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Abstract

Many commentators have addressed the question of resolution of international tax
disputes through various alternative mechanisms. The most debated question is whether
or not to introduce mandatory arbitration into the bilateral tax treaty network and if yes,
how can this be accomplished. From a first glance at the extensive literature that exists in
this field, it appears as if an additional contribution is not an easy task to fulfill.
Nevertheless, recent developments deserve further investigation, namely, the recent
efforts by the Organization of Economic Development and Cooperation (“OECD”) to
include a provision addressing mandatory and binding arbitration in its Model
Convention and the recently ratified protocols by the United States with Germany,
Belgium and Canada which, inter alia, brought the inclusion of such a clause to the
Double Tax Treaties (DTTs). I wish to examine these proposals and predict the
probability of their success.

In part one of the article I will present a brief review of major literature
contributions in this field. I will set forth an evaluation methodology that focuses on two
questions: First, does (and how) a mandatory arbitration provision fit in the overall
network of tax treaties? Second, does the mandatory arbitration provision actually resolve
disputes? I will argue that when we are able to answer positively to both questions, a
recommendation to adopt such a provision can be made.

In part two I will focus on the OECD proposal for mandatory arbitration aimed at
improving the resolution of tax treaty disputes. Here, I reach the conclusion that under the
current proposed structure, a negative answer to the above evaluation questions is more
likely to be given than a positive one and therefore I conclude that this proposal should be
reexamined. I will address the policy issues that are related to the proposal, structural
deficiencies embodied in it as well as possible negative impacts it may have.

In part three [ examine the U.S. provisions for mandatory and binding arbitration
as adopted recently. I will address policy considerations surrounding the decision to
include such a provision and whether these recent adoptions represent the U.S. policy on
mandatory arbitration.

Part four is a summary of the work. I express the view that I do not oppose to
the adoption of mandatory arbitration. Nevertheless, I offer some considerations
regarding the circumstances accompanying the application of such a provision as well as
its structure. I suggest that the proposals should be reconsidered because they lack
features that are major and crucial for the mandatory and binding arbitration provision to
function successfully.
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1. Introduction

A. Arbitration of International Tax Disputes — General Background

The issue at stake is as follows: a DTT exists between two countries. A taxpayer
having connections with both jurisdictions may be subject to tax in both jurisdictions. If
both tax administrations exert their authority to tax, the taxpayer will potentially be
subject to double taxation, a result which is arguably undesirable. The role of the tax
treaties is, inter alia, to prevent such a result. “Income tax treaties have two primary
operational goals - to reduce the risk of double taxation to taxpayers engaged in cross-
border transactions and to mitigate the risks of undertaxation of taxpayers by promoting
cooperation and exchange of information among responsible members of the
international family of nations”."

Perhaps a clear example for the above scenario is the Boulez Case.” The issue in
the case was whether certain payments received by Pierre Boulez constituted royalties or
compensation for personal services. Had the payments been characterized as royalties,
they would have been exempt from U.S. tax under the U.S. — Germany DTT. Had they
been compensation for personal services performed in the U.S., they would have been
subject to U.S. tax. Under the U.S.-German DTT valid at that time the only dispute
resolution mechanism available was the Mutual Agreement Procedure (MAP). The MAP
Article in the treaties is usually similar in its wording to Article 25 of the OECD Model
Convention (MC).> Accordingly, when a taxpayer introduces its case to the relevant

" BRIAN J. ARNOLD & MICHAEL J. MCINTYRE, INTERNATIONAL TAX PRIMER, second edition, at 6. See also
at 105: “The objective of tax treaties, broadly stated, is to facilitate cross-border trade and investment by
eliminating tax impediments to these cross-border flows. This broad objective is supplemented by several
more specific, operational objectives. The most important operational objective of bilateral tax treaties is
the elimination of double taxation”. See also Stef van Weeghel, The Improper Use of Tax Treaties, Series
on International Taxation No. 19, (Kluwer Law), (1998) at 33 addressing the two above mentioned
objectives as major objectives and adding to them, as a third and major objective, the non-discrimination
clause.

? Boulez v. Commissioner, 83 T.C. 584 (1984).

* Because of its relevance to the discussion I will cite the wording of Article 25 of the OECD Model
Conventions which reads as follows: “ 1. Where a person considers that the actions of one or both of the
Contracting States result or will result for him in taxation not in accordance with the provisions of this
Convention, he may, irrespective of the remedies provided by the domestic law of those States, present his
case to the competent authority of the Contracting State of which he is a resident or, if his case comes under
paragraph 1 of Article 24, to that of the Contracting State of which he is a national. The case must be
presented within three years from the first notification of the action resulting in taxation not in accordance
with the provisions of the Convention. 2. The competent authority shall endeavour, if the objection appears
to it to be justified and if it is not itself able to arrive at a satisfactory solution, to resolve the case by mutual
agreement with the competent authority of the other Contracting State, with a view to the avoidance of
taxation which is not in accordance with the Convention. Any agreement reached shall be implemented
notwithstanding any time limits in the domestic law of the Contracting States. 3. The competent authorities
of the Contracting States shall endeavour to resolve by mutual agreement any difficulties or doubts arising
as to the interpretation or application of the Convention. They may also consult together for the elimination
of double taxation in cases not provided for in the Convention. 4. The competent authorities of the
Contracting States may communicate with each other directly, including through a joint commission



Ehab Farah Page 6 of 41

competent authority and if that competent authority cannot resolve the matter
independently, the case will usually be discussed at the level of the competent authorities
of both Member States in an attempt to settle the dispute. This is what happened in the
Boulez Case. The dispute was referred to the competent authorities for resolution in an
attempt to prevent double taxation of Mr. Boulez’s income. The competent authorities of
Germany and the US were unable to reach an agreement regarding the characterization of
the payments. Germany took the position that the payments were royalties and therefore
taxable exclusively by Germany. The U.S. took the position that the income generated
from the performance of personal services in the U.S. and therefore taxable there. Mr.
Boulez was taxed on his income in both jurisdictions.

In this example the taxpayer was subject to double taxation, even though one of
the primary purposes of the treaty was to avoid double taxation. Despite its existence, the
MAP Article lacks the power to compel the Contracting States to resolve the dispute and
grant relief to the taxpayer. The Article entails a quasi duty* to endeavour to resolve the
dispute in order to prevent the taxation that is not in accordance with the treaty.
Nevertheless, there is no obligation to actually settle the dispute. Therefore, there is no
guarantee that one of the primary goals of the DTTs (preventing double taxation) will be
met. Because of disputes similar to this, which remained unresolved after the MAP, the
search for a solution accelerated. Mandatory arbitration has been introduced in this
context.

More common disputes, though, are transfer pricing disputes.’ In these disputes, a
taxpayer with cross-border tax producing activities will try to allocate income and
deductions in a tax favorable manner. The concerned tax administrations may disagree
with this allocation and exert their right to tax the profits according to an adjusted
allocation, which they assert to be the proper one; this will cause potential double
taxation. If the taxpayer regards the taxation not in accordance with the treaty, it can seek
relief either at the domestic level or by utilizing the MAP Article.

B. Do we really need arbitration?

As a first reaction it seems plausible to argue that a dispute resolution mechanism
that would ensure relief is in need. This, however, will be accompanied with certain
tradeoffs the major of which is accepting the binding authority of an arbitral panel. This
raises issues of surrendering tax sovereignty by those States, a dilemma that has long
occupied proponents and opponents of mandatory and binding arbitration. This has been
the major concern that has decelerated the adoption of such a provision.

One of the relevant and basic works in this field was that of Lindencrona and
Mattsson in 1981.° The authors present a historical survey on the topic, scan the work of

consisting of themselves or their representatives, for the purpose of reaching an agreement in the sense of
the preceding paragraphs”.

* See part two of the paper for discussion regarding the scope of this duty and the controversies as to its
existence.

3 See REPORT TO THE CONGRESS ON EARNING STRIPPING, TRANSFER PRICING AND U.S.
INCOME TAX TREATIES, available at http://www.ustreas.gov/offices/tax-policy/library/ajca2007.pdf
noting that a substantial portion of the inventory of the U.S. Competent Authority consists of cases that
involve transfer pricing agreements,

® GUSTAF LINDENCRONA & NILS MATTSSON, ARBITRATION IN TAXATION (1981).
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international professional organizations up to that date and examine the manner in which
international arbitration functions in other fields. If to be extremely brief, they
acknowledge that avoiding double taxation is not guaranteed and therefore recommend
adopting a mechanism which ensures a solution in all cases.” Despite the logic upon
which this recommendation lies, it was not praised by the vast majority of countries who
in fact have not adopted arbitration clauses in their treaty network to this day. The OECD
Committee on Fiscal Affairs (1984) released a report noting:

“The Committee does not, for the time being, recommend the adoption of

a compulsory arbitration procedure to supersede or supplement the

mutual agreement procedure. In this view the need for such compulsory

arbitration has not been demonstrated by evidence available and the

adoption of such a procedure would represent an unacceptable surrender

of fiscal sovereignty”.®

Despite this concern, many scholars and non-governmental organizations have
suggested mandatory arbitration as a means to address income tax treaty disputes.9 |
agree that an effectively functioning mandatory and binding arbitration provision that
meets the goals of the DTT network would constitute an appropriate solution. Whether
the current proposals fall within this framework or not is discussed below.

The question presented in this sub-chapter could be approached in a different
manner. Defenders of mandatory arbitration point to the prevention of double taxation as
the primary justification for adopting this mechanism. They make the argument that
improving taxpayer protection in international tax matters will facilitate cross-border
transactions and flow of capital and investment. Potentially subjecting taxpayers to
double taxation will affect their investment choices leading to a distortion that ultimately
causes inefficiencies. The mandatory and binding arbitration is therefore offered to
combat this defect.

This analysis is logical assuming the unresolved cases are double taxation cases.
Yet this assumption is not free from doubts.' Lacking knowledge as to why unresolved
cases remain as such, what the nature of the disputes were and the secrecy of the MAP in

7 Id. at 17. The authors state that: “If two states have decided to conclude an agreement on the avoidance of
double taxation, they have thereby accepted to refrain from their right of taxation in certain situations. It is
only logical that the states find solutions that ensure that disputes on the contents of the agreement can be
solved in all situations.”

8 OECD, Transfer Pricing and Multinational Enterprises: Three Taxation Issues, (1984). See also Karl
Koch, Mutual Agreement-Procedure and Practice, LXVla Cahiers de droit fiscal international 109,
General Report to the IFA Congress (1981), at 125: “Although there has long been a call for the creation of
arbitration procedure or an international court for tax matters, the opposition is probably too strong”. For
further discussion on fiscal sovereignty see generally Ramon J. Jeffery, The Impact of State Sovereignty on
Global Trade and International Taxation, Series of International Taxation No. 23, (Kluwer Law), (1999).
See also WILLIAM W. PARK & DAVID R. TILLINGHAST, INCOME TAX TREATY ARBITRATION (Sdu Fiscal),
(2004). See also Tax Notes International’s interview with Carol Danahoo, former U.S. IRS Competent
Authority, available at LEXIS (2004 WTD 12-5) (January 19, 2004). See also Kevin Bell, Germany-U.S.
Tax Treaty Arbitration Process Addresses Sovereignty Issue, 43 Tax Notes Int’l 214 (July 17, 2006).

® See William W Park, Income Tax Treaty Arbitration, Tax Mgmt. Int'1J, 31(5), 219 and the references
thereafter. See also William W. Park & David R. Tillinghast, supra note 8.

19 See Michael Mclntyre, Comments on the OECD Proposal for Secret and Mandatory Arbitration of
International Tax Disputes, 7 Fla. Tax Rev. 622
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general complicate the process of evaluating whether or not the mandatory arbitration
provision is necessary.

To illustrate this point assume that all unresolved MAP cases are double non-
taxation cases, i.e. had the taxpayer’s position been accepted, the income would have
escaped taxation in both jurisdictions. Further assume that one of the competent
authorities was unwilling to settle the dispute through MAP in order to prevent the no-tax
result. In this case, the above justification for mandatory arbitration is lost since the
taxpayer never suffered from double taxation. This distinction will be relevant to the
analysis hereinafter and will play a role in evaluating the proposals. In the same manner
that preventing double taxation can benefit the public, preventing double non-taxation has
a similar positive effect. Double non-taxation causes economic distortions as well. If the
unresolved cases are double non-taxation cases, this sheds doubt as to the necessity of the
mandatory arbitration.

C. Defining the goals of arbitration in the international tax arena:

In 1927 The League of Nations took the following position:'!

“From the very outset, the Committee realized the necessity of dealing
with questions of tax evasion and double taxation in co-ordination
with each other. It is highly desirable that States should come to an
agreement with a view to ensuring that a taxpayer shall not be taxed
on the same income by a number of different countries, and it seems
equally desirable that such international co-operation, should prevent
certain incomes form escaping taxation altogether. The most
elementary and undisputed principles of fiscal justice, therefore,
required that the experts should devise a scheme whereby all incomes
would be taxed once, and once only”.

This principal is referred to in the literature as the “Single Tax Principal” which seems to
enjoy the support of many countries, academics and organizations.'“This is the OECD’s

' See League of Nations, Double Taxation and Tax Evasion — Report presented by the Committee of
Technical Experts on Double Taxation and Tax Evasion, League of Nations Doc. G. 216 M. 85. II (Geneva,
April 1927). See also Cole, Venuti, Gordon and Croker, Income: Income Tax Treaties — Administrative and
Competent Authority Aspects, 940 T.M., at A-1: “The most important functions (of tax treaties, e.f.) are (i)
to avoid double or excessive taxation of income .....(ii) to assist in the prevention of tax avoidance and tax
evasion”.

12 See generally Reuven Avi-Yonah, International Tax as International Law, Law & Economics Working
Paper Series, 7-13 (2004). See also Reuven Avi-Yonah, International Tax as International Law-An
Analysis of the International Tax Regime, Cambridge Tax Law Series, (2007) at 8: “Income from cross-
border transactions should be subject to tax once (i.e., neither more nor less than once). The single tax
principle thus incorporates the traditional goal of avoiding double taxation, which was the main motive for
setting up the international tax regime in the 1920s and 1930s. Taxing cross-border income once also
means, however, that it should not be under-taxed or (at the extreme) be subject to no tax at all”. See also
Joint Committee on Taxation, Testimony of the Staff of the Joint Committee on Taxation before the Senate
Committee on Foreign Relations Hearing on the Proposed Tax Treaty with Belgium and the Proposed Tax
Protocols with Denmark, Finland, and Germany (JCX-51-07), (July 17, 2007), Thomas A. Barthold, Acting
Chief of Staff of the Joint Committee on Taxation, stated that: “The principal purposes of the treaty and






