado Derziteaches that the judgiatiority must soften the effects of any
change, with the purpose of protecting trust anddgéaith of those who had behaved in

agreement with outdated judicial decisions (jutistemce).
6.1 CanadaPrevost Car Inc. v. The Queen

The case of thBrevostCar v.The Quedaserves attention in the present study due to the
repercussion and the innovations thatit broughhe Canadian legal systéhPrevostCar was
established in 1924, located at Sainte-Claire, @aebhey have offices in the United States and

their market extends to the North America regioriTheir main activities range from

2 LUHMANN, Niklas. Confianza. Trad. Amada Flores. tAropos. Santiago: Universidad Ibero Americana,6199
p. 14,in DERZI, Misabel Abreu MachaddModificacdes da Jurisprudéncia no Direito Tribui@riprotecdo da
confianca, boa-féobjetiva e irretroatividadecomdtgbesconstitucionaisaopoder de tributar. SdodPdubeses,
2009, 647 p.

*DERZI, Misabel Abreu Machaddodificaces da Jurisprudéncia no DireitoTributariprotecdo da confianca,
boa-féobjetiva e irretroatividadecomolimitag8es¢itmsionaisaopoder de tributar. Sdo Paulo: Noe2@39, p 337.
*DERZI, Misabel Abreu Machaddlodificacdes da Jurisprudéncia no DireitoTributéariprotecdo da confianca,
boa-féobjetiva e irretroatividadecomolimitagBes¢itmsionaisaopoder de tributar. Sdo Paulo: NoeXR9, p. 381.
*DERZI, Misabel Abreu Machaddlodificacdes da Jurisprudéncia no DireitoTributariprotecdo da confianca,
boa-féobjetiva e irretroatividadecomolimitagfestitmsionaisaopoder de tributar. Sdo Paulo: Noe2€€9, p.
XXVI.

*¢ The term treaty-shoppintjwas first used in Canada in 1995, at the Supr@uert decisionregarding the case
“Crown Forest v. Canada” (9 [1995] 2 SCR 802, 95(D3389) in which, however, the occurrencetrefaty-
shoppingwas not identifiedit KANDEV, Michael, Treaty-shopping After Prévost Cavhat Does The Future
Hold?,International Tax SeminarKingston, Ont.: International Fiscal AssociatioQ02, 1-25. Available at:
<http://www.dwpv.com/~/media/Files/PDF/Treaty_Shiogp After_Prevost_Car_-
_What_Does_The_Future_Hold.ashx>. Downloaded onlbéh 2013
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manufacturing buses, sale of parts, and maintenseregces.Its web site informs that it has 979
employees and is part of the Volvo Corporafibn.

In May, 1995, Prevost Car stockholders decidedetbtseir shares to Sweeden based,
Volvo Bus Corporation, and U.K. basedHenlysGrouCPLThose two, in their turn, contracted
a deal in which a Dutch holding (Dutchco) was tarmrporated, and all the Prevost shares to
be transferred to it. Fifty-one percent of the Iudts shares would belong to Volvo and 49%
toHenly's. It was established that not less tha¥ & the holding's and its subsidiaries' profits
combined, would be distributed among its sharehsldethe form of dividends, capital return or
loans. The distribution corresponding to a fisoahrywould have to be declared and would be
done, as soon as possible, within that fiscalYear

Some documents showed inconsistency regarding sipeof Prevost's shares by the
Dutch holding. For instance, the shareholders tminbooks established that only the
representative's of Volvo and Henlys would paratgin the meeting. Not Dutchco's. Finally,
in the documentation provided to its banker, Dutcthad declared that Volvo and Henlys
beneficially owned Prévost's shates

Under the provisions of the treaty (Canada-Nethelda the tax rate over the dividends
paid by a resident of Canada to a resident of teth&lands would be reduced to5% if the
beneficial owner were the direct or indirect holdéat least 25% of the capital, and had, at least,
10% of the voting righfé.

PrevostCar, then, paid 5% taxes over the valueesponding to the dividends paid to
Duthco, in agreement with the treaty signed byNle¢erlands and Canada, which establishes a
reduced rate in certain cases when the benefigiaéoof the dividends is a company resident in
the Netherlands. The Canadian tax authority (CR?arada RevenueAgendined Prevost Car
for the difference between the total amount taxed what would have been paid if the

dividends were paid directly to the former shardead (Volvo and Henlys), considering that

" Available in: <www.prevostcar.com>. Downloaded &eb.15th, 2011.

*8BAAS, Nicolas, Prevost Car Inc. v. The QueerCalgary: Moody's Tax Advisors, 2009. Availableat:
<http://moodystax.com/blog/22-corporatetax/70-peyaar-inc-v-the-qgueen.hteiDownloaded in 12 Apr. 2010.
*BAAS, Nicolas, Prevost Car Inc. v. The QueerCalgary: Moody's Tax Advisors, 2009. Availableat:
<http://moodystax.com/blog/22-corporatetax/70-psvaar-inc-v-the-queen.htriDownloaded in 12 Apr. 2010.
®BAAS, Nicolas, Prevost Car Inc. v. The QueerCalgary: Moody's Tax Advisors, 2009. Availableat:
<http://moodystax.com/blog/22-corporatetax/70-pstvaar-inc-v-the-queen.htriDownloaded in 12 Apr. 2010.
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they would be the beneficiary owners of dividendglgo Dutchco. With Sweden, the tax rate is
15%, and with the UK it is 10%. Prevost appe&ied

In May, 2008, the Canadiahax Courissued the expected decision regarding this case
involving PrevostCar, being the first case where theaning of "beneficial owner" was ever
discussed for fiscal purposes. The Court ruled timatDutch holding,which received dividends
from the Canadian subsidiary, was in fact the beiafowner of the dividends and therefore,
applied the lower rate, defined by the treaty sigpetween Canada and the Netherldids.

It became clear in the process that the Prevost@adres belonged to Dutchco. The
Dutch company's shares were in the hands of a Stvegitity (51%) and another British entity
(49%). Dutchco had no office, staff, activitiesany significant ativo other than Prevost Car's
shares.

In his decision, the judge appraised the matextdresion of the meaning of "beneficial
owner", considering domestic and international sadectionary translations of the expression in
French, English and Dutch, as well as OECD commiastaOrganization for EconomicCo-
operationandDevelopmeéabout their model-treaty.Nevertheless, it is h@rdletermine which
authorities the judge determined to be more releaad persuasive.

After consulting the authorities, the judge simpbncluded that beneficial owner of the
dividends is the person who receives the dividdadgs own use, and who accepts the risk and
controls the dividends receiv&d In other words, the dividends are for the bereffits owner,
who is not obliged to explain to anyone what itsloéth the revenue from this dividetid

The judge indicated insofar as corporations areeored, that the corporate veil should
not be pierced, except if the corporation is a cinfibr another person and has absolutely no
discretion as to the use or applicationof fundstpuugh it as conduit, or has agreed to act on

someone else’sbehalf pursuant to that person’suicigins without any right to do other

®IBAAS, Nicolas, Prevost Car Inc. v. The QueerCalgary: Moody's Tax Advisors, 2009. Availableat:
<http://moodystax.com/blog/22-corporatetax/70-peyaar-inc-v-the-queen.html Downloaded in: 12 Apr. 2010.
®2BAAS, Nicolas,Prevost Car Inc. v. The QueeBalgary: Moody’'s Tax Advisors, 2009, trad. livigvailableat:
<http://moodystax.com/blog/22-corporatetax/70-penaar-inc-v-the-gueen.htel Downloaded in: 12 Apr. 2010.
% CANADA, TaxCourtof Canada. 2008 TCC 231, [2008] GT.C. 2306, 2008 DTC 3080. Availableat:
<http://reports.fja.gc.ca/eng/2010/2009fca57.htmDewnloaded in: 15 fev 2012.

®BAAS, Nicolas,Prevost Car Inc. v. The QueeBalgary: Moody's Tax Advisors, 2009, trad. livigvailableat:
<http://moodystax.com/blog/22-corporatetax/70-pstvaar-inc-v-the-queen.html Downloaded in: 12 Apr. 2010.
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thanwhat that person instructs(for instance, akstwoker who is registered as owner of the
shares it controls for his client3)

Even though there was an agreement between thstée$tholders - Henlys and Volvo -
establishing a policy for dividend payments, thége indicated that this agreement could not be
imposed against Dutchco, as the latter was not glait. Dutchco was free to determine
dividend payment to its shareholders and even chmsexercise this right: some dividends
received were their own and made available to neslitors. There was no predetermined or
automatic transference of funds to its shareholders

Considering the above mentioned reasons, the judderstood that Dutchco was the
beneficial owner of the dividends. He did not pétgntion to the fact that Dutchco had no office
or staff located in the Netherlands.Besides, adstigtive errors of lesser importance such as the
reference to the last stockholders as being stdd&h® of Prevost shares in this company's
minute bookswere not decisive to conclude who \waseneficiary owner.

In a private note, the Court positioned itselflie sense that the OECD commentaries in
its Conventions must be considered in the integpiat of terms present in treaties, even if such
documents ended up producing effects only aftesidming of that particular tredfy

On February 26th, the Federal Court of Appeal (FC&eased the decision om the
appeal placed by the Canadian tax authority. Thé F@aintained what theraxCourhad

originally decided, in its whol¥.

% CANADA, TaxCourtof Canada. 2008 TCC 231, [2008F5.C. 2306, 2008 DTC 3080, trad. livre. Availaliea
<http://reports.fja.gc.ca/eng/2010/2009fca57.htmDewnloaded in: 15 fev 2012.

®BAAS, Nicolas,Prevost Car Inc. v. The QueeBalgary: Moody’'s Tax Advisors, 2009, trad. livigvailableat:
<http://moodystax.com/blog/22-corporatetax/70-pstvaar-inc-v-the-queen.html Downloaded in: 12 Apr. 2010.
7 A decisdo da FCA foiassimementadincbme Tax — International tax treaties — Conventietween Canada
and the Kingdom of the Netherlands for the AvoigaotDouble Taxation and the Prevention of Fisceagion
with Respect to Taxes on Income — Appeal from baxt©f Canada (T.C.C.) decision finding benefi@alner of
dividends paid by respondent Dutch corporation, rehalder of respondent — Dutch corporation receivin
dividends from respondent, then paying similar amai dividends to corporate shareholders, residaitSweden,
U.K. — Respondent’s rate of withholding under Caoiee 5%, but higher if beneficial owner Swedishitigh
shareholders — T.C.C. correctly interpreting terbeheficial owner” — Appeal dismissed.

Construction of Statutes — Interpretation of terbefieficial owner” in Convention between Canada ainel
Kingdom of the Netherlands for the Avoidance of euraxation and the Prevention of Fiscal Evasiathw
Respect to Taxes on Income, Art. 10, para. 2 —eJedgmining ordinary, technical, legal meaningshafneficial
owner”, relying on Organization for Economic Cooption and Development (OECD) Commentaries — OECD
Commentaries acceptable guides in interpreting l\dpp bilateral conventions — Judge capturing esgeof term
“beneficial ownef” (CANADA, Federal Court of AppealPrévostCar Inc. v. Canagd&@009 FCA 57, [2010] 2
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The FCA did not investigate deeply enough the workings of the treaty and the
largest part of the decision is dedicated to the principles that rule over the interpretation
of international tax treaties, more specifically the value assigned to the OECD
documentation about this matter. The Court made comments about the hermeneutics of
international treaties which are obviously in favor of the agents involved in

international taxation.%.

The FCA, on the other hand, did not present the wath a point of view contrary to the
fiscal authority's allegation that one could "labkough" (disregard) the holdings in order to get
to the dividend's last beneficiary.

The CRA tried to convince the court that benefi@alner pénéficiaireeffect)f means
"the person who may, in fact, benefit from the dend". This proposed definition does not
appear anywhere in the OECDdocuments and the ube ¢érm “may” opens room for a variety
of possibilities that would put at risk the relativlegree of certainty and stability that an
international treaty attempts to crefte.

Considering the importance of the FCA's decisioarahe OECD's Model Treaty, it is
relevant to transcribe the part concerning the udision about the meaning of "beneficial

owner".

The requirement to declare the identity of the fiersd owner was introduced in the
second paragraph of article 10 in order to clatiy meaning of the words "paid... to a
resident” since they are used in the first pardgcfghe same article. This clarifies that
the source-State does not have to refrain fromntathe dividends only because a
resident of the State with which the source-Stadg hrave signed a treaty immediately
received the income. The term "beneficial ownsmiot used in a strict sense, or rather;
it must be read in its context and under the lftthe object and purpose of the treaty,
including the denial to double-tax and preventibfiszal evasiof’.

F.C.R. 65. Juiz Relator Robert Décary. Julgado eml7/02/2009. Availableat em:
<http://reports.fja.gc.ca/eng/2010/2009fca57 .htrilownloaded in: 15 Feb. 2012).

®8CANADA, Federal Courtof AppeaPrévostCar Inc. v. Canag@009 FCA 57, [2010] 2 F.C.R. 65. Juiz Relator
Robert Décary. Julgado em: 17/02/2009. Downloaded <http://reports.fia.gc.ca/eng/2010/2009fca57lhtm
Downloaded in: 15 Feb. 2012

®BAAS, Nicolas, Prevost Car Inc. v. The QueerCalgary: Moody's Tax Advisors, 2009. Available: at
<http://moodystax.com/blog/22-corporatetax/70-psvaar-inc-v-the-queen.htiDownloaded in 12 Apr. 2010.
"BAAS, Nicolas,Prevost Car Inc. v. The Quee@algary: Moody's Tax Advisors, 2009, trad. livivailable at:
<http://moodystax.com/blog/22-corporatetax/70-pstyaar-inc-v-the-queen.htriDownloaded12 Apr. 2010.
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In short, this decision clearly relates to the tiydbat dividends paid to holdings (that are

not conduits) will be eligible to benefit from threaties that seek to decline double taxafion

6.2Canada:MIL Investments S.A. v. The Queen

This case involved the disposition of shares ofamadian public company, Diamond
Fields Resources Ltd. ("DFR") by MIL Investment@AS("MIL"), a company incorporated in
Cayman Islands and owned by Mr. Boulle, a Monaddess. In 1993, MIL acquired a stake in
DFR large enough to qualify the shares as "tax@laleadian property" by paragraph (f) of the
definition of that term in subsection 248(1) of theome Tax Act (the “Act™.

In 1994, DFR discovered a major mineral depositraasing the value of MIL
shareholding in DFR by more than $500 million, theposition of which would trigger taxation
in Canad&’.

In 1995, MIL hired the services of tax lawyersfionish a tax planning. Their report
indicated that MIL could be moved to a jurisdictiarhere an international treaty would be
applied, and specifically identifies Luxembourgome of a few suitable countries, but also noted
that the exemption in the treaty was available @nWiL did not own 10% or more of the shares
of any class in the Canadian company.

The fully developed tax plan recommended the exgbain the terms of disposition 85.1
of the Act®, of DFR shares for Inco's shares (the future Hugsera means to reduce MIL and

Mr. Boulle’s aggregate shareholding in DFR below #0% threshold and recommended the

™ “In the event of double taxation there is no logmntradiction between effective norms, when it esnto
reciprocal exclusion. What happens is an indepenagplication from which results in a collectiveogduction of
legal consequences from both. It is therefore dothe figure of actual cumulative concourse, ofrmerof or
pretensions (Anspruchshaufung), according to GE@RES' terminology. It's the softening or the elimiion of
such cumulation which constitutes the object opdsitions aiming to avoid double taxation” (XAVIER]berto
Pinheiro.Direito Tributério Internacional do Brasil4? ed. Rio de Janeiro: Forense, 1998, p. 41).
"pAvailableat: <http://laws-lois.justice.gc.ca/endédt3.3/>. Downloaded in 22 Apr. 2011.

3 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scénailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.doc>wblmaded in 11 mar. 2011.

"Availableat: <http:/laws-lois.justice.gc.ca/endédt3.3/>. Downloaded in 22 Apr. 2011.
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continuation of MIL into a Luxembourg company, whiwould enable the application of the
Canada-Luxembourg ConventiGf?.

Teck Corporation paid US$ 108 million for 10% of ®RRnd signed a deal with DFR in
which it was committed not to buy any more sharéhout DFR's permissions{and still
agreement IncoLimited bought 25% of the shares fidaisey'sBayNickelCompanyLimitezhe
of DFR's subsidiaries and signedtand still agreemenwith DFR as welf".

Acting according to such purposes, MIL sold Ingiares, acquired under the terms of
disposition 85.1 ghare-for-shareexchany& by which MIL's participation was reduced to
9,817%, resulting in a capital gain of approxim@tk$$65 million, and, finally sold 50,000
shares from DFR,gaining around US$4.5 million. those 2 operations MIL did not collect
taxes because it was considered exempt (declasetf eligible for the benefit and CRA
acknowledged ify.

In 1996, after negotiating with two different corptions (FalconBridgeLimited and
Inco), MIL sold its remaining DFR shares to Inco,an operation that was accepted by DFR,
realizing a capital gain close to US$426 milliomepwhich it claimed the exemption under the
treaty. Shortly thereafter, the major part of thain was transferred to a new company from the
Cayman Islands owned by Mr.Bouffe

Canada RevenueAgemryered MIL to deny the exemption established leytthaty over
the gain from the final sale in 1996,under the teohsubsection 245(2) of tmeome Tax Aét.
CRA, in one of its old directives about the geneati-evasive clause (subsection 245 [4]),

explained that the rule does not apply to an eeasiperation when it can be reasonably

S CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scénailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.doc>wblmaded in 11 mar. 2011.

76 Cf. integra do tratado internacional firmado entreakh e Luxemburgo destinado a suprimir a duplataitfio e
combater a evasao fiscal Availableat:
<http://www.collectionscanada.gc.ca/webarchivesrdQ@6040811/http://www.fin.gc.ca/news99/data/99-
075_1e.html>. Acesso 11 mar. 2011.

" CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scénailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.doc>wblmaded in 11 mar. 2011.

8Availableat: <http:/laws-lois.justice.gc.ca/endédt3.3/>. Downloaded in 22 Apr. 2011.

9 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scénailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.docawnloaded in 11 mar. 2011.

8 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scénailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.doc>wblmaded in 11 mar. 2011.

8availableat: <http://laws-lois.justice.gc.ca/endédt3.3/>. Downloaded in 22 Apr. 2011.
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considered that the transaction would not resulaimisuse or abuse of the Law or the
provision§? considering the Act's disposition as a wfdle

The argument used by the Fiscal authority was ¢llewing: operations that are based
over specific dispositions (incentive provision; &xample) or in the Law's general rules may be
over ruledif its consequences are so inconsistéhttive general provision of the Law that they
may not be within the Parliament's expectations (tfll of the legislator). On the other hand, a
transaction that is coherent with the object amdspirit of the Law will not be affect&

The Canadian Tax Court decided that subsection2248(the Income Tax Actwas not
applicable since there was no avoid&rmecording to the terms of subsection 245(3), aadl th
not even the request for the exemption placed bly ddinstituted an abuse of the treaty for the
purposes of subsection 245 {4)

The Court also decided that there was no ambiguitythe treaty which could
accommodate an interpretation regarding the presehan anti-abuse clause. It also arrived at
the conclusion that even if the preamble refercethe combat of fiscal evasitinthat would not
constitute an anti-treaty-shopping rule.

According to the judge, theactasuntservangainciple (parts in the contract must abide
by what is agreed)from the Vienna Convention,comtiwith the treaty's disposition imply that

MIL had no right to benefit from the exemption. Asnatter of fact, OECD's position in 1977,

8 A OCDE define 4buse of laWcomo: “The doctrine which allows the tax authorities tsrdgard a civil law
form used by the taxpayer which has no commercédisb (OCDE, Glossary of Tax TermsAvailableat:
<http://www.oecd.org/ctp/glossaryoftaxterms.htmBoewnloaded in 23 mar 2011).

8CANADA, Canada Revenue Agentising Tax Havens to Avoid Paying Tax&¥orth the risk?Availableat:
<http://lwww.cra-arc.gc.ca/E/pub/tg/rc4507/rc450&Q@if>. Downloaded in 21 mar. 2011.

84CANADA, Canada Revenue Agentising Tax Havens to Avoid Paying Tax&¥orth the risk?Availableat:
<http://www.cra-arc.gc.ca/E/pub/tg/rc4507/rc450&@@lf>. Downloaded in 21 mar. 2011.

8 A elusdo fiscal se aproxima da definicdo de “tamidance“, conceituadopela OCDE comd term that is
difficult to define but which is generally useddescribe the arrangement of a taxpayer's affaieg th intended to
reduce his tax liability and that although the amgement could be strictly legal it is usually imtadiction with
the intent of the law it purports to folldw (OCDE, Glossary of Tax Terms Availableat:
<http://www.oecd.org/ctp/glossaryoftaxterms.htmBewnloaded in 23 mar 2011).

8 CANADA, Tax Court of CanadaMIL (investments) S.A. v. The Queét004-3354(IT)G. Juiz Relator R.D. Bell.
Julgado em 30/03/2006. Availableat: <http://deciditc-cci.gc.ca/en/2006/2006tcc208/2006tcc208.html>
Downloaded in 25 Feb. 2011.

8This is what the preamble of the treaty statd$e Government of Canada and the Government ofSthed
Duchy of Luxembourg desiring to conclude a Conweentdr the avoidance of double taxation and the/pngion of
fiscal evasion with respect to taxes on income amd capital, have agreed as folldw(Available at:
<http://www.collectionscanada.gc.ca/webarchivesfad@6040811/http://www.fin.gc.ca/news99/data/99-
075_1e.html>. Downloaded in 21 mar 2011).
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established that taxpayers could explore the diffees between the tax base and the advantages
offered by the States, but that only the Statesdcadopt provisions in its internal legislation to
combat possible abue

In order to arrive at the conclusion that nonehef dperations resulted in tax evasion, the
Court considered that the global objective of aeseof transactions would be the purpose of all
joint operations, and that the final sale in 19%&wot part of a series of transactions because, in
the course of the operations, that was only a pessibility.

With regards to subsection 245(4), the Court dedldhat the contents of MIL's conduct
did not result in the treaty's abuse because tleetgn of a treaty to minimize the tax load, by
itself, cannot be interpreted as abusive. Theofiske selected treaty is what must be analyzed.
It was also understood by the Tax Court that a@rtitB(4) of the Conventifmay not be
interpreted as abusive by MIL, because it must tesiymed that Canada, in its provisions of
exemption have valid motivation to allow Luxemboting right to withhold taxes on the gains in
such specific situations as, for example, the inbento stimulate foreign investment in the
Canadian mark&t

The TaxCourtruled that OECDsupervening commentariag not be consulted for the
purpose of interpreting pre-existent treaties. sTdanclusion seems to be inconsistent with other
decisions already taken by the Tax Court, such raghé case of CuddPressure v. The
Queen(FCA 98 DTC 663%)in which it was stated that OECD commentaries khalways be

8 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scénailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.docawnloaded in 11 mar. 2011.

8This is what the art. 13 (4) of the internationaaty under study declaresGdins derived by a resident of a
Contracting State from the alienation of: (a) sh&ether than shares listed on an approved stockange in the
other Contracting State) forming part of a substaninterest in the capital stock of a company Wa¢ue of which
shares is derived principally from immovable prdpesituated in that other State; or (b) an interésta
partnership, trust or estate, the value of whicklésived principally from immovable property sitedtin that other
State, may be taxed in that other State. For threqaes of this paragraph, the term "immovable propedoes not
include property (other than rental property) in iatm the business of the company, partnership, muststate was
carried on; and a substantial interest exists whigs resident and persons related thereto own 10cpat or more
of the shares of any «class or the capital stock a company (Available at:
<http://www.collectionscanada.gc.ca/webarchivesfad@6040811/http://www.fin.gc.ca/news99/data/99-
075_1e.html>. Downloaded in 21 mar 2011).

“CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scéhailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.docawnloaded in 11 mar. 2011.

L CANADA, Federal Court of AppealCudd Pressure Control Inc. v.The Que®8 DTC 6630.Juiz Relator J.A.
Robertson. Julgado em: 19/10/1998. Availableat:tpstitlecisions.fca-caf.gc.ca/en/1998/a-369-95 64-B89-
95.html>. Downloaded in 21 mar. 2011.
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invoked as part of the treaties context, even wtheg do not reveal the parties' intention at the
time the treaty was signed.

The CRA, by its turn, appealed to the FCA. The Fald€ourtof Appeal ruled against
changing the interpretation of the Tax Court alfgatial transactions” and decided that even if
the final sale is part of a series of transactitims;e was no misuse of any provisions established
by the Income Tax Act or the treaty between CarsahlLuxemboury.

9The decision is so phrasedi]‘In order to succeed in this appeal, the appetlader Majesty the Queen must
persuade us that one transaction in the seriesasfsictions in issue is an avoidance transactiorg that the tax
benefit achieved by the respondent MIL (Investméhis. is an abuse or misuse of the object andqaerjof article
13(4) of the Convention between Canada and the @&faochy of Luxembourg for the Avoidance of Double
Taxation and the Prevention of fiscal Evasion wébpect to Taxes on Income and on Capital (theTraaty).

[2] The Tax Court judge found that the series afisactions consisted of the respondent’s sale 000 shares of
Diamond Fields Resources Ltd. (DFR), the paymenhefrinal Dividend (as described in the Tax Cqudge’s
reasons) and the continuance of the respondentlasxambourg corporation. The Tax Court judge fotimat the
respondent’s August 1996 sale of its remaining efiam DFR was not part of the series because “atehd of the
series of transactions, DFR management, includimgltairman Boulle (the directing mind of the resgent) and
therefore the appellant [respondent in the appéafl no intention of selling”: Reasons for Decisiahpara. 67.

[3] The appellant’'s task has been made easier by thspondent’s admission that its continuance as a
Luxembourg corporation was an avoidance transactiés a result, and even though the Tax Court judgead
that the respondent’s August 1996 sale of its shardFR was not, in and of itself, an avoidan@ngaction, the
tax benefit which the respondent ultimately obtdiriellowing that sale may be subject to the Genekati-
Avoidance Rule (GAAR) if the sale was part of #rées of transactions or was undertaken in contetiuh of the
series of transactions.

[4] Counsel for the appellant and counsel for tlespondent, each in their turn, took us to the exéden support
of their position. The fact that there is evidemteupport of each side’s position makes it umjikbat the Tax
Court judge’s conclusion was the result of a palpand overriding error.

[5] We do not have to answer that question as veeddrthe view that the appeal would fail in anyrewes we are
unable to see in the specific provisions of theoine Tax Act, R.S.C. 1985, c. 1 (5th Supp.) (thg akat the Tax
Treaty to which we were referred, interpreted pwipgely and contextually, any support for the argobtbat the
tax benefit obtained by the respondent was an almusenisuse of the object and purpose of any of éhos
dispositions.

[6] It is clear that the Act intends to exempt nasidents from taxation on the gains from the dé#fjan of treat
exempt property. It is also clear that under therts of the Tax Treaty, the respondent’s stakeRR Was treaty
exempt property. The appellant urged us to lodiirzbthis textual compliance with the relevant psamns to find
an object or purpose whose abuse would justify departure from the plain words of the dispositione are
unable to find such an object or purpose.

[7] If the object of the exempting provision wade limited to portfolio investments, or to nomtolling interests
in immoveable property (as defined in the Tax Tygas the appellant argues, it would have beery ea®ugh to
say so. Beyond that, and more importantly, thesfigpt was unable to explain how the fact thatrsspondent or
Mr. Boulle had or retained influence of control o\2FR, if indeed they did, was in itself a reasorstibject the
gain from the sale of the shares to Canadian taxatather than taxation in Luxembourg.

[8] To the extent that the appellant argues that Trax Treaty should not be interpreted so as tonjtestouble non-
taxation, the issue raised by GAAR is the incideoteCanadian taxation, not the foregoing of revenioy
the Luxembourg fiscal authorities.

[9] As a result, the appeal will be dismissed withstd (CANADA, Federal Court of AppeaMIL (Investments)
S.A. v.Her Majesty the Que€g2007] 4 C.T.C. 253, 2007 FCA 236.Juiz Relat@. Denis Pelletier. Julgado em
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In their analysis of the treaty between the twontoas, the FCA only considered article
13(4) anddecided that if the object of the exengppnovision was to be limited to portfolio
investments, or to non-controlling interests in ioweable property (as defined in the Tax
Treaty), the treaty should have specified that. d&nthis rationale, among the arguments
presented in the appeal, CRA, refusing to interginet norm literally, had sustained that the
exempt should have been limited to the portfoliestments’.

It is noticeable that in their decision, FCA renensilent regarding the Tax Court's
argument that the choosing of a treaty as a mean®duce taxation in itself can not be
considered abusive.

The Judiciary's view caused great repercussiorama@ian doctrine. Many jurists did not
conform to the decision, which, for them, madedH like a clear case of treaty-shopping being
accepted. The fact that Mr. Boulle had detouradifcome by way of Luxembourg in order to
benefit from the treaty, made it seem like an emasiperation, since MIL was only resident of
Luxembourg out of mere conveniefiteandthetreatywas explicitly limited to the resitenf
both contracting countri&s (Canada and Luxembourg), instead of being taxed &ayman
Islands resident (or Monaco).

Critics of the Court's decisions were issued ingbese that while th€axCoursimply
acceptedreaty-shoppings a legitimate practice, thieederal Courtof Appe&FCA) limited its
analysis of the case as an alleged abuse, or mistiagticle 13 (4), which deals with taxation
over capital gain of the treaty, while ignoring tmest fundamental issue: the application of the
treaty itself with respect to its own objectivedn the view of those critics, according to
subsection 245(4) of thEax Income Ac¢t FCAshould have at least tried to offer somedziaths

13/06/2007. Availableat: <http://decisions.fca-gafca/en/2007/2007fca236/2007fca236.html>. Dowdedain:
21 Feb. 2011).

9 CANADA, Federal Court of AppeaMIL (Investments) S.A. v.Her Majesty the Quée807] 4 C.T.C. 253, 2007
FCA 236.Juiz Relator J.D. Denis Pelletier. Julgado 13/06/2007. Availableat: <http://decisions.fca-
caf.gc.ca/en/2007/2007fca236/2007fca236.html>. moaded in: 21 Feb. 2011

%CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scéhailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.doc>wblmaded in 11 mar. 2011.

% 0 Art. 1° do tratadoexplicitasuanaturezafechadhis: Convention shall apply to persons who aredesis of one
or both of the Contracting State@vailable at:
<http://www.collectionscanada.gc.ca/webarchivesfad@6040811/http://www.fin.gc.ca/news99/data/99-
075_1e.html>. Downloaded in 21 mar 2011).
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to establish when a tax reduction transaction wbeldonsidered as abusive to the treaty and its
dispositions, specially with regards to articlesnt 2°which define the scope of the treaty.
Article 4 deals with the prerequisites for a persorbe considered residéhtSince, in
the case, there was no violation of that normjosriargued that the mere fulfilling of such
requirements were of no consequence, if the purpbtee treaty were violated, incurring, thus,
in a case of abu¥®
However, it is understood that in view of the legakurance principle,it would not be
advisable to recognize the existence of other guesées or exceptionsto those conditions for
the use of the resident status, other than thaablished by law”.

%Art 2° do tratado Canada-Luxemburgd@akes Covered. 1. The existing taxes to which tre/€htion shall apply
are, in particular: (a) in the case of Canada: ttaxes imposed by the Government of Canada unddntioene Tax
Act, (hereinafter referred to as "Canadian Tax'Q)) {n the case of Luxembourg: (i) the income taxratividuals;
(i) the corporation tax; (iii) the special tax afirectors' fees; (iv) the capital tax; and (v) tbemmunal trade tax;
(hereinafter referred to as "Luxembourg tax"). AeTConvention shall apply also to any identicakabstantially
similar taxes which are imposed after the dateighature of the Convention in addition to, or irapé of, the
existing taxes. The competent authorities of theti@oting States shall notify each other of anyngigant changes
which have been made in their respective taxation aws (Available at:
<http://www.collectionscanada.gc.ca/webarchivesfad@6040811/http://www.fin.gc.ca/news99/data/99-
075_1e.html>. Downloaded in 21 mar 2011).

’Art. 4° do tratado: Resident. 1. For the purposes of this Conventioa,térm "resident of a Contracting State"
means any person who, under the laws of that Stat&gble to tax therein by reason of that persodbmicile,
residence, place of management or any other catenf a similar nature. This term also includes en€acting
State or a political subdivision or local authorithereof or any agency or instrumentality of anglsibtate,
subdivision or authority. This term, however, doesinclude any person who is liable to tax in tB&ite in respect
only of income from sources in that State. 2. Whwreeason of the provisions of paragraph 1 anvidlial is a
resident of both Contracting States, then the iddial's status shall be determined as follows: tta& individual
shall be deemed to be a resident only of the Statehich the individual has a permanent home avdédaif the
individual has a permanent home available in battes, the individual shall be deemed to be a egidnly of the
State with which the individual's personal and ewuit relations are closer (centre of vital inte®@st(b) if the
State in which the individual's centre of vitaldrgsts is situated cannot be determined, or if géhisr not a
permanent home available to the individual in eitBéate, the individual shall be deemed to be &g only of
the State in which the individual has an habitulbde; (c) if the individual has an habitual abodebioth States or
in neither of them, the individual shall be deenede a resident only of the State of which theviddal is a
national; (d) if the individual is a national of Ho States or of neither of them, the competentaaititbs of the
Contracting States shall settle the question byuaduidgreement. 3. Where by reason of the provisibmsaragraph
1 a person other than an individual is a resideftboth Contracting States, the competent autharité the
Contracting States shall by mutual agreement enol@ato settle the question. In the absence of sigrkement,
such person shall not be entitled to claim anyefetir exemption from tax provided by the Convefitforailable
at:

<http://www.collectionscanada.gc.ca/webarchivesraQ@6040811/http://www.fin.gc.ca/news99/data/99-
075_1e.html>. Downloaded in 21 mar 2011).

CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scéhailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.doc>wblmaded in 11 mar. 2011.

“According to MisabelDerzi, “[...] the trustworthise of the legal system and the predictability oftét
interventions lead to the protection of the trusthie law or norm (DERZI, Misabel Abreu Machatitodificagbes
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Furthermore, nowadays, the interpretation of the la more often based on the
menslegighan on thenenslegislatorf®®*** Based on that, it is understood that one should no
ignore the context in which norms are applied anehethe original objective of the legislators
(in this casenegotiator$ alter constantly, in the light of new social igas.

With regards to theGeneral Anti-AvoidanceRulGAAR), subsection 245[2]of the
IncomeTaxAct’?2invoked by the CRA as a disposition capable ofallggijustifying the
disregarding of a transaction, there seemed to bane difficulties, similar to those established
by article 116th of the Brazilian Tax Law (CédigdiutarioNacionah®.

Most likely, the CRA's argument to defend the iddwat the tax authorities of
Luxembourg didn’t tax Mr. Boulle's capital gain, insvas exempt by Canada, was due to the
CRA's intent to demonstrate that Mr. Boulle hadimention of paying taxes. The FCA, onthe
other hand, didn’t have any difficulties disputithgs argument by pronouncing that "[...]the
issue raised by GAAR is the incidence of Canad&ation, not the foregoing of revenues by
the Luxembourg fiscal authoritie§*.

As it turned out, Canadian ruled in favor oflegasarance, denying the broader

interpretation of legal dispositions, which coulévk led to the inconsideration of legal

da Jurisprudéncia no DireitoTributario  protegéo da confianca, boa-féobjetiva e
irretroatividadecomolimitagdesconstitucionaisaopatietributar. Sdo Paulo: Noeses, 2009, p. 11e 49).

100 starting in the 18th Century, the necessity terimtet the legislator's mind was removed; sincen ttie
interpretative and the enforcing functions of tegi$lation were assigned to the courts. Luhmanwjew of that,
argues that "only this can allow that couts decieley case presented to them. The connection ttathdecomes,
thus. object of the judge's interpretation” (LUHMAN Niklas, A posi¢do dos tribunais no sistemajuridico
traduzidopor Peter Naumann e revisadopor Vera Jdedfradera, RevistaAjuris: Porto Alegre, n. 49 A, jul.,
1990, p.153).

19lNestesentido: BOWLER, Traci€ountering tax avoidance in the UMVhich way forward? — Tax Law Review
Committee Discussion Paper No. 7 London: The lmstifor Fiscal Studies, 2009, p. 11.

1925ubsecdo 245 (2) docome Tax Act*‘Where a transaction is an avoidance transactios, tx consequences to
a person shall be determined as is reasonable enctftcumstances in order to deny a tax benefit,that for this
section, would result, directly or indirectly, frotimat transaction or from a series of transactidhat includes that
transaction” (Available at: <http://laws-lois.justice.gc.ca/eacts/I-3.3/page-398.html#h-151>. Downloaded in 21
mar. 2011).

193 As it is generally assumed, it will be consideesdsive the transaction or contract firmed befahm@st always)
the taxable event, and without the use of simutatilissimulation, sonegation, abuse, misuse o dtinms of law
fraud (illegalities). If such faults are not idiietd, it is understood that the non-consideratibthe treaty is what is
against the legal system.

104 CANADA, Federal Court of AppeaMIL (Investments) S.A. v.Her Majesty the Qug@007] 4 C.T.C. 253,
2007 FCA 236.Juiz Relator J.D. Denis Pelletier, efamnslation. Julgado em 13/06/2007. Availableat:
<http://decisions.fca-caf.gc.ca/en/2007/2007fca2367fca236.html>. Downloaded in: 21 Feb. 2011.
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contracts. In this aspect, the courts' positiongavor of the trust in the legal system and the

predictabilityof state interventions, must be coimginted.
6.3U.K.: Indofood International Finance Ltd v. JP Morgan Chee Bank N.A. London Branch

The analysis of this legal case revolves arounddgfnition of the term "beneficial
ownership". Surprisingly enough, in the U.K., theras practically no jurisprudence regarding
the meaning obeneficial ownershimntil theIndofood caseThere was a Dutch case a few years
back in which a company from the U.K. acquired tiyht of use to the dividends of Dutch
shares:TheAmsterdam Coudecided that the person who had the right of use m@ the
beneficial owner, but the Supreme CoufibgeRaadl correctly reverted that decision, stating
that the mere fact that the company had the rightdividends and not tothe ownership of the
shares did not prevent it from being the benefioiaher*>.

In March 2006, the Courtof Appeal's decision aldbetmeaning of beneficial ownership
is published, however, since then, it has been tguesl whether or not it helped in the
understanding of this term's meaning. Considetivag this was a case where a definition for
such a key-expression in the international law wagected, it is surprising that it did not,
technically, involve a tax situation direct.

It was a case of civil law brought by both partiessiew of a loan contract. It was a
rather complex case, but which can be summariZedindonesian company wished to raise a
loan for business purposes: had it done so diretttgre would have been a 20% withholding
taxon the interest it paitf. Instead, the Indonesian company established aidiaby in
Mauritius and borrowed money from JP Morgan, whte@cs trustee for the bondholders.
Interest paid from Indonesia to Mauritius benefifeain the Indonesia-Mauritius Tax Treaty,

with a reduced withholding tax of 10%. Interestdpltom Mauritius to the bondholders was not

105 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 18, Free
translation.Available<www.taxbar.com/documents/Beiel_Ownership_PB.pdf> Downloaded in 12 set. 2010
106 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 18, Free
translation.Available<www.taxbar.com/documents/Biie_Ownership_PB.pdf>. Downloaded 12 set. 2010.
197 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 18, Free
translation.Available<www.taxbar.com/documents/Beied_Ownership_PB.pdf>Downloaded in: 12 set. 2010
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subject to any withholding ta%.

Some of the terms of the arrangement with the Maarfinance subsidiary were
relevant: the identical amount of money that wasdwed by the Mauritian company was then
lent on to the Indonesian counterpart, with idaiti@te of interest to the loan to and from
Mauritius. The dispositions in the contract regagdthe interest to be paid by the Indonesian
parent to the Mauritian subsidiary were due on Hagnd from the Mauritian subsidiary to the
trustee for the bondholders on the following d&ased on that it was derived that the interest
was paid directly from the Indonesian parent to tfustee for the bondholders, leaving the
Mauritian subsidiary out.

The Court of Appeal ruled that the terms of thanladocumentation precluded the
Mauritiansubsidiary from meeting its interest ohtigns to the bondholders from any source
other than interest paid by its Indonesia pareiistthe Court of Appeal seems tohave
considered that both in practice and accordingetatbcumentation, the Mauritian subsidiary
wasin factforced to pay on every dollar receivemfits Indonesian parent to the bondholders:
none of theinterest received could be retainechbyMauritiansubsidiary”.

With this understanding the Indonesia-Mauritiux Taeaty was terminated.

This procedure would have implied that the valfighe tax to be withheld over the
Indonesian parent company would be reverted todtmaestic rate of 20%. Nevertheless, the
loan documentation contained a provision estaligshihat if the tax rate on the interest was
increased, the payer would have to support the ampaid sothat, net of the higher tax, the
bondholders received thesame return as previoBslgause this placed a heavier burden on the
borrower, it had an option to, if there wasno alédive to revert the situation (reducing the
withholding tax), anticipate the payment of therid¥.

Now, we must get to the core of the Indofood c#se:Indonesian borrower claimed that

19%BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 18,
Freetranslation. Available<www.taxbar.com/documigsaeficial_Ownership_PB.pdf>Downloaded 12 set.®201
199 REINO UNIDO, Court of Appeal, Civil Divisionindofood International Finance Ltd v. JP Morgaha3e Bank
N.A. London Brancprocesso n. A3/2005/2497.Julgado em: 02/03/200&ailébleat <http://court-
appeal.vlex.co.uk/vid/-525681%9 Downloaded in 29 jan. 2013.

10 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 19,
Freetranslation. Available<www.taxbar.com/documiBgsaeficial_Ownership_PB.pdf>Downloaded 12 set.®201
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there was nothing it could do to benefit from tleeluced tax fate, so it should be allowed to
anticipate the loan's payment. JP Morgan, actimghfe bondholders, counter argued that there
was, in fact, a very reasonable alternative andetheas no reason to anticipate the loan's
payment. It became obvious that the interest i@tagable had changed so that it was attractive
to the borrower to repay early and refinance, whlilke Morgan, wished to maintain the loan

contract as it weré",

The solution proposed by JP Morgan was to inter@og&utch company between the
Indonesian and the Mauritius companies in a walttiey could benefit from the treaty between
their countries, whichhad also established a td® od 10%(or even a possibility of a 0%
withholding tax}*2

Two arguments were raised to show that the prapogerposition of a Dutch company
would not work: 1) it would not be the beneficialmer of the interest; and 2) it would not be
considered a resident of the Netherlands for fipagboses.

In such circumstances the suggested Dutch companidvwail to alleviate the tax rates,
and a measure that is considered doomed to failtia reasonable offé

Technically, the question was whether or not tiicb company would be entitled to the
reduced withholding tax under the Indonesia-Ne#imets Tax Treaty. This was essentially a
matter of how the Indonesian Revenue would resgonthe Dutch company — would they
consider it the beneficial owner — and, if theyeotgd a treaty application, how would the
Indonesian Courts respond? Therefore, the issue omasof Indonesian law practice. The
litigation came to London, however, because the lagreements had a choice of jurisdiction
clause assigning it to the English High Caft.

At first instance, Judge Evan-Lombes sustainet] ththe Mauritian company had been

111 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 20,
Freetranslation. Available<www.taxbar.com/documi3gseficial_Ownership_PB.pdf>. Downloaded 12 set.
2010.

12 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 20,
Freetranslation. Available<www.taxbar.com/documiBgsaeficial_Ownership_PB.pdf>Downloaded 12 set.®201
113 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 20,
Freetranslation. Available<www.taxbar.com/documiBgsaeficial_Ownership_PB.pdf>Downloaded 12 set.2010
114 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 21,
Freetranslation. Available<www.taxbar.com/documiBeseficial_Ownership_PB.pdf>. Downloaded 12 set.
2010.
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the beneficial owner of the interest, so would Ehgch company. Of course, there is a simple
answer to this: maybe the Mauritian company hadoeen considered as the beneficial owner to
begin with!*,

The Court of Appeal reversed the first instancgjudnt. Unanimously, they considered
that theinterposed Dutch company would not be #mehcialowner of the interest. This trial
was relevant because, for the first time,an Engisint had to come up with a definition of the
term“beneficial owner” in a tax treaty over intetioaal tax law. Unfortunately, theway they did
it provided very little light to the meaningof thegal ternt®.

Two relevant aspects must be highlighted regartiegourt of Appeal's ruling. First,
none of the judges (and none ofthe counsel) waspert intax law, let alone in international tax
law; and, as a technical issue, the Court of Appeal only to decide if the interposition of the
Dutch company was the reasonable measure for thevier to assunte’.

Hence, the Court should decide whether or notrtlenesian fiscal authorities had gone
on record to declare that they would not regardnterposed company as the beneficial owner,
and thus positioning itself with respect to the smrebility of that conduct (the
interposition).However, this was not the Courtofp&pl's position. Fortunately, the court chose
to face the issue of the meaning of the term "Heiaébwnership*'®

One of the great fears of the U.K. tax lawyers weas the judges wouldrecognise the
term “beneficial ownership” from theirknowledge eduity and the law of trusts, assuming that
the term had meaning only under the commonlaw systgh which they were familiar: that is,
thatthere was a distinction between legal ownersinigheneficial ownership. The meaning of

the term wouldthen be muddled up with the distorcthetween theseparate ownership interest of

115 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 21,
Freetranslation. Available<www.taxbar.com/documigsaeficial_Ownership_PB.pdf>Downloaded 12 set.®201
16 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 21,
Freetranslation. Available<www.taxbar.com/documiBeseficial_Ownership_PB.pdf>. Downloaded 12 set.
2010.

17 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 22,
Freetranslation. Availableat<www.taxbar.com/docutaeneficial_ Ownership_PB.pdf>Downloaded 12 set.
2010.

118 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 22,
Freetranslation. Available<www.taxbar.com/documiBgsaeficial_Ownership_PB.pdf>Downloaded 12 set.®201
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the trustee and its beneficiary under a ffdst

The term“beneficial ownership”is used in many tiemtontracted between common law,
civil law countries, as well as in others with dist legal systems whose historical origins are
totally diverse. Following this rationale, PhilipaBer emphasizes that the term needed an
"international fiscal meaning.

TheCourtof Appealdecided, correctly, that the té'bmneficial ownership" should not
have a definition established within the U.K.'s @stic laws, instead it needed a uniform
international meaning. The challenge was wherdirntd such international fiscal meaning.
There are some good and bad aspects regardingfdreed decision. The good aspects are that
the Courtof Appealsubmit its investigation to thE@D Commentary andseemed to agree to
endorsethe international fiscal meartfig The bad ones are some unfortunate references to
statements from the Director General of Income Fakndonesia to whom it meant “the full
privilege to directly benefitfrom the inconé®,

In the end, and settling back to the facts of thariccase (and it's important to emphasize
that this one was decided incidentally), the prepgoButch company would not have been the
beneficial owner of the interests. In this seribe, proposed solution would not work and it
would not be reasonable to expect that the borrawmrid follow a path that was doomed to
failure'®,

At the time of writing this short note, discussbetween City law firms, the Law
Society and HMRevenue & Customs (the British tatharity) has led to the publication of the
draft of a guide manual by HMRC over the impacth# Indofood case. That guide seems to

have been designed by a desireto reassure theL&myfirms that many existing structures

119 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 22-23,
Freetranslation. Available<www.taxbar.com/documiBgseficial_Ownership_PB.pdf> Downloaded 12 sel.®0

120 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 23,
Freetranslation. Available<www.taxbar.com/documigsaeficial_Ownership_PB.pdf>Downloaded 12 set.®201
121 REINO UNIDO, Court of Appeal, Civil Divisionindofood International Finance Ltd v. JP Morgahad3e Bank
N.A. London Brancprocesso n. A3/2005/2497.Julgado em: 02/03/2006&ailableat <http://court-
appeal.vlex.co.uk/vid/-525681%9 Downloaded in 29 jan. 2013.

122 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 24, Free
translation.Available<www.taxbar.com/documents/Beied_Ownership_PB.pdf>Downloaded in: 12 set. 2010

123 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 24,
Freetranslation.Available<www.taxbar.com/documédseskficial_Ownership_PB.pdf>Downloaded in 12 set.
2010.
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wouldnot be subject to any adverse scrutiny assaltref the Indofood case. However, Philip
Baker states that "the approach adoptedby HMRC eachr this comforting result is
notparticularly appealing from an intellectual goif view". Many law firms wanted to "bury"
the result of théndofood caseinder the arguments that its jurisprudence didrelste to the
U.K.'s fiscal norm&*

Nevertheless, Phillip Baker admits that as a prattnatter, the decision is clearly of
broader significance. Once the Court of Appeal pmx that the term “beneficial ownership”
should have an international fiscal meaning, tiveas no reason why it should not be equally
applied if similar facts arose in the United Kingalo To the very least, it must be recognized
that the Court of Appeal, as a strongly persuasawhority, produces jurisprudence of
undisputed relevant®.

HMRC, in its guide manual, corroborates that theui€ of Appeal has provided an
orientation for the meaning of theterm "beneficainership” for the UK's legal system (and not
just in Indonesia). Nonetheless, they emphasizatttiis meaning should be interpreted in the
context of the object and purpose of a treaty:thbgead and purpose includes combating
internationaltax avoidance through treaty-shopping.

The guide suggests, therefore, that the phrase lad itsinternational fiscal meaning
when treaty-shopping is intended, but that doeshappen when the intention to treaty shop is
not present. Philip Baker claims that "intellettyathis is a very unattractive position to
take,and it is hard to see any legal support fisrapproact®.

At last, the HMRCintended, with this reasoningjdentify commercial agreements that

would not have denied their established benefitsphly if they did not intend to treaty shop.

6.4 FranceSocieteBank of Scotland v. Ministre de 'EconomiiesFinances et de I'Industrie

124 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 25-26,
Freetranslation. Available<www.taxbar.com/documigsaeficial_Ownership_PB.pdf>Downloaded 12 set.®201
125 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 26,
Freetranslation. Available: <www.taxbar.com/docuts@eneficial_Ownership_PB.pdf>Downloaded 12 sei®

126 BAKER, Philip. Beneficial ownership after Indofood casendres: 6 GITC Review 1, 2007, p. 26-27,
Freetranslation. Available: <www.taxbar.com/docuteMeneficial_Ownership_PB.pdf>.Downloaded 12 set.
2010.
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In 2006, the case involvilg@nk of Scotlandthe French State Couns&dnseild’Eta)
applied the concept of law fraufigude a lalo) in the context ofreaty-shoppingThe term "law
fraud" hereby refers to any action taken with tbé ourpose of tax evasion, in a way not
established by Lalf’.

The peculiarities of this case are worth analyzisigce they expose the reality over
which the decision was taken. In that contextAarerican corporation nambterrel Dow Ing
contracted with a resident company of the UBank of Scotlandith the objective of gaining
advantages granted by a treaty signed between.#eadd FranceRrance-UK treaty. In order
to achieve that, the American corporation transférto the bank, at no charge,non-voting
preferred shares of its French subsidiary undersaruct agreement,for a period of three
yearsBank of Scotlar@ceived predetermined shares from the French diabgiand, in return,
paid the interests on equivalent amount, correspgntb a loan contract to the American
corporation. Several clauses from tHeack-to-back®ontract safeguardedBank of

Scotlanégainst any risk associated to this settlefiént

127 Sobre a fraud & lalo?, cf.: SAUVE, Jean-Marc; BENARD, Yohanm'abus de droitenmatiérefiscal®aris:
Conseil d’Etat2007, 8p. Availableat

<http://lwww.conseil-etat.fr/media/document/abus dieit 070307.pdf>. Downloaded in 20 Feb. 2012.

128 A back-to-backoperation may be defined as that of “[...] curgeegchange nature aimed at backing a purchase
and sale of foreign product, contracted abroad byrapany established in Brazil, without the prodasetr entering
the Brazilian territory, does not characterize apoet” (BRASIL, Ministério da Fazenda, Secretaria Heceita
Federal, Superintendéncia Regional da Receita B#8®MRegido Fiscal, solugdo de consulta n° 202]Glele
outubro de 2003. Availableat: <http://decisoes f@zegov.br/netacgi/nph-brs?s10=&s9=NAO+DRJ/$.SIGI=&
DTPE&J=DECW&p=1&u=/netahtml/decisoes/decw/pesquBadtm&r=18&f=G&I=20&s1=SRRF/8%AA+RF+
OU+Disit+08+0U+Diana+08&s6=SC+OU+DE&s3=2028&s4=&s5s8=&s7=>Downloaded 15 feb. 2011.

129 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scéwmailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.doc>wlmaded in 11 mar. 2011.
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This procedure was specifically drawn to the benefiarticle 24°° combined with
article 9, from the above mentioned treaty, in Whi¢the TrésorFrancais (French

Treasure)assumes the obligation to return, in ohe fof tax credit to the residents of the U.K.,

130T hisiswhatarticle24 ofthe UK-France treatyestafalishELIMINATIONOF DOUBLE TAXATION1. Subject to
the provisions of the law of the United Kingdomameling the allowance as a credit against United gdom tax of
tax payable in a territory outside the United Kimga (which shall not affect the general principlerddd): (a)
French tax payable under the laws of France anddcordance with this Convention, whether directtyby
deduction, on profits, income or chargeable ganesnf sources within France (excluding in the case dividend,
tax payable in respect of the profits out of whibk dividend is paid) shall be allowed as a creatininst any
United Kingdom tax computed by reference to theesprofits, income or chargeable gains by referetacehich
French tax is computed; (b) in the case of a din@lpaid by a company which is a resident of Frateca company
which is a resident of the United Kingdom and whiohtrols directly or indirectly at least 10 pernteof the voting
power in the company paying the dividend, the treldall take into account (in addition to any Fréantax for
which credit may be allowed under the provisionsudf-paragraph (a)) the French tax payable by tbmpany in
respect of the profits out of which such dividengaid. 2. For the purposes of paragraph 1: (a)ffispincome and
capital gains owned by a resident of the Unitedgdiom which may be taxed in France in accordancé wie
other Articles of this Convention (except capitaing which may be taxed in accordance with paragr&pof
Article 14) shall be deemed to arise from sourcegrance; (b) capital gains from sources neitherfHrance nor
the United Kingdom which may be taxed in the UniKgd@jdom in accordance with paragraph 6 of Artidk shall
be deemed to arise from sources in France; (c)téxes referred to in clauses (i) to (iv) of submmaph (b) of
paragraph 1 of Article 2 and, in respect of thedsxnentioned in those clauses, in paragraph 2 t€lar2, shall be
considered French tax. 3. In the case of Francajbtio taxation shall be avoided in the following man (a)
notwithstanding any other provision of this Coni@mtincome which may be taxed or shall be taxallly in the
United Kingdom in accordance with the provisionstbis Convention shall be taken into account foe th
computation of the French tax where such incomaois exempted from corporation tax according to Ften
domestic law. In that case, the United Kingdomdhall not be deductible from such income, but #mdent of
France shall, subject to the conditions and linpt®vided for in sub-paragraphs (i), (ii) and paragh 4, be
entitled to a tax credit against French tax. Suak tredit shall be equal: (i) in the case of incoatker than that
mentioned in sub-paragraph (ii), to the amount ofrich tax attributable to such income provided et resident
of France is subject to United Kingdom tax in reps such income; (i) in the case of income nefdrto in Article
7 and paragraph 3 of Article 14 when that incomsusject to French corporation tax, and in the cagéncome
referred to in Article 11, paragraphs 1, 2 and 6Adticle 14, paragraph 3 of Article 15, Article 1paragraphs 1
and 2 of Article 17 and paragraph 3 of Article 28,the amount of tax paid in the United Kingdonaatordance
with the provisions of those Articles; however,saredit shall not exceed the amount of Frenchatéxbutable to
such income; (b) for the purposes of sub-paragréah of this paragraph the term “amount of Frenchxta
attributable to such income” means: (i) where thg bn such income is computed by applying a propuat rate,
the amount of the net income concerned multipliethk rate which actually applies to that incomi@; Where the
tax on such income is computed by applying a psxive scale, the amount of the net income concemuiiplied
by the rate resulting from the ratio of the taxwadty payable on the total net income taxable ica@dance with
French law to the amount of that total net incorf@;for the purposes of sub-paragraph (a) of trasggraph, the
term “amount of tax paid in the United Kingdom” mmsathe amount of United Kingdom tax effectively and
definitively borne in respect of the income coneérrin accordance with the provisions of this Caotiem. 4. (a)
Where gains may be taxed by a Contracting Stateeagon only of paragraph 6 of Article 14, that Gating
State, and not the other Contracting State, sHatlirate double taxation in accordance with the noels set out in
this Article as if the gains arose from sourceghia other Contracting State. (b) Where gains mayalsed by a
Contracting State by reason of paragraphs 1, 23 @f Article 14, the other Contracting State, arat the first-
mentioned Contracting State, shall eliminate doublation in accordance with the methods set ouhis Article.
5. In paragraph 3 the term “income” means income a@apital gains as the context requir¢Available at:
<http://www.hmrc.gov.uk/taxtreaties/in-force/franpef>. Downloaded in 16 jan. 2013).
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the taxes withheld over the dividends from the Erecompanies, distributed among the British
residents. The treaty signed between the U.SFeartce France-USConventigrdoes not grant
similar advantages to Americans.By using Brance-UK treaty the fiscal benefits gained by
the American companyerrell Dowwere quite substantial.By channelingdividends payme
through the U.K., Merrel Dow, was able to repa&riahmediately the dividends of its French
subsidiary, withholding, effectively, only 1% taxey the value of the dividehd.

Bank of Scotland was the other beneficiary in tinensaction, since, by receiving a
dividend in which a domestic withholding tax of 25%&s applied, Bank of Scotland filed an
application claiming the reduced withholding taxterand a refund from the French fiscal
authorities &voir fiscal francai¥ based on the provisions outlined in the Francettdkity.

When alerted by the IRSInternalRevenue Serviceabout the procedure, the
Conseild’Etatuled in favor of the tax administration, basedtbe agreement between the two
parties being aimed solely to the fiscal creditfrthe treaty, which in no other manner would be
available or perceived. The analysis of this ageament revealed that the beneficial owner of the
dividend was the American company, and not the Rdrgcotland®?

In view of the purpose and object of the treatyvjsion, theConseild’Etatconcluded
that the intent of the negotiator was that all bémeinder Article 9 of the France-UK treaty
could only be claimed by the beneficial owner c# thividend, even if the particular provision
did not specifically refer to the “beneficial owship” concept. To reach such a conclusion, the
Conseild’Etatapplied the notion of beneficial ownership witliie framework of the concept of
fraude a la lot*®

As far theConseild’Etat was concerrtbe beneficial owner of the dividend was not the

Bank of Scotlandbut Merrell Dow. It did not become clear, however, under what [semthe

131 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scéwmailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.docawnloaded in 11 mar. 2011.
132 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scéwmailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.docawnloaded in 11 mar. 2011.
133 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scéwailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.docawbloaded in 11 mar. 2011.
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Conseild’Etabased its analysis of the beneficial ownershipcphdestead, it chose to enfold its
decision on the concept of freude & lalot®,

Two conditions must be met in order to identify freude a la loil) The transaction
must be objectively contrary to the intention oé tlegislator; and 2) the transaction must be
undertaken only for tax reasdfis

The Conseild’Etatconcluded that the first conditivas fulfilled since article 9th of the
treaty clearly states that the fiscal benefits destined only to U.K. residents which, by
consequence, should be the beneficial owners oflithdends. Since that was not the case, the
Conseild’Etatderived that the agreement betweervitbecompanies went against the will of the
two contracting countries - France and the UK.

The second condition, related to the fiscal moibrgtis more subjective. Even if there
was a commercial purpose to the scheme, the Anmecianpany gained immediate access to the
capital, which allowed th€onseild’Etato arrive at the conclusion that the sole objecthef
contract was to have access to the benefits esttadliby the treaty. TB®nseild Etat therefore,
considered as present all the necessary condiioientify thefraude a laloi Consequently,the

tax reduction was denied.

134 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scéwmailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.doc>wblmaded in 11 mar. 2011.

13°The decisionofth@onseil d’Etawvastranscripted as suchABUS DE DROIT | CONVENTION FISCALE
INTERNATIONALE | FRANCE | ROYAUME UNI | DIVIDENDHE-RAUDE FISCALE. Le Conseil d'Etat a
considéré que lelitigeopposantlasociété Bank ofl&od et I'administrationfiscale concerne lerefus celle-ci de
luiaccorderleremboursement de I'excédent de reténlasource et larestitution de l'avoir fiscal ;'duest constant
que lasociété n'a pas fait Il'objet d'une procédude redressement et que lespénalitésattachées a
larépressiondesabus de droit ne luiontpasétéappbgu ; que deslors, Il'administrationfiscalepouvait,
souslecontréledujuge, requalifierlecontrat de cesBiigieuxcommedissimulantlaréalité  d'uncontrat de
prétconcludansl'uniquebut d'obtenirabusivementléfiéadesclausesfavorables de laconventionfiscakncty-
britannique, afin de déterminerlebénéficiaireefiieigsdividendesversés par lasociétéfrancaise,
sansmettreenoeuvrelaprocédureprévue par l'articlé4 précité, inapplicableenl'espéce; Considéralilrgsulte de
tout cequiprécéde que lasociété Bank of Scotlagst pasfondée a soutenir que c'est a tort quejuggmentdu 4
juillet 2001, le tribunal administratif de Parisrajetésa demande tendantauremboursement de I'excédeeetenue

a lasourceversé a raison de ladistribution de dévides par lasociété Marion Merrell Dow SA
résultantduplafonnement de cetteretenue par lacuiwe franco-britannique et larestitution de l'avofiscal
attaché a sesdividendes ; qu'il y a lieu, par vdie conséquence, de rejeterlesconclusionsprésemtaes
lasociétéautitredesdispositions de l'article L. 7BHucode de justice administrativERANCA, Conseil d’Etat.
Societe Bank of Scotland v. Ministre de I'EconohésFinances et de I'Industrikitigio n. 283314. Relatora Anne
Egerszeqi Julgado em 29/12/2006. Availableat:
<http://www.bibliobaseonline.com/ouvrir_fichier_fetne.php?NOM_FICHIER=89502_1.PDF&NUMERO=89502
>, Downloaded in: 12 jan. 2013).



Revista da Faculdade de Direito da UERJ-RFD- Rio de Janeiro, v.1, n.23, 2013, ISSN 22363475

The theory behind the concepfralude a la loiis not different than the theory behind
Canada's General Anti-Avoidance Rule (GAAR). Adbog to subsection 245(3) of the
Canadian Income Tax Law an evasive operation iptadomostly with the objective of gaining
a law benefit. In France, based on the concepawfftaud, the transaction must be exclusively
intended to access those advantages. In Canadayén it was harder to prove that such a
transaction was evasive, than in Frdite

7 CONCLUSIONS

Since it depends on political decisions, it is gué challenge to indicate the most
adequate approach to the problem of treaty-shoppindrazil, one may already notice that in
some of the treaties signed LOB (limitation of bigsgdispositions were included.

It is understood that the best policy would bevaleate to what extent the use of treaty-
shopping brings benefits to the economy withoustaprelevant impact to fiscal revenue.

In view of that, it may be concluded that meastinas limit those benefits excessively, as
a way to restrict the use of such methods, andrasto combat treaty-shopping, could end up
restricting or even making it impossible to apptwate capital in a given State. Thus, the free
capital flow and the suppression of double taxaasrprinciples of international law, must be
defended.

As hereby studied, no argument seems to challerige practice of treaty-
shoppingtrongly enough to convincethe authorities, unanishg to restrain it. Such as in the
Indian case, it appears that the major benefihéoeconomy provided by treaty-shopping - the
increase of capital flow - outweighs the eventuldbatable and not yet completely proven
disadvantages.

In view of that, it is also possible to concludattionly LOB provisions, inserted in the
treaties or domestic regulation, may be able td tx@aty-shopping effectively, since, in this
case, the taxpayer is required to prove not orgyniationality or residency, but, most of all, the

prerequisites related to his economic activity aodounts.

136 CHATEL, Sophie. Treaty-shopping A Canadian Case Study and the International Scéwailableat:
<www.ceff.univ-cezanne.fr/documents/chatel.docawbloaded in 11 mar. 2011.
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Furthermore, if it was previously risky to proposey anti-treaty-shopping measure; it
may rest assured that only the States who guarahtedull right to fiscal planning, will
experience sustainable economic growth. The coeetsy remains and there is still a lot of

ground to cover.
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