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The Organisation for Economic Cooperation and

Development (OECD) has recently brought out a public

discussion draft on the application and interpretation of

Article 24 of the OECD’s model tax convention, dealing

with non-discrimination. The issue of non-discrimination

in tax treaties has been a vexed one and a release of a

discussion draft by the OECD on this matter was in the

offing, given a spate of judgments delivered by

international courts of law over the last five years in

matters relating to non-discrimination concerning

international tax laws.

Article 24 of the OECD model tax convention, dealing

with non-discrimination, has six paragraphs, each

covering different aspects of non-discrimination. The

recent discussion draft has dealt with more or less all the

paragraphs of Article 24. However, for the purposes of

the present treatise, the author has selected the contents

of the discussion draft relating to paragraphs (4) and (5)

of Article 24, and with reference to certain critical topics

for detailed analysis. The issues covered by the said

paragraphs have been the subject matter of maximum

dispute before tax authorities and courts across the

world.

Paragraphs (4) and (5) of Article 24 of the OECD model tax

convention provides as follows:

“(4) Except where the provisions of paragraph 1 of Article 9,

paragraph 6 of Article 11 or paragraph 4 of Article 12, apply,

interest, royalties and other disbursements paid by an

enterprise of a Contracting State to a resident of the other

Contracting State shall, for the purpose of determining the

taxable profits of such enterprise, be deductible under the

same conditions as if they had been paid to a resident of the

first-mentioned State. Similarly, any debts of an enterprise of

a Contracting State to a resident of the other Contracting

State shall, for the purpose of determining the taxable

capital of such enterprise, be deductible under the same

conditions as if they had been contracted to a resident of

the first-mentioned State.

(5) Enterprises of a Contracting State, the capital of which is

wholly or partly owned or controlled, directly or indirectly, by

one or more residents of the other Contracting State, shall

not be subjected in the first-mentioned State to any taxation

or any requirement connected therewith which is other or

more burdensome than the taxation and connected

requirements to which other similar enterprises of the

first-mentioned State are or may be subjected”.

Incidentally, paragraph (1) of Article 9, paragraph (6) of Article

11 and paragraph (4) of Article 12, as referred to in paragraph

(4) of Article 24, as above, all relate to the provisions of

transfer pricing.

In other words, the provisions of paragraph (4) of Article 24, in

the case of the domestic tax laws of State ‘A’, provide that

any payment of interest, royalties, etc., made by an enterprise,

which is tax resident of State ‘A’ to any foreign associated

enterprise in excess of the arm’s length price (ALP), would be

disallowed in the hands of the enterprise of State ‘A’ for tax

purposes. It follows that such disallowance would not amount

to discrimination in accordance with the provisions of Article

24 of any tax treaty executed by State ‘A’ with another State,

assuming that Articles 9 and 24 of the said tax treaty would

resemble the corresponding Articles of the OECD model tax

convention, even though the domestic tax laws of State ‘A’

might not expressly provide for similar disallowance of

payments made by a resident enterprise of State ‘A’ to its

associated enterprise, being another resident enterprise of

State ‘A’.

By making the operations of paragraph (4) of Article 24 of the

OECD model tax convention, subject to the provisions of

paragraph (1) of Article 9, no resident enterprise of the host

jurisdiction can take recourse to the argument of

non-discrimination to seek immunity from disallowance of

expenditure in excess of ALP, merely on the ground that the

domestic tax laws of the host country do not impose transfer

pricing norms to disallow payments made to associated

enterprises, which are tax residents of the host country.

An example of where paragraph (4) of Article 24 could be

operational or active is, say, if the domestic tax laws of State

‘A’ provides that any payment made by a tax resident of the

said State to any non-resident would not be deductible unless

tax has been withheld from the said payment, while there is

no such restrictive provision with respect to the deductibility of

any payment made to another tax resident of State ‘A’. In this

case, one could invoke paragraph (4) of Article 24 to contend

that the relevant restrictions placed by the domestic tax laws

of State ‘A’ on deductibility of expenditure in the form of

payment, incurred by a tax resident of the said State to a

non-resident, which in this case could be the tax resident of

the other Contracting State to the tax treaty, would be

discriminatory so as to contravene the provisions of paragraph

(4) of Article 24 of the relevant tax treaty, since State ‘A’

places no restriction on deductibility of payments made to a

resident taxpayer.
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Incidentally, this was the situation for the majority of the tax

treaties executed by India. India has recently introduced

similar restrictions on the deductibility of payments made and

this also applies to resident taxpayers.

However, paragraphs (4) and (5) of Article 24 of the OECD

model tax convention do not throw sufficient light and clarity

on non-discrimination in matters of thin capitalisation rules;

transfer pricing adjustments in the form of income or receipts;

and certain other aspects. This has resulted in widespread

dispute and litigation across the world. The current discussion

draft of the OECD attempts to clarify some of the issues. For a

focused discussion, this treatise concentrates on the

proposed clarifications only with respect to thin capitalisation

rules and transfer pricing adjustments.

In most countries, domestic thin capitalisation rules provide

for the disallowance of interest payments made by

subsidiaries in favour of their foreign parent companies or

foreign associated enterprises, in the case where the loan

amounts are exorbitantly higher than the amounts of equity

capital, while no such disallowance is contemplated in the

case of interest payments by companies owned through

domestic capital. The European Court of Justice, in the case

of Lankhorst-Hohorst GmbH (2003) 5 ITLR 467, has held that

such national thin capitalisation rules were discriminatory and

in violation of Article 43EC of the European Community Law,

which guarantees freedom of establishment to members of

the European Union. A similar view has been taken by the

Supreme Court of France in the case of Andritz SA (2004) 6

ITLR 604 in the context of a bilateral tax treaty executed by

France.

Non-discrimination, in the context of thin capitalisation rules,

could be typically covered under both paragraphs (4) and (5)

of Article 24 of the OECD model tax convention.

Typically, a disallowance on account of thin capitalisation rules

may not strictly be classified as an adjustment for transfer

pricing, envisaged under paragraph (1) of Article 9, provided

that the rate of interest is at arm’s length. Thus, any arm’s

length rate of interest paid with reference to an exorbitantly

high and disproportionate debt in comparison with the equity

capital of an entity, which would invoke national thin

capitalisation rules, may not trigger a transfer pricing

adjustment under paragraph (1) of Article 9. This removes the

restriction on applicability of the provisions of paragraph (4) of

Article 24 of the OECD model tax convention. Thus, any

payment of interest by a subsidiary in favour of a foreign

parent or foreign associate enterprise – which although it

might flout the national thin capitalisation rules of a

Contracting State but is otherwise determined at arm’s length

rate – cannot be disallowed under the said national thin

capitalisation rules, in view of the non-discrimination

guarantee by paragraph (4) of Article 24 of the OECD model

tax convention, provided that the national thin capitalisation

rules of the Contracting State do not extend to domestic

loans.

The OECD has also accepted this point in paragraph (56) of

the commentary on Article 24, in accordance with the original

version and also as contained in the latest discussion draft.

However, in the recent discussion draft, the OECD has

inserted the following observations with reference to

paragraph (5) of Article 24, in paragraph (58) of the

commentary on Article 24:

“58. Since the paragraph prevents the discrimination of a

resident enterprise that is solely based on who owns or

controls the capital of that enterprise, it would not prima

facie be relevant with respect to rules that provide for a

different treatment of an enterprise based on whether it pays

interest to resident or non-resident creditors. The paragraph

is not concerned with rules based on a debtor-creditor

relationship as long as the different treatment resulting from

the rules is not based on whether or not non-residents own

or control, wholly or partly, directly or indirectly, the capital of

the enterprise. For example, if under a State’s domestic thin

capitalisation rules, a resident enterprise is not allowed to

deduct interest paid to a non-resident associated enterprise,

that rule would not be in violation of paragraph 5 even where

it would be applied to payments of interest made to a

creditor that would own or control the capital of the

enterprise, provided that the treatment would be the same if

the interest had been paid to a non-resident associated

enterprise that did not itself own or control any of the capital

of the payer. Clearly, however, such a domestic law rule

could be in violation of paragraph 4 to the extent that

different conditions would apply for the deduction of interest

paid to residents and non-residents and it will therefore be

important to determine, for the purposes of that paragraph,

whether the application of the rule is compatible with the

provisions of paragraph 1 of Article 9 or paragraph 6 of

Article 11 (see paragraph 56 above). This would also be

important for purposes of paragraph 5 in the case of thin

capitalisation rules that would apply only to enterprises of a

Contracting State the capital of which is wholly or partly

owned or controlled, directly or indirectly by non-residents.

Indeed, since the provisions of paragraph 1 of Article 9 or

paragraph 6 Article 11 form part of the context in which

paragraph 5 must be read (as required by Article 31 of the

Vienna Convention on the Law of Treaties), adjustments

which are compatible with these provisions could not be

considered to violate the provisions of paragraph 5”.

Thus, the OECD observes that national thin capitalisation

rules enacted by a Contracting State, which apply to

cross-border payments of interest, in contrast to payments of

interest between domestic companies, where the interest as

such adheres to the arm’s length rate, could amount to

discrimination for the purposes of paragraph (4) of Article 24

of the OECD model tax convention, but not for the purposes

of paragraph (5) of the said Article.

Later in this treatise we discuss the applicability of paragraph

(5) of Article 24.

A strong argument can be made that where any disallowance

of interest occurs in accordance with the provisions of

national thin capitalisation rules it is held to be discriminatory

and in violation of the provisions of paragraph (4) of Article 24

of the model tax convention. In this instance would the

taxpayer also need to check the applicability of the provisions

of paragraph (5) in order to ascertain the position with respect

to the overall immunity from discrimination guaranteed by

Article 24? The author strongly feels that the answer should

be no. In other words, in the event that national thin

capitalisation rules are held to be discriminatory and in

violation of paragraph (4) of Article 24, then the same cannot
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be operational for the subsidiary of an MNC incorporated in a

host jurisdiction and one would not need to fall back, for

secondary support, on paragraph (5) of Article 24. The only

remedy, which could be left for the Contracting State or the

host jurisdiction, in implementing such national thin

capitalisation rules, is to extend their applicability to debts

between domestic associated enterprises.

The author now turns his attention to the observations made

by the OECD in the revised paragraph (58) of the commentary

on Article 24, proposed to be introduced through the

discussion draft, as highlighted above. The said observations

may also be read in conjunction with the clarifications

proposed to be introduced by the OECD in the commentary

to Article 24, through a new paragraph, namely paragraph

(1.3), which are as follows:

“Finally, as illustrated by paragraph 58 below, the provisions

of the Article must be read in the context of the other

Articles of the Convention so that measures that are

mandated or expressly authorised by the provisions of these

Articles cannot be considered to violate the provisions of the

Article even if they only apply, for example, as regards

payments to non-residents”.

We now attempt to consider a situation where national

transfer pricing rules of a Contracting State inter alia provide

for the receipt of cross border income from related parties to

conform to the principles of ALP (excluding any such

requirement with respect to receipt of income arising out of

transactions between domestic related parties). Let us say, in

accordance with the national transfer pricing legislation of

State ‘A’, any subsidiary of a foreign MNC, which is

incorporated in the said State, would be required to receive

income from either its foreign parent company or foreign

associated enterprises in line with the principles of ALP.

However, there is no such requirement in the national

legislation of State ‘A’ for conforming with the principles of

ALP in the case where a subsidiary were to receive income for

sale of services/goods to its domestic parent company or any

other domestic associated enterprises. The question which

arises is whether such national transfer pricing legislation of

State ‘A’ would be discriminatory and in violation of the

provisions of paragraph (5) of Article 24, since paragraph (5)

of Article 24 attempts to curb discrimination between

subsidiary companies incorporated in a Contracting State, the

capital of which is owned by foreign and domestic

companies?

The OECD clarifies that there may not be discrimination and

accordingly violation of paragraph (5) of Article 24, in the

above scenario, primarily on two grounds:

■ The discrimination referred to in paragraph (5) of Article

24 is solely based on who owns or controls the capital of

the enterprise and thus it would not be relevant with

respect to rules that provide for a different treatment of an

enterprise based on whether it transacts with resident or

non-resident parties. No doubt, the observations of the

OECD were in the context of thin capitalisation rules.

However, it is elementary that the same would also apply

for transfer pricing rules.

■ In the case where a particular measure is mandated or

expressly authorised by any other provision or Article of

the model tax convention, for example, in this case, a

transfer pricing adjustment on account of income is

mandated by paragraph (1) of Article 9, then such

measure cannot be said to violate the provisions of

paragraph (5) of Article 24, even if the same applies only

as regards transactions with foreign associated

enterprises.

Respectfully, the author of this treatise begs to differ from the

view expressed by the OECD in this regard. The following

arguments can be put forward against the observations of the

OECD:

■ No doubt, any transfer pricing adjustment inter alia with

respect to income in the hands of the subsidiary of a

foreign MNC is mandated by paragraph (1) of Article 9 of

the OECD model tax convention. However, it is important

to note that with regard to the taxation laws of most

States, the taxpayer is entitled to opt for the provisions of

either the domestic tax laws of the said State or the

relevant tax treaty entered into by the said State,

whichever would be more beneficial to the taxpayer. This

implies that unless the domestic tax laws of the State

also contain legislation for transfer pricing, any such

measure cannot be implemented by the State merely on

the basis of the provisions of paragraph (1) of Article 9.

India is one such country where a tax treaty or the

domestic tax laws of the country has precedence over

the other, dependant upon which one is more beneficial

to the taxpayer. Therefore, in such situation, paragraph (1)

of Article 9 acts as an enabling provision or gateway for

the applicability of the transfer pricing legislation

contained in the domestic tax laws of the State.

■ Thus, in the view of the author, in the case of a transfer

pricing adjustment, for paragraph (5) of Article 24 of the

OECD model tax convention to come into force it is not

enough that such a measure is mandated by another

Article of the convention, but the same should also be

mandated by the transfer pricing legislation of one of the

Contracting States, which needs to be drawn up in a

manner without containing any provision for

discrimination of the nature referred to in paragraph (5) of

Article 24.

■ The argument is further strengthened by the fact that

while the operation of paragraph (4) of Article 24 has

been made subject to the provisions of paragraph (1) of

Article 9 no such restriction has been expressly put to the

applicability or operation of paragraph (5) of Article 24.

The author therefore respectfully differs from the view

expressed by OECD in this regard.

■ With respect to the other logic or reasoning offered by the

OECD that the discrimination referred to in paragraph (5)

of Article 24 is solely based on who owns or controls the

capital of the enterprise and thus it would not be relevant

with respect to rules that provide for a different treatment

of an enterprise based on whether it transacts with a

resident or non-resident party, there seems to be no

doubt that international transfer pricing covers a

transaction between a resident and non-resident party.

However, the causa causans of triggering a transfer

pricing adjustment is a transaction with an associated

enterprise, where the association generally arises out of

ownership or control of capital, while the fact that the

associated enterprise also needs to be a non-resident is

a corollary or secondary condition to the primary
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condition of relationship through ownership or control of

capital.

■ Thus, where the domestic transfer pricing legislation of a

State does not extend to dealings between domestic

associated enterprises, then prima facie there appears to

be discrimination in the case where transfer pricing is

intended to cover dealings between a subsidiary

incorporated in the State having foreign capital, and its

foreign parent company, for the purposes of paragraph

(5) of Article 24 of the relevant tax treaty.

■ The author is also conscious of the clarifications

contained in paragraph (59) of the commentary on Article

24 of the OECD model tax convention, which remain

unchanged even after the recent discussion draft,

namely:

“In the case of transfer pricing enquiries, almost all Member

countries consider that additional information requirements

which would be more stringent than normal requirements, or

even a reversal of the burden of proof, would not constitute

discrimination within the meaning of the Article”.

■ However, the author submits that where the transfer

pricing laws of any State do not extend to transactions

between domestic associated enterprises, the exceptions

referred to in paragraph (59) of the commentary on Article

24, as above, cannot be resorted to with a view to deny

the benefits of non-discrimination, which are otherwise

available under the provisions of paragraph (5) of the said

Article. The mere calling for additional information and

reversal of burden of proof for transfer pricing related

matters cannot constitute the creation of substantive

provisions in the transfer pricing legislation of a State

dealing with transactions between domestic associated

enterprises. Thus, the author feels that the clarifications

contained in paragraph (59) of the commentary on Article

24 of the OECD model tax convention contradict the

arguments taken in this treatise on the applicability of

non-discrimination benefits guaranteed by paragraph (5)

of Article 24.

■ Having said that, it is important to further analyse the

position on non-discrimination, vis-à-vis transfer pricing

adjustments from the following perspectives:

■ Let us consider a situation where Company ‘X’, which

is a company incorporated in and a tax resident of the

United States, sets up a subsidiary, Company ‘Y’, in

India. Company ‘Y’ provides services to Company ‘X’

and also other foreign subsidiaries of Company ‘X’.

■ In accordance with the international transfer pricing

provisions contained in the domestic tax laws of India,

Company ‘Y’ is required to earn service fees from

Company ‘X’, which is its parent company, and also

from the other foreign subsidiaries of Company ‘X’,

which are the associated enterprises of Company ‘Y’,

in conformity with the principles of ALP, failing which,

additions in the form of transfer pricing adjustments

would be made in the hands of Company ‘Y’ in India.

■ The domestic tax laws of India provide for transfer

pricing adjustments with regard to transactions

between domestic companies only with respect to any

expenditure exceeding the ALP. However, there is no

mandate for any transfer pricing adjustment for

transactions between domestic companies with

respect to receipt of income.

■ In the light of the provisions of the transfer pricing

provisions contained in the domestic tax laws of India

dealing with both cross-border related party

transactions and domestic related party transactions,

the situation could be summed up in a manner

described in the subsequent paragraphs, for the

purposes of paragraph (4) of Article 26 of the tax treaty

between India and the United States, which

corresponds to paragraph (5) of Article 24 of the

OECD model tax convention, as reproduced earlier.

For the sake of convenience and consistency, the

relevant provisions of non-discrimination contained in

the India-U.S. tax treaty, would be referred to as

paragraph (5) of Article 24 of the OECD model tax

convention

■ In view of the provisions of paragraph (5) of Article 24,

Company ‘X’, which resides in the United States,

would need to be pulled down to the level of India for

the hypothetical situation that the equity of Company

‘Y’ is held domestically by Company ‘X’. In that

hypothetical scenario, there would not be any

mandate, under the domestic tax laws of India for

Company ‘Y’ charging service fees from Company ‘X’

at ALP. Thus, the applicability of international transfer

pricing provisions contained in the domestic tax laws

of India with a view to requiring Company ‘Y’ to

mandatorily charge arm’s length service fees from

Company ‘X’, which though it is a tax resident of the

United States, would be discriminatory and is in

violation of the provisions of paragraph (5) of Article 24

of the OECD model tax convention.

■ The situation could be slightly more contentious with

reference to transactions between Company ‘Y’ and

its other foreign associated enterprises, being

worldwide subsidiaries of Company ‘X’. In the situation

where Company ‘X’ was pulled down to the level of

India for meeting the requirements of paragraph (5) of

Article 24, the situation would be that Company ‘X’,

being an Indian company, would have a subsidiary

incorporated in India, namely Company ‘Y’, and

subsidiary companies incorporated in various other

countries. In such a situation, any dealings in the form

of sale of services, between Company ‘Y’ and such

foreign subsidiaries of Company ‘X’, would continue to

constitute cross-border transactions between

associated enterprises, thus triggering the applicability

of international transfer pricing norms contained in the

domestic tax laws of India. The company would no

longer be hit by the provisions of paragraph (5) of

Article 24, since, under the revised scenario, Company

‘X’, being the parent company, is now hypothesised as

a domestic company of India and thus would not be

entitled to treaty benefits. For the dealings between

Company ‘Y’ and its other foreign associated

enterprises to also be covered by the provisions of

non-discrimination contained in paragraph (5) of Article

24 Company ‘X’ along with its entire conglomerate of

foreign subsidiaries would need to be pulled down to

the level of India. It is possible that paragraph (5) of

Article 24 does not provide the mandate to do this.
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■ Thus, if analysed in the context of the domestic tax laws

of India, envisaging varying provisions for transfer pricing

measures with respect to dealings between cross-border

associated enterprises and domestic associated

enterprises, the situation would be as follows:

■ Any transaction of sale of services/products entered

into by an Indian subsidiary with its foreign parent or

even to the ultimate foreign parent, who indirectly

owns its capital, being a tax resident of a country with

which India has a tax treaty containing similar

provisions of non-discrimination as in paragraph (5) of

Article 24 of the OECD model tax convention, for

which the Indian subsidiary is entitled to receive fees

or other consideration, cannot be subject to the

rigours of the international transfer pricing legislation

contained in the domestic tax laws of India in view of

the said provisions of non-discrimination contained in

paragraph (5) of Article 24.

■ However, the same immunity may not be guaranteed

by paragraph (5) of Article 24 with respect to any

transaction of sale of services/products entered into

by such Indian subsidiary with any of its other foreign

associated enterprises and accordingly the Indian

subsidiary in receipt of any income from such foreign

associated enterprises would be required to comply

with the international transfer pricing legislation

contained in the domestic tax laws of India.

■ Since the domestic tax laws of India contain provisions

for the applicability of transfer pricing rules with

respect to any expenditure in the form of payment in

the hands of a domestic company while dealing with

any other domestic associated enterprise, any

transaction for purchase of services/products entered

into by an Indian subsidiary with its foreign parent or

other foreign associated enterprises, for which the

Indian subsidiary is required to pay consideration to

such foreign parties, would be covered by the

international transfer pricing legislation contained in the

domestic tax laws of India.

The author submits with great respect that the view expressed

by the OECD on the applicability of paragraph (5) of Article 24

of the OECD model tax convention may not be correct in its

entirety, as discussed above. The remedy to overcome the

issue of non-discrimination in the matters of thin capitalisation

and transfer pricing may not be through clarifications given by

the OECD in commentaries, as the same may appear to run

counter to the substantive provisions of the OECD model

convention themselves.

A more constructive remedy could be in the form of

introduction of transfer pricing and thin capitalisation norms in

national tax legislation of States, which would also cover

transactions between domestic enterprises. Incidentally, with

a view to protect its international transfer pricing and thin

capitalisation rules contained in the domestic tax laws, from

being challenged on the grounds of discrimination in the

context of bilateral tax treaties, the United Kingdom recently

introduced transfer pricing laws which includes domestic

related party transactions. Since the extension of transfer

pricing rules to domestic transactions could result in

significant extra administrative work for business houses,

particularly smaller business houses, the U.K. Revenue has

exempted small and medium sized businesses from the

requirement to apply transfer pricing rules.

The author appreciates that the view professed by him in this

treatise is contrary to the clarifications given by OECD in the

discussion draft on Article 24. Unless the OECD reconsiders

its thoughts Revenue Authorities of various States would be

inclined to adopt the view expressed by the OECD in the

discussion draft being in favour of the Revenue.
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