
Mexico´s options under the Multilateral Instrument: LOB versus PPT 

As a member of the OECD, Mexico has been actively involved in the design and 
development of the Base Erosion and Profit Shifting (“BEPS”) Project and began 
implementing many of the recommended actions in 2014 - before the reports were 
finalized.   It is therefore expected that Mexico will also sign the Multilateral Instrument 
(“MLI”) this year with the purpose of amending, at least a portion, of its tax treaties. In 
this regard, an awareness of the expected elections and positions that may be taken by 
Mexico in adopting certain minimum standards as part of the MLI will help multi-national 
groups identify the possible impact on the treaty benefits currently relied upon for their 
structures arising from these changes and prepare for the future.

Multilateral Instrument

The MLI, published in November 2016, was negotiated with over 100 countries in the 
so called “ad hoc group” which was created for this purpose.  Although it has been 
available for signature since December 2016, an official signing ceremony is planned to 
take place mid-2017 and another one before the end of the year. Countries that do not 
sign at these ceremonies will be able to sign the MLI any time thereafter.

In general terms, the MLI seeks to implement the treaty related BEPS measures in 
a swift and coherent manner, including rules related to hybrids (BEPS Action 2), 
anti-treaty abuse provisions (BEPS Action 6), expansion of permanent establishment 
concepts (BEPS Action 7) and dispute resolution and arbitration (BEPS Action 14).
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The effect of the MLI is that its provisions will be “incorporated” into existing bilateral 
tax treaties in a way such that the MLI and bilateral tax treaties affected by the MLI 
will “coexist”. This way of interaction between the MLI and bilateral tax treaties is quite 
novel in international law and may result in certain implementation issues, such as 
related to the interpretation of the MLI provisions, ratification process, language issues 
etcetera.

In this regard, certain recommendations of Action 6 and 14 were agreed upon as 
“minimum standards”, which represent the highest level of commitment that was 
reached between countries to implement the respective BEPS recommendations. Other 
recommendations, including those under Actions 2 and 7, however, are not obligatory 
for countries to implement. 

Countries are obviously free to sign or not sign the MLI. Also, countries have flexibility 
to determine which of their bilateral treaties are to be covered by the MLI (“covered 
tax treaties”). However, if two countries have elected that their bilateral tax treaty will 
be covered by the MLI, then the minimum standards are, in principle, obligatory for 
those countries. In certain instances, the MLI provides different options for countries to 
comply with the minimum standards (see for instance the anti-abuse rules discussed 
below). 

In a Mexican context, the anti-treaty abuse measures (Action 6) and the dispute 
resolution mechanisms, specifically the mandatory arbitration (Action 14), pose 
special challenges, and are addressed below. 

Treaty abuse (Action 6)

Tax treaties have historically been used by some tax payers in order to facilitate the 
erosion of the Mexican tax base.  For this reason, Mexico has for many years negotiated 
the inclusion of various types of anti-avoidance measures in its tax treaties. These 
provisions include different types of limitation on benefits (“LOB”) provisions, subject-
to-tax requirements, the exclusion of special tax regimes from treaty application, 
“anti-conduit” rules and even a form of principal purpose test (“PPT”) in the recent 
amendments to the treaty with Spain.

Nevertheless, it is probably in Mexico´s interest to include more focused anti abuse 
measures in its tax treaties through the implementation of the Action 6 minimum 
standard as quickly and efficiently as possible. In this regard, the Action 6 minimum 
standard as provided in the MLI is as follows:

-Option 1: the PPT alone (article 7 (1) of the MLI);
-Option 2: A combination of the PPT and a simplified LOB provision (article 7 (8) of 

the MLI); 
-Option 3: A combination of a detailed LOB and an anti-conduit rule, based on 

bilateral negotiations (article 7 (16) of the MLI).

The Limitation of Benefits provision

The LOB clause included in the MLI lists several objective tests that must be complied 
with by the person claiming the benefits of a tax treaty. If none of these tests is met, the 
corresponding person will not be deemed a “qualified person” for the purposes of the 
LOB and, therefore, will not be entitled to the benefits of the treaty, even if that person 
qualifies as a resident. These tests have the effect of adding additional requirements 
for a person to be entitled to the benefits of the treaty, in addition to the general 
requirement that a person be a “resident” of the other contracting state as per article 4 
of the particular tax treaty. 

Nonetheless, the LOB clause also provides for certain exceptions under which the 
resident persons could be entitled to the benefits of the treaty, regardless of whether 
that person is deemed as a “qualified person” or not (i.e., if the resident is engaged 
in the active conduct of a business, if the resident is owned by so-called “equivalent 
beneficiaries”, or if the tax authorities of the corresponding country discretionarily 
grant the benefits of the treaty). The following chart summarizes the structure of the 
LOB clause:



Category Additional requirements Exceptions

a) individual None Not applicable

b) a contracting state or 
its subdivisions

None Not applicable

c) listed company Its principal class of shares 
must be regularly traded 
on one or more recognized 
stock exchanges

i) active conduct of a 
business

ii) owned by equivalent 
beneficiaries

iii) discretionary relief 
by the corresponding tax 
authorities

d) 1. pension fund Autonomous definition

d) 2. non-profit 
organization

Listed non-profit 
organizations agreed to by 
the contracting states.

e) property test: entities 
whose shareholders meet 
any of the categories 
above (a to d)

Qualifying shareholders 
must own directly or 
indirectly at least 50% of 
the shares of that entity, 
during at least half the 
days of a twelve-month 
period that includes the 
time when the benefit is 
granted.

Note that for purposes of the “active conduct of a business” exception, this does not 
include activities such as operating as holding company, providing overall supervision 
or management of a group of companies, providing group financing (including cash 
pooling) and making or managing investments (except for the case of activities 
performed by banks, insurance companies or registered securities dealers, in the course 
of their business).

The Principal Purpose Test

The PPT rule proposed in the MLI establishes a more subjective test in order to 
determine whether “one of the main purposes of an arrangement or transaction” is 
to obtain the benefits of the tax treaty. Under the PPT rule established in article 7(1) 
of the MLI, the tax authorities can deny treaty benefits, whenever “it is reasonable 
to conclude, having regard to all relevant facts and circumstances, that obtaining a 
benefit was one of the principal purposes of any arrangement or transaction”. This 
guidance must be followed, unless it is established that granting that benefit in these 
circumstances would be in accordance with the object and purpose of the relevant 
provisions of the relevant tax treaty.

Options for countries under the MLI

As a general rule, the MLI provides the PPT (Option 1) as the default position to 
combat treaty abuse by countries. The opt in and opt out rules provide for the simplified 
LOB clause as a supplement to the PPT (Option 2) as optional and applies only if both 
contracting jurisdictions have chosen it.

These treaty abuse rules are intended to be adopted symmetrically by the parties to a 
covered tax treaty.  However, in case of a mismatch of elections (one jurisdiction choses 
Option 1 and the other Option 2), the MLI provides for several additional options: 

• The jurisdiction that prefers the PPT alone (Option 1), also agrees to apply the 
simplified LOB in a symmetrical manner (article 7 (7) subparagraph a) of the 
MLI);

• The jurisdiction that prefers the PPT alone (Option 1), agrees that the other 
jurisdiction will apply the PPT and simplified LOB (Option 2) resulting in an 
asymmetrical match (article 7 (7) subparagraph b) of the MLI).

• Opt-out of MLI and bilaterally negotiate a detailed LOB and anti-conduit rule 
(Option 3 above);

Upon signing the MLI, countries will elect one of these options and “deposit” these 



elections, among others, with the OECD. As a result, as early as June 2017 (expected 
timing of the signing ceremony in Paris), it will be known which bilateral treaties are 
expected to be amended and in which manner. Note that the date of entry into force of 
the amendments will largely depend on the ratification process by the countries.

LOB versus PPT

The above described opt-in and opt-out mechanism in case of an “Option 1 versus 
Option 2 mismatch” may be quite relevant in the context of several of Mexico´s bilateral 
treaties. 

From a Mexican perspective, a PPT may not be the most efficient anti-abuse measure 
for Mexico, considering the lack of a similar domestic law general anti-abuse rule (for 
instance substance-over-form or business reasons test), and potential constitutional 
pressure on its application.  Moreover, Mexico has already included some form of LOB 
provision in 11 of its bilateral tax treaties. Mexico may therefore prefer to combat treaty 
abuse with a combinations of a PPT and the more objectively enforced LOB provision 
(Option 2).

On the other hand, however, many countries (including most European jurisdictions) 
have stated preference for the PPT alone. This is mainly because it is included in 
several of the European Directives and recommendations, including the European 
Union Council Directive Laying Down Rules Against Tax Avoidance Practices (Anti-Tax 
Avoidance Directive or ATAD) and the European Union Commission Recommendation 
on the Implementation of Measures Against Tax Treaty Abuse (Recommendation on 
Tax Treaties). Moreover, an LOB clause may potentially violate certain of the specific 
freedoms (free movement of goods, services, people and capital) of the European 
Union.

It remains to be seen how this potential Option 1 versus Option 2 mismatch between 
Mexico and other countries may be resolved. Would European-and other jurisdictions 
agree with the asymmetrical match, whereby Mexico would be able to apply a combined 
PPT and LOB measure? Or would Mexico agree to a (symmetrical) PPT only approach 
to combat treaty abuse. 

Globally, this decision will probably be driven by political and economic considerations, 
whereby countries may intend to protect some sectors of their economies. The LOB 
is generally perceived as rigid and inflexible, however, the several exceptions (i.e. the 
equivalent beneficiary test, the active trade or business test and the discretionary 
relief) should be able to protect most “real” operations and investments.  Alternatively, 
maybe it is time for Mexico to try (again) to introduce a domestic law general anti-
abuse rule (after two failed intents during the last decade), which could potentially 
make the application of the PPT more effective. 

It is probably not in the interest of most countries to opt out of the MLI and bilaterally 
negotiate the minimum standard (Option 3). First, this implies the inclusion of 
a detailed LOB provision (and anti-conduit rule), which does not seem suitable 
for countries that prefer the PPT.  For Mexico this would likely result in delayed 
incorporation of anti-abuse rules in its treaties, and likely an integral renegotiation 
of all elements of most of its treaties to include an LOB or to make the existing LOB 
provisions compliant with the intentions of Action 6 (rather than just incorporate the 
anti-abuse provisions as contemplated under the MLI).

The United States

The United States is Mexico’s largest trading partner and investor.  The Mexico-US tax 
treaty already includes an LOB provision, however, it is a fairly old version (1994). 
Technically, it seems that the treaty does not fully comply with the Action 6 minimum 
standard (simplified LOB with PPT or detailed LOB with anti-conduit rule).  However, 
it is not clear whether both countries are interested in modernizing the LOB provision 
and/or renegotiating the treaty.  Moreover, it may be possible that the US would not 
sign the MLI at this stage.  

Regardless of this process with the Mexico-US treaty, certain US multi-nationals may 
invest into Mexico through a holding or finance company outside of the US.  As such, 
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the positions taken between Mexico and jurisdictions such as 
the Netherlands, Switzerland, Luxembourg, Spain, etc.  will be 
relevant for those US companies.  

Dispute resolution and mandatory arbitration (Action 14)

Several of the BEPS actions imply the introduction of a substance-
over-form type approach and subjective elements in treaty 
application and transfer pricing. This approach is expected 
to result in increased controversy between tax payers and 
governments, including in the case of Mexico.

In this respect, it is in the highest interest of Mexico to maintain 
and improve its competitive position to attract foreign investment, 
and therefore, provide legal certainty to investors in the form of 
solid dispute resolution mechanisms. 

Mexico has included the MAP process in all of its bilateral tax 
treaties, and corresponding domestic legislation to a limited 
extent and is expected to comply with the minimum standards and 
best practices established in BEPS Action 14, and will be subject 
to the peer review as contemplated by the BEPS project. 

The Mexican government, however, has historically not agreed 
to mandatory arbitration as part of resolving tax treaty disputes. 
The tax treaties with the Netherlands and Switzerland contain an 
OECD Model Convention type arbitration clause, however, these 
clauses are not in force yet, as they are part of a most favored 
nation mechanism.

Nevertheless, now may be the time for Mexico to reconsider its 
position in this regard (even though mandatory arbitration is 
not a minimum standard).  This may be especially helpful in the 
future considering the uncertainty in the economic and political 
relationship with Mexico’s main trading partner, the US.  

Conclusion

The message to companies with investment in Mexico should be 
clear: be prepared for an increased focus on treaty abuse in the 
form of either a PPT or combined PPT/LOB provision in Mexico´s 
tax treaties.  It will be key to start reviewing investment structures 
into Mexico especially the use of special purpose companies 
in treaty jurisdictions for investing into - or financing Mexican 
operations.
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