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INTRODUCTION

Until recently, many of the smaller developing countries, such as those in the Caribbean, placed heavy reliance on taxes generated from customs duties for their tax revenues. In addition, the rates of customs tariffs were also set at a very high level in order to protect domestic businesses from competition from multinationals originating from the developed countries.  This was based on the belief that, without such barriers, local businesses would not be able to compete for local market share with the multinationals which would typically have certain advantages such as economies of scale and greater financial resources.  

However, globalization has had a significant impact on developing countries because of the reduction in customs duties as a result of the removal of tariff barriers, the cessation of many of the preferential trade agreements that developing countries previously enjoyed with traditional trading partners such as the UK and the requirement for developing countries to remove trade barriers. These factors have resulted in an erosion of fiscal revenues generated from customs tariffs as well as a removal of the protection enjoyed by local businesses involved in certain traditional industries such as manufacturing and agriculture.

Many countries have attempted to diversify their economies as well as their tax systems to deal with these developments. With respect to the economy, some countries have turned to services, particularly international financial services, in an attempt to emulate the successful financial centres in Europe, such as the Netherlands, Luxembourg and Switzerland.

With respect to taxation, in an attempt to seek new sources of tax revenues, many countries are in the process of reforming their tax systems by introducing new taxes, such as VAT, with varying degrees of success.  However, countries which have traditionally had a direct tax system in place for many years have recognized that the introduction of a VAT is not by itself sufficient to meet the shortfall in their revenue requirements.  Therefore, they have come to the realisation that there is an urgent need to drastically improve the efficiency and effectiveness of their direct tax regimes, particularly in the area of tax administration and collection of taxes.  Typically, the level of compliance by local taxpayers, particularly small and medium sized businesses, is low when compared to the compliance levels in developed countries.  
In the past, a significant proportion of the corporate tax revenues of many developing countries were generated from foreign multinationals and the larger local companies.  Many of those multinationals had been granted tax incentives, such as tax holidays, for periods ranging between 10-15 years, in order to encourage them to establish business operations in these countries in the first place. In return, a number of developed countries entered into tax treaties with developing countries and offered tax sparing relief which benefited the multinational, the local economy and also the country of residence of the multinational. 
CHALLENGES FACED BY DEVELOPING COUNTRIES

The position today is that many of these multinationals have moved their operations to other, larger countries that are able to offer them better incentives, greater economies of scale as well as cheaper labour and other inputs. In addition, many of the developed countries cancelled their tax treaties with the developing countries in the early 1980’s, together with any tax sparing provisions that may have existed.  One of the effects of this has been the erosion of one of the incentives for foreign multinationals to invest in such countries.  Typically, tax sparing provisions were generally granted through tax treaties and not by means of unilateral provisions in domestic legislation.  
 The challenge that many of these countries face in diversifying their economies is that there are not many avenues, other than tourism and, to a lesser extent, international financial services, remaining in which they can hope to compete with both developed and larger developing countries on level terms.  As a result, they have been forced to offer tax incentives in certain sectors of their economies, such as tourism and international financial service, in order to be able to compete. In both cases, the incentive regimes are under threat from a number of international organizations, such as the OECD and the WTO. 

In reforming their direct tax systems to meet their developmental goals, the challenge that these smaller developing countries face is that the level of compliance and, therefore, the level of contribution to national tax revenues, of local small and medium sized enterprises are relatively low.  In addition, their tax regimes may not be sophisticated enough to catch certain cross border activities, particularly, those involving the use of sophisticated financial instruments. There is, therefore, a need for these countries to adopt a number of measures to improve their domestic tax systems as well as their administrative procedures.  These measures include:
· updating their anti-avoidance legislation,  

· introducing transfer pricing legislation tailored to their individual needs based on their ability to be able to effectively apply such legislation,  
· improving their machinery for administering and collecting taxes, including reactivating their appeals processes so that tax disputes can be settled quickly and 

· increasing the number of staff with the necessary technical expertise to deal with complex transactions, particularly with respect to international taxation matters. 

WHAT CAN THE UN DO?

1. The UN needs to provide technical support and training to developing countries, small and large, in a similar way to that provided by the OECD to its members. This means that the Secretariat to the Committee of Experts must be given the necessary resources to be able to fulfill this role. 
2. There are already a number of organizations, such as CIAT, that are providing assistance to developing countries with respect to improvements in their tax administration.  The UN should cooperate with such organizations to assist with the international tax aspects of such initiatives.

3. Developing countries require access to technical training and guidance on international tax matters.  There is already a wealth of material produced by other organizations, such as the OECD, on a range of subjects, including transfer pricing, hybrid instruments, sourcing rules etc., which can be adapted to the needs of developing countries.
4. The UN needs to provide an effective and meaningful forum for dialogue on international tax matters where the interests of the developing countries, including those of the smaller developing countries, can be advanced.  In this respect, there needs to be an understanding that tax and trade are inextricably linked.  Therefore, as in the case of the various trade agreements that are currently being negotiated, consideration needs to be given to applying “special and differential treatment” to the smaller and more vulnerable developing countries with respect to international taxation issues.   
5. In addition to revising the Model Treaty, the Committee of Experts should consider whether there is not still a role for tax sparing provisions in tax treaties between both developed and developing countries as well between developing countries themselves.    
The above is merely a brief analysis of some of the issues that are of concern to developing countries and some suggestions regarding the role that the UN can play in helping to address these concerns.
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