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FOREWORD

This report was adopted by the Committee on Fiscal Affairs in
January, 1979. The Council of the OECD approved the report for
publication and adopted the Recommendation annexed to it on
16th May, 1979.






PREFACE

The problem stated

1. While taxation problems arising from international investment
are not new, they have become more important in recent years as a
consequence of the growing internationalisation of economic activi-
ties. One characteristic of this process is the development of so-called
“ multinational enterprises ” (by which is usually meant groups of
associated enterprises operating across national frontiers) which have
increasingly become powerful economic entities each with a large
degree of common strategy. However, such an international economic
entity generally operates in a legal framework which has remained
national; it has therefore to conform with the varied and sometimes
conflicting national laws of the countries in which it operates. This
increasingly common phenomenon of related companies operating in
a group with some degree of centralised management, yet with the
individual members of the group operating under different national
laws, has given rise to important problems regarding the taxation of
corporate profits.

2. In a multinational enterprise (MNE) many transactions nor-
mally take place between members of the group — sales of goods, the
provision of services, the licensing of patents and know-how, the
granting of loans and so on. The prices charged for such transfers do
not necessarily represent a result of the free play of market forces, but
may, for a number of reasons and because the MNE is in a position to
adopt whatever principle is convenient to it as a group, diverge consi-
derably from the prices which would have been agreed upon between
unrelated parties engaged in the same or similar transactions under the
same or similar conditions in the open market (hereafter referred to as
“ arm’s length prices ”). Tax factors may affect the nature and the
amount of the payments since it is likely that MNEs will be more con-
cerned with the total of their net earnings after tax than with the forms
which these earnings take — whether for example they are received as
royalties, cost charges, service fees, profits from intra-group



sales, or dividends from their affiliates etc. On the other hand it has to
be recognised that in many instances tax considerations are unlikely to
be paramount where, for example, enterprises are subject to conflic-
ting pressures from various government departments — in the home
as well as the host countries — including customs authorities,
exchange or price control offices and others, or where the different
entities of a group face the scrutiny of minority shareholders. Diver-
gences from arm’s length prices will not necessarily always occur: in
some MNEs the members have a considerable amount of autonomy so
that they can and often indeed do bargain with each other in a manner
similar to that of independent entities — local managers wanting to
show a good profit record for their subsidiaries may resist fixing
excessive transfer prices for goods, services, rights etc. if their local
subsidiaries’ profits would thereby be reduced. There may be other
factors tending to cause their prices to approximate to arm’s length
prices.

Interest of the tax authorities

3. Multinational enterprises may adopt transfer prices which are
not arm’s length prices in order to minimise tax (for example, by sel-
ling goods to a subsidiary in a tax haven country at less than arm’s
length prices) or they may adopt them for other reasons but, whatever
the reason, whenever intra-group transfers are not carried out at arm’s
length prices, the result is likely to be that profits are shifted from one
company to another company in the group and the tax liability of the
relevant companies distorted in consequence. Since national tax
authorities need to determine the proper level of taxable profits of
the affiliated enterprises operating within their respective jurisdictions,
the transfer pricing policies of MNEs are of great importance to them,
and, particularly where there are grounds for believing that the taxable
profits reported by a member of such a group are unduly low, the rele-
vant national tax authority may have to examine the possibility that this
is due to the transfer pricing policy applied by the group. It is gene-
rally acknowledged that, in taxing the profits of an enterprise which
engages in transactions with associated enterprises outside the juris-
diction of the relevant taxing authority, the profits should be calcula-
ted on the assumption that the prices charged in these transactions are
arm’s length prices. This is the underlying assumption in Article 9 (1)
of the OECD Model Double Taxation Convention on Income and
Capital (1977) on transactions between associated entetprises. In this
context, it may be noted that the arm’s length approach, which under-
lies this report, has also been endorsed by the United Nations Group
of Experts on Tax Treaties between Developed and Developing



Countries!, and that there is a broad consensus among governments
of developed and developing countries and MNEs that arm’s length
pricing is the appropriate approach to adopt in arriving at profits for
tax purposes. Modern bilateral double taxation conventions between
OECD Member States and between OECD Members and other States
have accordingly adopted this principle. It is important to bear in
mind, moreover, that the need to adjust the actual price to an arm’s
length price, in order to arrive at a proper level of taxable profits, ari-
ses irrespective of any contractual obligation undertaken by the par-
ties to pay a particular price or of any intention of the parties to mini-
mise tax. Hence, the consideration of transfer pricing problems
should not be confused with the consideration of problems of tax
fraud or tax avoidance, even though transfer pricing policies may be
used for such purposes.

Interest of multinational enterprises

4, In the organisation of their intra-group relations MNEs are
necessarily confronted with transfer pricing problems — essentially a
price has to be charged for every transaction. Even in seeking, itself,
to fix its transfer prices on the arm’s length basis, a multinational
enterprise will face problems and the process will be all the more diffi-
cult if, as may happen, it is confronted with differing, perhaps con-
flicting requirements by different administrations (perhaps even
within the same country). One of these problems could be the danger
of double taxation, if national tax authorities differ in their approach
for tax purposes. It is therefore of importance to multinational enter-
prises also that common approaches to the resolution of transfer pri-
cing problems should be developed.

Objectives of the report

5. The main objectives of the report are to set out as far as possible
the considerations to be taken into account and to describe, where pos-
sible, generally agreed practices in determining transfer prices for tax
purposes. It is hoped that, by doing so, the report will not only help tax
officials to approach more effectively the problems presented to them

1. See, inter alia, page 62 of the seventh report on “ Tax Treaties between
Developed and Developing Countries » (United Nations 1978) which states that
“ the Group of Experts had unanimously recognised the validity of the arm’s length
principle and that governments should apply arm’s length pricing wherever appro-
priate *.



by the transfer prices of multinational enterprises but will also help
the enterprises themselves by indicating ways in which mutually satis-
factory solutions may be found to those tax problems. The basic point
of reference in all the various chapters of this report is the arm’s
length price. The report can be seen in fact as an attempt to set out the
considerations to be taken into account, and the means available, for
determining an arm’s length price in the widely varying circumstances
which arise in practice in connection with transactions between asso-
ciated enterprises. What is set out in the main body of the report must
necessarily be regarded, however, as only a general guide setting out
principles that may be relevant and appropriate to apply in most cases
to the different circumstances arising. The report does not and cannot
lay down rules that are appropriate to every aspect of every case: it is
an essential feature of the problem that it is always necessary to have
regard to the particular facts of each case.

6. The process of establishing an arm’s length price is often com-
plex and difficult and the difficulties are likely to be greater for both
taxpayers and tax authorities if there is a lack of a common approach
to the matter. The 1963 OECD Draft Double Taxation Convention on
Income and Capital!laid a foundation for such a common approach
in providing a common concept and a common language but the need
now is to develop practical means for applying one. It is another pur-
pose of this report therefore to establish as far as possible such an
approach with the objective not only of enabling the interests of the
national tax authorities involved to be protected but also of enabling
the double taxation of the enterprises involved to be prevented. The
aim is also to provide guidance of universal validity and it is conside-
red that the conclusions in the report are equally applicable, for
example, whether the relevant transactions are between entities in
developed countries or entities in developed and developing countries.

Scope of the report

7. This report discusses the determination of acceptable prices for
the purposes of establishing taxable profits when transfers of goods,
services or technology etc., take place or loans are made between asso-
ciated enterprises situated in different countries. The report covers not
only transfers between parent and subsidiary companies but also those

1. See the end of Chapter I for the text of Article 9 of the 1977 OECD Model

- Double Taxation Convention, which reproducted without change the 1963 version

of Article 9.
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between other enterprises under common control! though the pro-
blems arising specifically from transactions between companies under
common control have not been dealt with and indeed some countries
would regard such transactions as passing through the common
parent insofar as the price deviates from arm’s length. It was not
thought necessary for the purpose of the report to define such expres-
sions as “ associated enterprise ” or “ under common control . A
broad basis of common understanding of what is meant is assumed.
Nor was it thought necessary to define precisely the expression “ mul-
tinational enterprise ” (MNE) which is frequently used?.

8. The report covers in some detail some of the more important
types of transfer which, in practice, take place between associated
enterprises. It should be saia at the outset that some subjects have
been treated in a way which may seem to be comparatively superficial
and others have not been discussed at all. The reason for this is either
that the report concentrates on the more pressing problems or that the
topics are so case-oriented that satisfactory generalisation is not possi-
ble. Among topics omitted altogether from the report are certain types
of transfers which seemed of lesser or less general importance — for
example sales as distinct from transfers of the right to use patents and
know-how, transfers of literary and artistic copyrights, transactions in
real estate and transactions in securities such as shares and bonds.
Also outside the scope of the present report, since the aim has been as
far as possible to set out general principles, is any attempt to deal with
special transfer pricing problems relating to particular industries or
special types of enterprise. Finally no mention is made of the treat-
ment of corresponding adjustments (as referred to in Article 9 (2) of
the OECD Model Double Taxation Convention), which is a related

1. Whereas the principle of arm’s length pricing is valid also for the taxation
of permanent establishments, the considerations set out in this report need to be
applied with care to the taxation of permanent establishments because of the special
factors involved (for example, because of the limitations normally recognised on the
acceptability for tax purposes of loan or royalty contracts between permanent esta-
blishments and the remainder of the enterprise of which they form part — see Com-
mentary on Article 7 of the OECD Model Double Taxation Convention).

2. In this connection, reference is made to the OECD Guidelines for Multina-
tional Enterprises, paragraph (8), which says :
“ A precise legal definition of multinational enterprises is not required for the pur-
poses of the guidelines. These usually comprise companies or other entities whose
ownership is private, State or mixed, established in different countries and so linked
that one or more of them may be able to exercise a significant influence over the
activities of others and, in particular, to share knowledge and resources with the
others. The degree of autonomy of each entity in relation to the others varies widely
from one multinational enterprise to another, depending on the nature of the links
between such entities and the fields of activity concerned. ”
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problem but outside the scope of this report. However a common
approach based on the considerations set out in this report should
help to reduce the need for any such corresponding adjustment.

Experience on which the report is based

9. A special working group of experts under the aegis of the Com-
mittee on Fiscal Affairs of the OECD has studied this problem over a
number of years. In addition the group has held technical discussions
with representatives of multinational enterprises under the aegis of the
Business and Industrial Advisory Committee to the OECD and also
with representatives of the Trade Union Advisory Committee to the
OECD. Consultations have also taken place with the Secretariat of the
Customs Co-operation Council. The report was unanimously adopted
by the Committee on Fiscal Affairs in January 1979 and was the sub-
ject of a Recommendation of the Council on 16th May, 1979 — see
the Annex on page 95.

Structure and layout of the report

10. Chapter I of the report summarises some of the problems,
Chapter II deals with transfers of goods, Chapter I1I with transfers of
patents, know-how and trademarks, Chapter IV with transfers of cer-
tain services and Chapter V with intra-group loans. Most of the consi-
derations and methods discussed in Chapter I apply to all of the types
of transfers. Although the general considerations are set out in Chap-
ter I, more explicit details of what is meant by the arm’s length princi-
ple and what methods can be employed to arrive at arm’s length prices
are given in Chapter II in relation to transfers of goods. They are the-
refore taken up in a less detailed manner in the later Chapters, which
therefore should be read in conjunction with Chapters I and II.
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CHAPTER |

SUMMARY OF PROBLEMS

THE ARM’S LENGTH PRINCIPLE

Comparable uncontrolled prices

11. Making a judgement whether a particular transfer price con-
forms to the arm’s length principle would ideally require direct refe-
rence to prices in comparable transactions between enterprises inde-
pendent of each other or between the group and unrelated parties.
This method is frequently referred to as the “ comparable uncontrol-
led price ” method and in principle it is the most appropriate to use
and in theory the easiest. In practice, however, it often happens that
such evidence is not available or it is impracticable to collect it toge-
ther or there is argument about whether the prices quoted are compa-
rable or not. Other methods may therefore need to be used to obtain
an arm’s length price.

Cost plus and resale methods

12. There will be many cases where no useful evidence of uncon-
trolled transactions will be available because, for example, the goods
or services etc. which are supplied are so special to the group that
there is no open market in them and they are not supplied to indepen-
dent enterprises. This may be particularly the case for example for
semi-finished products or in relation to transfers of technology. In
other cases the transactions within the group may not be satisfactorily
comparable with those between the group and independent third par-
ties, for example because they take place at a different stage in the
chain of production or distribution or because the independent third -
party is too small a customer to claim the discounts for volume which
an entity within the group might be big enough to achieve if it were
independent. In such circumstances it will often be necessary, in order
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to establish an arm’s length price, to use either the cost plus method or
the resale method, the cost plus method starting from the cost of pro-
viding the goods or services etc. and adding whatever cost and profit
mark-up is appropriate and the resale price method starting from the
final selling price and subtracting the cost and an appropriate profit
mark-up.

Other methods

13. The complexities of real life business situations may put many
conceptual and practical difficulties in the way of the application of
the methods referred to above. A mixture of these methods, or other
methods still, may sometimes therefore have to be used. Any method
which is used will involve problems of judgement and the evaluation
of evidence and it has to be recognised that the object of using it is to
produce a figure which is acceptable for practical purposes. Expe-
rience shows that the difficulties can in general be satisfactorily dealt
with and acceptable prices agreed.

The so-called “ global ” methods

14. Proposals for radical reformulations of the approach to intra-
group transfer pricing which would move away from the arm’s length
approach towards so-called global or direct methods of profit alloca-
tion, or towards fixing transfer prices by reference to predetermined
formulae for allocating profits between affiliates, are not endorsed in
this report. The use of such alternatives to the arm’s length principle
is incompatible in fact with Articles 7 and 9 of the OECD Model Dou-
ble Taxation Convention. Such methods would necessarily be arbi-
trary, tending to disregard market conditions as well as the particular
circumstances of the individual enterprises and tending to ignore the
management’s own allocation of resources, thus producing an alloca-
tion of profits which may bear no sound relationship to the economic
facts and inherently running the risk of allocating profits to an entity
which is in truth making losses (or possibly the contrary). A number
of such methods are sometimes advocated, allocating profits in some
cases in proportion to the respective costs of the associated enterpri-
ses, sometimes in proportion to their respective turnovers or to their
respective labour forces, or by some formula taking account of several
such criteria. They are all however to some degree arbitrary. For
example, it does not follow that profit is uniformly related to cost at
all stages in an integrated production and marketing process. Indeed
the problem of allocating costs could well be no easier than in using
the cost plus method to arrive at an arm’s length price. Nor does it fol-
low that labour costs are the same for the same labour in different
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countries, or that profits are necessarily related to any simple combi-
nation of such factors. To allocate profits by such methods in a way
which reduced the arbitrariness of the results to a negligible degree
would necessitate a complex analysis of the different functions of the
" various associated enterprises and a sophisticated weighing up of the
different risks and profit opportunities in the various different stages
of manufacturing, transportation, marketing and so on. Nor would
the information necessary for such an assessment be readily available
or, in many cases, available at all. The need would be for full informa-
tion about the total activities of the whole MNE. While the widest
range of such information may be available to the tax authorities in
the country of the parent company in a group even those tax authori-
ties will be limited to some extent in the information which they can
compile. The tax authorities of the country in which a subsidiary is
situated will on the other hand be in no position to acquire even this
amount of information without imposing on the MNE itself a possibly
intolerable administrative burden, or a similar burden on the tax
authorities of the parent company’s country if they seek to get the
information by way of exchange of information provisions under
double taxation agreements. Nor can it be generally assumed that the
tax authorities of the country of the subsidiary should in any case be
entitled to quite such a wide range of information about the group’s
worldwide activities. In practice moreover the information may
simply not be available to those authorities. Even if the information
were available, however, the varied activities of any MNE and the
varied circumstances and situations in which they are carried on must
make it impracticable for the tax authorities of the country in which
one subsidiary is situated to judge in any satisfactory manner the profi-
~ tability of any of the other parts of the group situated elsewhere.
Moreover, problems would still arise in the comparison of figures
produced in different countries by different accounting methods and
different legal requirements. Another major disadvantage of any
attempt to use such global methods of profit allocation as an alterna-
tive to the arm’s length principle is that their unco-ordinated use by
the tax authorities of several countries would involve the danger that,
overall, the MNE affected would suffer double taxation of its profits.
This is not to say, however, that in seeking to arrive at the arm’s
length price in a range of transactions, some regard to the total profits
of the relevant MNE may not be helpful, as a check on the assessment
of the arm’s length price or in specific bilateral situations where other
methods give rise to serious difficulties and the two countries concer-
ned are able to adopt a common approach and the necessary informa-
tion can be made available.
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Minor adjustments and substitution of methods

15. The starting point for scrutinising transfer prices would fre-
quently be the appearance of a discrepancy between the profits retur-
ned by an associated enterprise and those which might be expected to
be made by comparable enterprises in the uncontrolled situation.,
Since the assessment of an arm’s length price depends very often on
careful judgement and the resolution of many, perhaps conflicting,
considerations by negotiation between the tax authorities and the
enterprise concerned, it follows that if the prices actually-paid can be
substantiated by acceptable evidence as being arm’s length prices there
would be no justification for seeking to make merely minor or margi-
nal adjustments to them for tax purposes. Similary a tax authority
should hesitate to disturb without good reason a pricing arrangement
reasonably and consistently operated between associated enterprises if
it is also reasonably and consistently operated in comparable dealings
with independent parties. Moreover, as a general principle, tax autho-
rities should base their search for an arm’s length price on actual tran-
sactions and should not substitute hypothetical transactions for them,
thus seeming to substitute their own commercial judgement for that of
the enterprise at the time when the transactions were concluded
(though there may be some circumstances where the form of transac-
tion has effectively to be ignored — see paragraphs 23 and 24).

Safe havens

16. At this point it may be helpful to consider whether limits of
tolerance could be formulated in advance by tax authorities and made
known to enterprises by what are sometimes known as safe haven
rules, indicating that prices falling within certain ranges would be
accepted without question. The report makes no recommendation on
this topic. Whilst such an approach may be useful to both taxpayers
and tax authorities within a particular country in minimising disputes
over the determination of a proper arm’s length price, such safe
havens are likely to be arbitrary since they will rarely fit exactly the
varying circumstances even of enterprises in the same trade or busi-
ness. The minimisation of this arbitrariness would be difficult and
would involve a considerable expenditure of skilled labour in collec-
ting, collating and continuously revising a pool of information about
prices and pricing developments. Another point is that safe havens in
one country may create difficulties in other countries and further pro-
blems would arise if it were a question of seeking to fix a safe haven
range of prices acceptable to a number of countries. In any event, it
would be necessary to revise periodically the range of prices or rates of
interest to reflect changes in market conditions. Moreover, the general
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use of safe haven ranges for tax purposes could 'aff-ect the prices char-
ged in the open market. More important perhaps in practice they
could open an undesirable scope for tax avoidance.

GENERAL CONSIDERATIONS

Functional analysis

17. When examining the transfer prices adopted within a multina-
tional enterprise, it is always useful to begin by analysing the func-
tions of the various entities which are comprised in the relevant MNE
Some familiarity with the structure and organisation of the group and
some knowledge of which entities undertake the risks and responsibili-
ties for the various activities are essential for tax authorities to help
them in assessing when a profit is likely to arise and roughly what sort
of profit it is likely to be. It may be important not only to find out
which entities perform the different functions of manufacturing,
assembling, research and development, servicing, distribution, marke-
ting and selling, transportation, advertising, etc., and which entities
own the trademarks and other intangible property, but also to ascer-
tain in what capacity they perform these functions — whether for
example with regard to selling activities as principal (accepting all the
risks and entitled to all the profits of the activity) or as agent (with
limited risks and for a limited return).

Charging the appropriate beneficiary

18. It is clearly easier for tax authorities and MNEs to agree tax
liabilities if charges for goods, services, etc., are made direct to the
appropriate customer. MNEs may, however, arrange some transac-
tions in a less direct manner (particularly intra-group services and
transfers of technology, through interposed affiliates). This may be
done for purely business reasons, but such a strategy could also be
part of a tax avoidance scheme. Such practices may raise the question
how far a real benefit has in fact been conferred on the related party
which is ostensibly paying for it and how far such a transaction affects
other entities. Problems of this kind are likely to arise where a variety
of alleged benefits are charged for in one package deal.

Package deals

19. The report gives separate consideration to four main types of
intra-group transactions for.the convenience of the analysis of the
problems presented by intra-group transfer pricing. But it must be
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borne in mind that, in practice, MNEs quite frequently make package
deals in which a single charge is made for a variety of benefits. In
theory at least a parent company might licence patents, know-how
and trademarks to a subsidiary, undertake to provide it with various
technical and administrative services, and even sell or lease production
facilities to it, all for an undifferentiated payment. Such comprehen-
sive packages would be unlikely to include sales of goods, however,
although the price charged for sales of goods may cover some accom-
panying services. While it may, in some circumstances, be convenient
to treat the package deal as in effect one transaction with its own
arm’s length price, this will often not be feasible. It has to be borne in
mind that package deals even between unrelated parties may create
intricate problems for the tax authorities concerned. For example, the

tax treatment of the separate ingredients may differ either under
 domestic law or under a double taxation agreement; payments for ser-
vices for instance are generally not required to be made under deduc-
tion of tax in the country of source whereas royalties or interest may
be subject to a withholding tax and so on. It may be necessary there-
fore for the tax authorities, for one reason or another, to insist on
appraising the different items of the deal separately. Tax authorities
will need to examine a package deal between associated enterprises
and its elements in the same way as they would analyse similar deals
between unrelated parties. The report aims to provide the foundation
for such an analysis insofar as it is necessary to make one.

Set-offs

20. Another situation which it may be necessary to consider arises.
when a benefit provided to one enterprise within a group is balanced
to some degree by different benefits provided by that enterprise in
return, with the consequence that the enterprises claim that the benefit
received should be set off against the benefits provided as full or part
payment for those benefits so that only the net gain or loss (if any) on
the transaction needs to be taken into account in assessing the tax lia-
bilities of the enterprises. An enterprise may, for example, license
another enterprise to use a patent in return for the provision of know-
how in another connection and claim that the transaction results in no
profit, no loss. This kind of arrangement is encountered sometimes
between unrelated parties and it could not be argued therefore in prin-
ciple that it is unacceptable between associated enterprises.

21. Set-offs may vary in size and complexity from a simple
balance of two specific transactions (such as a favourable selling price
for manufactured goods in return for a favourable purchase price for
the raw material used in producing the goods) to an arrangement for a

—

18



general settlement balancing all benefits accruing to both parties over
a period. Unrelated parties would be very unlikely to consider such
set-off arrangements unless the benefits could be accurately quanti-
fied in advance, the likelihood of an adequate balance ascertained and
the contract made in advance. In any other circumstances, indepen-
-dent parties would normally prefer to allow their receipts and disbur-
sements to flow independently of each other in the ordinary way
taking any profit or loss which resulted as part of normal trading,
hoping actually to benefit if, for example, market conditions change
in their favour.

22. Even if such an arrangement is in principle acceptable, the
question which has to be asked in all cases, however, is whether the
benefits do in fact balance each other over an appropriate period to
the extent claimed. It may well be necessary for the tax authority to
analyse the arrangement and the transactions in order to satisfy itself
of this and the final judgement will then depend on a reasonably
acceptable assessment of what would be an arm’s length price for all
the relevant transactions. It should also be remembered that provi-
sions regarding set-off between related parties in international tran-
sactions may not be fully comparable with those regarding set-offs
between domestic enterprises because of the differences in the tax
treatment of the set-off under different national tax systems or diffe-
rences in the treatment of the payment under double taxation agree-
ments. For example, withholding tax would complicate a set-off of
royalties against sales receipts.

Recognition of actual payments and transactions

23. In general, the approach which is adopted in this report to the
adjustment of transfer prices for tax purposes is to recognise the
actual transactions as the starting point for the tax assessment and
not, in other than exceptional cases, to disregard them or substitute
other transactions for them. The aim in short is, for tax purposes, to
adjust the price for the actual transaction to an arm’s length price.
Similarly, it is considered that transactions between associated enter-
prises should not be treated differently for tax purposes from similar
transactions between independent parties simply because the parties to
the transaction are related. The report does, however, recognise that
it may be important in considering, for example, what is ostensibly
interest on a loan to decide whether it is an interest payment or, in rea-
lity, a dividend or other distribution of profit.
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Intra-group contracts and arrangements

24. Associated enterprises are, however, able-to make a much
greater variety of contracts and arrangements than can unrelated
enterprises because the normal conflict of interest which would exist
between independent parties is often absent. Associated enterprises
may and frequently do conclude arrangements of a specific nature that
are not or are very rarely encountered between unrelated parties (cost
contribution arrangements for research and development expenditure
as discussed in Chapter III of the report would be one example). This
may be done for various economic, legal or fiscal reasons dependent
on the circumstances in a particular case. Moreover, contracts within
an MNE could be quite easily altered, suspended, extended or termi-
nated according to the overall strategies of the MNE as a whole and
such alterations may even be made retroactively. In such instances tax
authorities would have to determine what is the underlying reality
behind an arrangement in considering what the appropriate arm’s
length price would be.

Necessary documentation and evidence

25. The flexibility of arrangements available to MNEs may, howe-
ver, create a problem for them as well as for tax authorities. If the
transactions are not adequately evidenced by contemporary docu-
ments it is clearly more difficult for the MNE to convince the tax
authorities that they took place in the form and manner claimed or
that the transactions compare properly with particular transactions
between unrelated parties. Retroactive agreements would justifiably
be rejected moreover as inadequate to explain transactions taking
place before the agreements. This is not to say that evidence can con-
sist only of written contracts or agreements or that documentary evi-
dence should be required in relation to every transaction. It is clearly
desirable to avoid burdening MNEs with unnecessary documentation
requirements. It would be reasonable, however, to require MNEs to
provide in support of any important contention either the relevant
legal documents and explanatory material or at any rate sufficient
information to allow the tax authorities to arrive at an informed jud-
gement in the matter.

External effects on the pricing practices of MNEs

26. The prices charged for goods, services, etc. transferred bet-
ween associated enterprises in different countries may be affected by,
for example, Government interventions in the form of price control,
or subsidies to particular sectors, or by exchange control or exchange
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rate policies. It should be observed that the same considerations
would apply to transactions between unrelated enterprises and that
they would usually influence the prices in such transactions.

27. Of these constraints, exchange controls have given cause for
more particular comment. Problems may arise for example because
exchange controls effectively prevent an associated enterprise which
has received a loan from transferring abroad the interest payments as
they fall due, thus possibly throwing doubt on the treatment of the
interest for tax purposes. While there may be room for more than one
solution in both the country of the borrower (which may or may not
regard the untransferred interest as having been paid) and the country
of the lender (which may or may not be deemed to have received inte-
rest not transferred) it is considered that there is no justification for
treating blocked payments differently for tax purposes when they
occur, between associated enterprises from the way in which they
would be treated if they occurred between unrelated enterprises. It is
however considered that exchange control regulations in a country
should not preclude the deduction for tax purposes, for either associa-
ted or unrelated enterprises, of payments due to persons outside that
country, although it is recognised that the tax authorities of the other
country may have to take the effects of these regulations into account.

Sustained losses

28. It cannot be envisaged that over a long period an independent
enterprise can continue to remain in business and make losses and this
has to be taken into account in the attitude of the tax authorities
towards associated enterprises which make losses over long periods. It
may be recognised that in an arm’s length situation start up losses may
occur, or that, due to a weak market, a profitless situation may last
for a relatively long period of time in the anticipation of future com-
pensating profits. Nevertheless, if losses are consistently made over a
period in an associated enterprise, the tax authorities will have to
address themselves to the question whether these losses are not being
made with a view to transferring taxable profits to an associate in ano-
ther country, or in the financial interest of the group as a whole rather
than the associated enterprise in question. This will normally require a
closer examination of the whole operations of the group. This exami-
nation may well show that the decision to keep going a loss making
business has been dictated by constraining political or social reasons;
when evidence of such reasons is given, a profit adjustment may or
may not be justified.
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Fransfer prices for taxation and customs purposes

29. Customs administrations, broadly speaking, also apply the
principle of arm’s length pricing and use it also to provide a neutral
standard of comparison between values attributable to goods impor-
_ted by associated enterprises and values for similar goods imported by
third parties!. Since customs and income tax administrations are not
always looking at the same sort of transfers (customs being concerned
with transfers across borders, with or without change of ownership,
and income tax administrations being concerned with transfers bet-
ween entities),. and since customs administrations have traditionally
examined goods at the time of importation while income tax officials
consider the price at the transfer of ownership some time after the
transaction has taken place, and for other reasons, the approaches of
the two administrations have sometimes differed. In more recent
years, however, a number of customs administrations have found it
increasingly impracticable to consider imports by MNEs on a consign-
ment by consignment basis and have begun to apply methods analo-
gous to those described in this report to reach an acceptable price for a
range of imported goods. Co-operation between income tax and cus-
toms administrations in reaching such a price is becoming more com-
mon and this should help to diminish the number of cases where cus-
toms values are found unacceptable for income tax purposes or vice
versa.

- OECD Guidelines for MNEs

30. It happens frequently when transactions with an associated
enterprise take place over frontiers that the tax authorities need infor-
mation concerning the associate in the other country or possibly some
other associate in order to be able to determine the appropriate taxa-
ble profit in their own country. Often the tax authorities will not have
possession of this information. In this context it is appropriate and
may be helpful to refer to the OECD Guidelines for Multinational
Enterprises which have been promulgated by Member Governments
and, in particular, to the first Guideline on taxation and the Guideline
on disclosure of information which are reproduced below.

RELEVANT TEXTS ALREADY PUBLISHED BY OECD
31. As indicated above, in addition to paragraph 8 of the introduc-

1. See Article VII of the General Agreement on Tariffs and Trade and the
Convention on the Valuation of Goods for Customs Purposes signed in Brussels on
15th December, 1950 which is based on that article.
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tion to the OECD Guidelines for Multinational Enterprises quoted in
footnote (2) to paragraph 7 above, other parts of the OECD Guideli-
nes, as well as Article 9(1) of the OECD Model Double Taxation Con-
vention, are of relevance to the subjects dealt with in this report. The
relevant texts are as follows :

a) Article 9(1) of OECD Model Double Taxation Convention on
Income and Capital

ASSOCIATED ENTERPRISES

1. “Where

@) an enterprise of a Contracting State participates directly or
indirectly in the management, control or capital of an
enterprise of the other Contracting State, or

b) the same persons participate directly or indirectly in the
management, control or capital of an enterprise of a Con-
tracting State and an enterprise of the other Contracting
State,

and in either case conditions are made or imposed between the two
enterprises in their commercial or financial relations which differ
from those which would be made between independent enterprises,
then any profits which would, but for those conditions, have accrued
to one of the enterprises, but, by reason of those conditions, have not
so accrued, may be included in the profits of that enterprise and taxed
accordingly ”.

b) OECD Guidelines on taxation

“Enterprises should

1. upon request of the taxation authorities of the countries in
which they operate, provide, in accordance with the safe-
guards and relevant procedures of the national laws of these
countries, the information necessary to determine correctly
the taxes to be assessed in connection with their operations,
including relevant information concerning their operations in
other countries ;

2. refrain from making use of the particular facilities available
to them, such as transfer pricing which does not conform to
an arm’s length standard, for modifying in ways contrary to
national laws the tax base on which members of the group
are assessed. ”
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¢) OECD Guidelines on disclosure of information

“ Enterprises should, having due regard to their nature and rela-
tive size in the economic context of their operations and to require-
ments of business confidentiality and to cost, publish in a form suited
to improve public understanding a sufficient body of factual informa-
tion on the structure, activities and policies of the enterprise as a
whole, as a supplement, insofar as necessary for this purpose, to
information to be disclosed under the national law of the individual
countries in which they operate. To this end, they should publish
within reasonable time limits, on a regular basis, but at least annually,
financial statements and other pertinent information relating to the
enterprise as a whole, comprising in particular :

i) the structure of the enterprise, showing the name and location
of the parent company, its main affiliates, its percentage
ownership, direct and indirect, in these affiliates, including
shareholdings between them ;

ii)  the geographical areas! where operations are carried out and
the principal activities carried on therein by the parent company
and the main affiliates ;

iii)  the operating results and sales by geographical area and the
sales in the major lines of business for the enterprise as a
whole ;

iv)  significant new capital investment by geographical area and, as
far as practicable, by major lines of business for the enterprise
as a whole ;

V) a statement of the sources and uses of funds by the enterprise
as a whole ;

vi)  the average number of employees in each geographical area ;

vii) research and development expenditure for the enterprise as a
whole ;

viii) the policies followed in respect of intra-group pricing ;

ix) the accounting policies, including those on consolidation,
observed in compiling the published information. ”

1. For the purposes of the guideline on disclosure of information the term
“ geographical area ” means groups of countries or individual countries as each
enterprise determines is appropriate in its particular circumstances. While no single
method of grouping is appropriate for all enterprises or for all purposes, the factors
to be considered by an enterprise would include the significance of operations car-
ried out in individual countries or areas as well as the effects on its competitiveness,
geographic proximity, economic affinity, similarities in business environments and
the nature, scale and degree of inter-relationship of the enterprises’ operations in the
various countries.
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CHAPTER I

GOODS
INTRODUCTION
Preliminary remarks
32. It is not easy to estimate accurately the percentage of total

international trade in goods relating to transactions within MNE’s. Dif-
ficulties arise because of variations in the definitions of multinational
enterprises which are used and because of deficiencies in data collection
etc. A United Nations publication! gives some indications of the pro-
portion of particular countries’ intra-group trade. It states that
“ approximately 40 % of imports to the United States in 1974 were
intra-firm transactions... Roughly 50 % of United States exports in
1970 were within transnational corporate systems. ” The United
Nations document notes that “ there are also data to indicate that 29 %
of Swedish exports in 1975, 30 % of United Kingdom exports in 1973 (a
rise from 26 % in 1970) and 59 per cent of Canadian exports in 1971
were on an intra-firm basis. ” The document continues that “ these
figures are based on sampling procedures and are, therefore, prone to
error, but the errors are likely to be small in comparison to the magni-
tude of the base figures. > Amounts of the kind indicated above are
clearly sufficient to render the proper assessment of the profits arising
from transnational intra-group trade a matter of considerable impor-
tance. Special problems arise for tax authorities from the fact that the
terms and conditions of sales of goods between members of an MNE
are not necessarily governed by economic factors alone but may,
among other things, be used as a means of profit shifting to alleviate
the overall tax burden of the group. The proper assessment of these
profits is also important, however, to the MNEs themselves because
they may suffer unrelieved double taxation if different tax authorities
take different views of the adjustments which ought to be made for the

1. Transnational Corporations in World Development : A re-examination,
United Nations, 1978, page 43.
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purposes of computing tax liability. Problems may also arise for
MNEs as a result of conflicting requirements and evaluations made by
customs authorities, price control officers and anti-trust authorities
etc., and these problems may have an influence on the transfer pricing
policies which they adopt.

Scope of the Chapter

33. This Chapter seeks to elucidate some of the problems facing
tax authorities in relation to transfer prices for goods. It concentrates
on sales of raw and processed materials, semi-manufactured products
and finished manufactured products including mass-produced goods
and custom-made products, but does not deal with problems relating
to certain items of tangible property, such as immovable property and
shares and bonds. Nor does it deal with the special problems which
may arise in relation to ores and minerals. Leasing contracts and simi-
lar arrangements are not dealt with either though there may be cases
where long-term leasing contracts are very similar to sales.

34. Another feature of the transfer of goods which is not dealt
with in this report except incidentally is the provision, which is not
unusual in some branches of industry, of entire production facilities
and their plant and equipment. Such transactions may present special
problems because the provision of such facilities may be linked with
“the transfer of intangible property such as patents and know-how and
with general service contracts as well as engineering contracts and
long-term supply agreements. Also the value of the provision to both
contracting parties may be primarily related to the benefits expected
to arise from the long-term economic exploitation of the plant rather
than to the original price and installation costs, so that the transaction
has some analogy with investment in real estate or perhaps shares or
bonds.

35. It may happen that a transaction which is in law a sale of
goods may on close examination appear to be more akin to the provi-
sion of services. For example the functions of some distributors may
be so minimal and the risks and responsibilities which they undertake
so small that their profit is more akin to an agency fee or commission
than the profit on a sale. Similarly the productlon and sale of a turn-
key factory may have involved the seller in fact in no more than the
organisation of the project, the risks and responsibilities being carried
elsewhere. In such circumstances too it may be more appropriate to
measure the profit on the transaction on the basis of treating the pay-
ment as if it were a payment for services.
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36. Section I deals with the arm’s length principle in general and
with its application in special situations. Problems such as supply of
goods for less than normal payment, sustained losses, pricing for mar-
ket penetration and Government interventions in the market are dis-
cussed in this context. The different methods of estimating the arm’s

length price are discussed in Section II.
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Section 1

THE GENERAL PRINCIPLE OF ARM’S LENGTH
AND ITS APPLICATION IN SPECIAL SITUATIONS

General considerations

37. As in other areas of transfer pricing the arm’s length principle
as expressed in the OECD Model Double Taxation Convention has to
be followed in the evaluation for tax purposes of transfer prices for
goods. Following this principle, prices paid for goods transferred bet-
ween associated enterprises should be, for tax purposes, those which
would have been paid between unrelated parties for the same or simi-
lar goods under the same or similar circumstances.

38. In applying this rule, however, there are a number of general
points which have to be borne in mind. One is that it should not be
assumed that the prices actually charged within an MNE will never be
arm’s length prices. The transfer pricing policies of multinational
enterprises may in fact be market-oriented and, where the different
entities within such groups have their own profit responsibility, they
may be free to contract either with an associated enterprise or with a
third party with the result that there is a degree of bargaining within
the group which produces a price effectively indistinguishable from an
arm’s length price. (The full implementation of such a policy may,
however, be difficult when, for example, components or semi-finished
products are sold within the group which are not available on the mar-
ket). Another point which it is necessary to bear in mind is that the
transactions within MNEs may not be directly comparable with those
which take place between independent enterprises so that allowances
have to be made in comparing their transfer prices with the prices
payable between independent enterprises. For example, entities within
MNEs tend to render a wide range of additional technical and mana-
gement and other services to their associates in connection with the
sale of goods — a feature which is less common in transactions bet-
ween independent enterprises. Similarly, the production facilities of a
group may be largely integrated with the consequence that the produc-
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tion arrangements are divided up among different group members in a
way which would not be paralleled by independent enterprises. For
example, these arrangements may involve long-term buy and supply
agreements or agreements to use combined production plants under
an obligation to buy from them (“ joint facility arrangements ).

39. The application of the arm’s length principle to the prices
charged within MNEs is based on the assumption that prices are deter-
mined on the markets in the different countries by ordinary market
forces. There may, however, be factors of various kinds, as discussed
in the rest of this Section and, more generally, in Chapter I, which
modify the operation of the normal rules of a market economy. Each
of these factors is considered separately, but it can be expected gene-
rally that they would all have a similar effect on sales between unrela-
ted enterprises in similar conditions and tax authorities should take
this into account when considering adjustment of transfer prices.

Supply of certain goods for no payment or less than normal payment

40. The question has to be considered whether, in an arm’s length
situation, goods might be supplied for no payment or an unusually
low payment, or might be supplied at a price producing less than the
usual profit, or even a loss. It would not be unusual for an indepen-
dent enterprise to do this if the goods were samples or advertising
offers, but associated enterprises are not likely to be in a parallel situa-
tion. The question is more likely to arise in connection with goods sold
to an associate in financial difficulties when some or all of the pay-
ment might be waived. It would be very exceptional for this to occur
in transactions between independent enterprises, though the possibi-
lity cannot be wholly discounted (for example a supplier might to
some extent be prepared to waive payment by an independent custo-
mer in temporary difficulties in order to preserve a potentially valua-
ble outlet for his goods). But tax authorities could properly require
very convincing proof that this situation would arise before accepting
a nil or reduced payment between associated enterprises as equivalent
to the arm’s length price. Payment might be deferred in such circums-
tances in the arm’s length situation but this would normally affect the
price or be compensated for under a credit arrangement of some sort.

41. It may be reasonable in some circumstances to analyse the
transfer prices for product lines or other groupings rather than to
ascertain an arm’s length price for each individual product or sale. An
enterprise may find it necessary to sell some products at less than the
market price or even supply them free in order to make a higher profit
on its sales of products overall to the same buyer. A clothing enter-
prise may, for example, make a loss on its small and large garments in
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order to be able to sell a complete range and make its profits from the
medium sizes. An electric appliance enterprise may sell light bulbs ata
loss in order to sell electric fittings, lampshades, etc. and make its pro-
fits in that way. Likewise, a producer may sell new products at a com-
parably low price and make his profits on the replacement market or
through the repair of the products, or through the sale of auxiliary
material, for example film for cameras. In such cases, an unusually
low or high price would, however, have to be examined closely and
substantiated by cogent evidence, and the prices realised on resale by
the buyer could be relevant.

Losses

42. (@) It has to be recognised that a member of an MNE may,
like any independent enterprise, sustain genuine losses whether from
mismanagement, from unfavourable economic conditions either in its
particular market, or more generally, etc. It follows therefore that if
losses are made by a member of an MNE it is not necessarily because
the transfer prices of the relevant gdods are artificially fixed to pro-
duce that result.

(b) There are other circumstances too in which tax authori-
ties could find losses acceptable — particularly what may be called
“ start up ” losses or “ market penetration ” losses which would, of
their nature, be expected to be sustained only during a short period —
see paragraph 43 below.

(¢) Where it is claimed that losses have been sustained over a
comparatively short period in such circumstances, tax authorities
should not therefore have much difficulty in accepting that they are
genuine.

(d) Where, however, a multinational enterprise consistently
makes losses over a period of several years in a particular country it
might seem appropriate to regard the losses as artificial since an inde-
pendent enterprise which consistently made losses would eventually go
out of business. However, it is necessary to bear in mind that an MNE
may legitimately hesitate for a long time to wind up the operations of
a loss-making member of the group in a particular country if there are
strong political or social pressures in that country to persuade them to
continue these operations, or even if the capital which the MNE had
invested in that enterprise was considerable in amount and there was
some prospect of eventually making the enterprise profitable again. It
is not to be assumed therefore that sustained losses are necessarily
artificial. But they could certainly be a feature which deserved close
examination.

() A rather special case of the loss-making enterprise within
an MNE would be exemplified by the situation (mentioned in para-
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graph 41) in which a group of companies produces a range of pro-
ducts, some of which would be profitable to produce on an arm’s
length basis and some not but all of which are needed in order that the
group should make a profit overall and a member of the group in one
country produces only the loss-making products in the range while the
profit-making products are made elsewhere. An independent enter-
prise could not operate if it could only make losses by selling at an
arm’s length price and it would be appropriate in these circumstances
to regard the loss-making member of the MNE as producing not for
its own benefit but for the benefit of other members of the group and
thus as performing a service for which it should be paid an adequate
fee.

(/N In all the above cases, satisfactory evidence needs to be
received from the enterprise.

“ Start up ” or “ market penetration ” prices

43. Another type of specially low prices which may nevertheless
be claimed to be arm’s length prices may be met with where the seller’s
object is market penetration. Producers may lower the prices of their
goods, even to the extent of temporarily making losses, in order to
enter new markets, to increase their share of an existing market, to
introduce new products into the market, or to fend off increasing
competition etc. One result of this may be to produce a lasting reduc-
tion in the normal market price of the relevant goods but in general
specially low prices may be expected to be charged for a limited period
only, with the specific object of improving the profits of the producer
in the long term. Producers may not, however, be alone in this kind of
activity; both producing and marketing entities may combine in such
an operation, splitting the risk and sharing the profitable outcome, if
any, in some way between them. Tax authorities could in principle
therefore accept such low prices charged between associated enterpri-
ses as arm’s length prices but only if independent enterprises could be
expected to have fixed the prices in the same manner in comparable
circumstances.

Government intervention

44, Governments may exert control on prices in a wide variety of
ways ranging from simple exhortation through wages control, produc-
tion subsidies, etc. to direct statutory control of prices. These controls
have, in general, to be seen however as conditions of the market in
that particular country. Normally it appears to be the final price to the
consumer which is the subject of any direct control but the control
may operate on prices earlier in the chain of transactions bringing the
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goods to the consumer’s market. But at whatever stage the control is
imposed it will present a problem for tax authorities in deciding what
effect the control can be regarded as exerting on the prices paid at the
prior stages in the supply of the goods to the market. MNEs may in
practice make no adjustments in their transfer prices to take account
of such controls, leaving the final seller to suffer any limitation of
profit which results, or they may charge prices which share the burden
in some way between the final seller and the production organisation.
The question which tax authorities have to ask in examining the trans-
fer prices charged in such cases is whether independent parties could
be expected to have fixed the prices in the same manner in such cir-
cumstances. While the natural assumption might be that, in the arm’s
length situation, a seller subject to price controls would not be able to
persuade his supplier to moderate his prices, there could be circums-
tances in which an independent supplier would be ready to do this
rather than lose some or all of the business, so that the possibility can-
not be ignored. On the other hand, when it is established for example
that the products concerned are actually sold on comparable free mar-
kets (and under comparable conditions) at significantly higher prices
leading to corresponding higher profits, the lower profits of the enter-
prise in the country with price. control will most probably be due to
that price control, and to that extent no profit adjustment for tax pur-
poses would be justified. Quite obviously a country with price control
cannot easily expect that enterprises selling goods under control would
make profits comparable to those which could be realised if no price
control existed.
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Section I1

METHODS OF ASCERTAINING AN ARM’S LENGTH PRICE

General considerations

45. There are a variety of ways of ascertaining arm’s length prices.
The main broad methods are as follows :

a) adopting with any necessary modification the uncontrolled
market price for the same or similar goods, or adopting or
adapting similarly the prices of the same or similar goods to
independent third parties — the comparable uncontrolled
price method ;

b) taking the price at which the goods are sold by the connected
purchaser (the reseller) to independent customers and sub-
tracting a mark-up to arrive at the arm’s length price for the
sale by the original vendor — the resale price method ;

¢) taking the vendor’s cost and adding an appropriate mark-up
to arrive at the arm’s length price for the sale by the original
vendor and thus for the purchase by the reseller — the cost
plus method ;

d) any other method which is found to be acceptable.

46. The main methods of ascertaining an arm’s length price in
relation to sales of goods are discussed in more detail in the following
paragraphs. The question arises whether it is possible to lay down any
order of priority in using these methods. Clearly the comparable
uncontrolled price method is basically preferable to other methods
since it uses evidence most closely related to an arm’s length price, but
there may be cases where the evidence of resale profit mark-ups, pro-
duction costs or other data may be more complete, more conclusive
and more easily obtained than undisputable evidence of open market
prices. There should always be the possibility, therefore, of selecting
the method which provides the most cogent evidence in a particular
case. It has to be recognised that an arm’s length price will in many
cases not be precisely ascertainable and that in such circumstances it
will be necessary to seek for a reasonable approximation to it. Fre-
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quently, it may be useful to take account of more than one method of
reaching a satisfactory approximation to an arm’s length price in the
light of the evidence available.

47. In considering any one of the methods described, the tax
authorities need a substantial amount of reliable information about
the activities of the MNE in different countries. Sometimes, fiscal
authorities may lack certain information when examining intra-group
sales. The tax authority assessing the buyer may have more informa-
tion about transactions and conditions regarding market prices and
mark-ups in its own country than in another and consequently may
find it easier to rely on these data rather than trying to calculate the
cost and profit mark-up of the related seller abroad. The country in
which the original vendor is situated may have access to open market
prices in the country and to the costs and profit ratios of the producer,
but may be ignorant of the resale prices and mark-ups obtained by the
foreign subsidiary. But it should always be possible for the taxpayer to
introduce evidence from the other country. Equally tax authorities
will find it useful to develop their own sources of such evidence. This
is an area where there could be more frequent, and more effective,
exchanges of information between tax administrations, it being
understood that due regard should be paid to the requirements of
business confidentiality. It is perhaps worth emphasizing too that the
co-operative production of information by the enterprise and the
MNE of which it is a member may be helpful in achieving a mutually
satisfactory result both to the taxpayer and to the tax authorities.

The comparable uncontrolled price method

Definition

48. The comparable uncontrolled price method offers the most
direct way of determining an arm’s length price. The transfer price is
set by reference to comparable transactions between a buyer and a sel-
ler who are not associated enterprises. Uncontrolled sales may include
sales by a member of an MNE to an unrelated party and sales to a
member of an MNE by an unrelated party as well as sales in which the
parties are not related to each other or to the MNE (though they may
themselves be members of other MNEs). Uncontrolled sales are, in
short, sales in which at least one party to the transaction is not a mem-
ber of the taxpayer’s affiliated group, but they would include only
bona fide transactions and not sales unrepresentative of the market,
for example made in a limited quantity at unrealistic prices to an unre-
lated buyer, for the purpose of establishing an arm’s length price on a
larger transaction. The method requires the uncontrolled transactions
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to be carefully reviewed for comparability with controlled transac-
tions. A number of factors can affect the price; these are discussed in
more detail in the following paragraphs.

Economic comparability

49. For the prices of goods to be comparable, it is necessary to
look at prices of goods sold on markets which are economically com-
parable. The progressive liberalisation of international trade which
has taken place during the last decades has certainly facilitated access
to new markets, but is has not led, even in the countries where this
liberalisation is the most extensive, to the constitution of one single
market where transactions would be made always and everywhere
under the same conditions. Only in very few cases is it possible to
determine directly an arm’s length price in one country on the basis of
market prices in another country. Geographically different markets
therefore can be satisfactorily compared only if the economic condi-
tions are the same or differences in conditions can be easily elimina-
ted. The variety of economic and social structures, of geographical
situations and of consumers’ habits means that supply and demand of
the same product may vary considerably from one country to another.
In practice, market prices do vary from one country to another or
even within one country and in addition different country policies in
many spheres (for example, value of currency, taxes, competition
policy, price or exchange control, size and efficiency of market and
degree of concentration) are likely to influence price levels. On the
other hand, an enterprise enjoying a monopoly or other dominant
position in the market can, and often will, charge uniform prices to all
its unrelated customers or to all of them in particular areas, or uni-
form prices modified only by identifiable market specific factors such
as import duties. This situation may be found for example in the pro-
vision of certain refill goods or spare parts.

Comparable market levels

50. For prices to be readily comparable it is, among other things,
necessary to compare goods sold at the same point in the chain from
producer to consumer or to be able to quantify easily the different
points in the chain. To take perhaps the simplest example, there will
be a difference between the wholesale and retail price of a commodity
but if the retailer’s mark-up is readily ascertainable, it should not be
difficult to make the necessary adjustment.
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Comparable goods

51. Direct comparison of controlled sales with sales in the uncon-
trolled situation will be more readily acceptable if the goods concer-
ned are as nearly as possible physically identical but if the differences
are important a useful comparison may still be possible so long as
appropriate adjustments can be reasonably made to the uncontrolled
price to take account of the differences. Similarly it may be possible to
derive some help from sales of substitute goods though much will
depend on the circumstances — see paragraph 52. It is likely to be
easier to find comparable uncontrolled prices where the goods are
natural products or mass manufactured goods in common production
but even so in many seemingly homogeneous products, such as steel
for example, quality differences are an important determinant of price
and this has to be taken into account. Nevertheless, in general it is fair
to say that the less standardized the goods the less easy it will be to
find comparable uncontrolled prices. To find comparable open mar-
ket prices for semi-finished goods or components may sometimes be
extremely difficult and sometimes impossible, since to the extent that
they are specialised they are less likely to be traded on the open mar-
ket.

52. Consumer acceptance of products may also significantly -
affect their price. Product differentiation by buyers may be based
upon certain characteristics of the product such as exclusive patented
features, trademarks, trade names, peculiarities of the package or
container, or singularity in quality, design, colour or style, and such a
basis may be real or fancied, but as long as it leads to a preference for
one variety of the product over another it will affect the prices. Thus
physically and chemically identical products may be exchanged at dif-
ferent prices if some are branded products and the others are not. A
direct comparison with the prices of identical goods may similarly be
misleading if identical guarantees do not form part of the conditions
of sale. Thus goods which are otherwise identical with patented pro-
ducts but are counterfeit, illegally copied or smuggled in (so that they
sell at low prices) will often for this reason not be directly comparable
to the patented products and the prices at which they sell will generally
not be helpful in seeking to estimate an arm’s length price for those
patented products. Depending, however, on the effectiveness of the
protection provided by the patent in the relevant market and the
volume of “ pirate ” sales etc. the price at which these goods are sold
may force down the price of the patented goods to some extent and
they may, therefore, have some relevance. Although the prices at
which they are sold may give an indication of the mere cost of produc-
tion of the patented goods they could hardly be relevant for any other
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purpose as they do not take into account research and development,
technical assistance and other connected services.

53. In comparing controlled sales with uncontrolled sales the fol-
lowing factors also have to be considered: the volume of sales must be
comparable (if the volume has an effect on price); the uncontrolled
sales must have been realised at a time reasonably close to the period
during which the transactions under consideration were made,
because market prices may vary over time due to seasonal fluctuations
or to changes in the general economic situation; the terms of sale may
also justify price variations; costs of transport, packaging, adverti-
sing, marketing, guaranteeing may or may not be included in the deal;
the terms of payment are also relevant factors; foreseeable or expected
fluctuations in exchange rates or in rates of inflation may be expected
to have been taken into account (for example by invoicing in a hard
currency or by indexing or by advance payments).

54. When intra-group sales are compared with uncontrolled sales
it is necessary to consider whether the seller has rendered auxiliary ser-
vices to the buyer and whether any intangible property such as
patents, know-how, goodwill or trademarks have also been transfer-
red in connection with the sale of goods. It is characteristic of transac-
tions within MNEs that services or transfers of intangibles are fre-
quently connected with a sale, and this is particularly true in some
high-technology industries. In such cases, remuneration for the use of
intangibles or for the rendering of services may form an element of the
- price of goods or may be separately invoiced.

Other considerations

55. It may not be possible to use the comparable uncontrolled
price method, because of some of the special difficulties referred to in
Section I or because no comparable uncontrolled prices are available
or because the prices available are not truly comparable, for example
because they relate to purely marginal uncontrolled sales. In such
cases, recourse must be had to one or more of the methods described
below. Here it might be mentioned that in determining a reasonable
profit margin for the various associates concerned it is important to
take into account the nature of the product. If the product represents
an important innovation it may be reasonable to attribute the greater
portion of the profit to the enterprise concerned with production and
research and development (where expenditure on research and deve-
lopment has been incurred) which would have to bear the losses if the
product were rejected by the market, whereas with more standardized
products the profit element may be due more to the marketing than to
the production or research and development activities of the MNE.
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Tax administrations will, in such circumstances, have to take account
of market conditions, the custom of the trade and all other relevant
facts and circumstances of each individual case in determining what is
an appropriate price. It is particularly important in such a context to
analyse how the MNE is organised, what are the economic functions
of the different associates and, particularly, which members contri-
bute to the research and development undertaken by the MNE. Atten-
tion should also be paid to consistency of pricing. A consistent pricing
policy would be normal both for sales to associates and for uncontrol-
led sales. If pricing practices vary over a period the possibility cannot
be ruled out that tax minimisation is the motive for such variations
which may therefore need to be satisfactory explained.

The resale price method

56. The resale price method begins with the price at which a pro-
duct which has been purchased from a related seller is resold to an
independent purchaser. This price is then reduced by an appropriate
mark-up representing the amount out of which the reseller would seek
to cover his costs and make a profit. What is left after subtracting
the mark-up can be regarded as an arm’s length price of the original
sale. This method is probably most useful where it is applied to mar-
keting operations.

57. Appraising the appropriate mark-up presents difficulties.
There would be least difficulty where the buyer and reseller does not
add substantially to the value of the product (though even in such a
case the matter may not be simple). It is therefore in cases where there
is no usable evidence of comparable uncontrolled sales and the asso-
ciated seller contributes the greater part of the value of the goods, that
this method is likely to be most useful. It will be less helpful where,
before resale, the goods are further processed or incorporated into a
more complicated product so that their identity is lost or transformed
(for example, where components are joined together in finished or
semi-finished goods) with the result that the contribution of the goods
to the value of the final product cannot be simply distinguished.
Whereas the comparable uncontrolled price method calls for the use
of comparable prices the resale price method calls in effect for the use
of comparable mark-ups. But these are not easily found. The determi-
nation of the costs of the buyer and reseller should not cause too many
problems, but deciding on the size of any profit which should be inclu-
ded in the mark-up may well provide cause for argument. The consi-
. derations outlined in paragraphs 59-62 may, however, be helpful in
this context.

58. A resale price would be most useful as a starting point if reali-
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sed within a short time before or after the time of the controlled sale.
The more time that intervenes between the two the more likely it is
that other factors — changes in the market, in rates of exchange, in
costs, etc. — will need to be taken into account in any comparison.
Tax authorities have also to consider that where the value of the pro-
duct is affected at the resale stage by the use of the trademark or other
intangible property, the value of the product may be so changed as to
make application of the resale price method difficult, if not impossi-
ble. :

59. The profit mark-up can be expected to be related predomi-
nantly to the value of the functions performed and the risks taken by
the person reselling the product. This can clearly range widely from
the case where the reseller effectively performs minimal services as a
forwarding agent to the case where he takes on the full risk of owner-
ship together with the full responsibility for and the risks involved in
advertising, marketing or distributing and guaranteeing the goods,
financing stocks and other connected services. If the reseller does no
more than sell the goods on again, in circumstances where it is clear
that he has had to make little or no effort, it would be reasonable to
argue that his profit would be a small one. This would particularly be
the case for example where he did not take delivery of the goods and
he was operating in a low tax or no tax country in which his customers
for the most part did not reside. But even in that situation it could be
argued that his intervention merited more than a minimal profit if it
could be shown that he had some special expertise in the marketing of
such goods or bore, in effect, specific risks. Such a claim in these cir-
cumstances would, however, need to be well supported if it were to be
accepted. It would be more easily acceptable if the reseller was
carrying on a general brokerage business — though this is unlikely to
be a genuine situation in the context of associated enterprises — in
which case, however, the profit mark-up could be related to a broke-
rage fee. On the other hand, where the reseller is clearly carrying on a
substantial commercial activity involving such operations as the brea-
king of bulk, packaging, advertising, marketing, storage, transport,
distribution and servicing of the goods and bears the related economic
risks then a reasonably substantial mark-up might be expected.

60. In cases where the chain of distribution of goods incorporates
a company in a no tax or very low tax country, it would be relevant for
tax authorities to look not only at the resale price of goods which have
been purchased from this company but also at the price paid by this
company to its own supplier. There could well be practical difficulties
in the way of getting this information and the true function of the
intermediate company might be difficult to ascertain for the same rea-
son, But if it could not be demonstrated that the company either bore
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a real risk or performed a function which increased the value of the
goods then any element in the price which was claimed to be attributa-
ble to its activities could reasonably be attributed elsewhere.

61. The profit mark-up may be expected to vary also with regard
to whether or not the reseller has the exclusive right to resell the
goods. Arrangements of this kind are found in transactions between
unrelated. parties and may influence the price so that the use of the
arm’s length concept does not therefore require an exclusive right of
this sort to be ignored. The value to be attributed to such an exclusive
right will depend to some extent on its geographical scope and the
existence and relative competitivity of possible substitute goods. The
arrangement may be valuable to both vendor and reseller in the arm’s
length situation. It may stimulate the reseller to greater efforts to sell
the vendor’s particular line of goods or on the other hand, in provi-
ding the reseller with a kind of monopoly, may have the result that he
makes little effort to sell the goods. In consequence, the effect of this
factor on the reseller’s profit margin, though it may be important in
some cases, will need to be examined with care.

62. The profit mark-up of a distributor associate may be estima-
ted by reference to the profit mark-up which he earns on items pur-
chased and sold in uncontrolled transactions. Failing that, the profit
mark-up earned by a totally uncontrolled party may serve as a guide,
though this should be applied only with considerable caution.

The cost plus method

63. This method of estimating an arm’s length price is based on
‘the supplier’s cost to which an appropriate profit mark-up is added. It
is a method that raises problems both as regards assessing costs (para-
graphs 66-68) and the appropriate mark-up for profit (paragraph 69)
and is likely to be appropriate as a determining criterion mostly in spe-
cific situations (see paragraph 65), though it may also be useful as a
means of verifying provisionally acceptable prices after other methods
have been applied. Whilst it is true that an enterprise has to cover its
costs over a period of time to remain in business, its costs do not
usually help much in forming an opinion of the appropriate profit in
specific cases.

64.  The cost plus method may over-emphasize historical costs,
ignore demand, fail to reflect competitive conditions adequately, and
it assumes a profit whereas, in real life, business profits are not always
guaranteed. It is, moreover, difficult to allocate costs to particular
products in a satisfactory manner. Also some costs may be abnormal
(due to mismanagement, for example).
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65. Nevertheless, the cost plus method may be helpful in estima-
ting an arm’s length price, when semi-finished products are sold bet-
ween related parties or when different entities of an MNE have con-
cluded joint facility agreements or long-term buy-and-supply arrange-
ments or when the subsidiary essentially performs a role of subcon-
tractor. Also prices fixed on a cost plus basis are in fact a feature of
some arm’s length transactions particularly where the contract is for a
specialised product tailored to suit the individual customer alone and
the costs of production are heavy and unpredictable. (Some Govern-
ment contracts for the supply of military equipment, and some turn-
key factory projects, provide examples of this).

66. It may be difficult to determine the relevant cost, because cost
accounting concepts are not universal and vary from country to
country and from business to business and this could provide scope
for argument. Tax authorities will need to discover what costing
methods have in fact been used. If these are suitable and appropriate
and used consistently by the enterprise (for example used in calcula-
ting prices charged to independent third parties as well as in calcula-
ting prices charged to associated enterprises) tax authorities might rea-
sonably find it satisfactory and convenient to use them. However,
whatever the costing methods applied the selling prices thus derived
for intra-group transactions would have to recover not only the direct
cost of purchasing raw materials, components and goods, the cost of
salaries and other expenses of processing, but also relevant overhead
or indirect costs (including normally a proper share of research and
development costs) in order to make, under normal conditions, an
appropriate profit on these transactions. Prima facie the costs to be
‘attributed to individual units of production are the relevant historical
costs but the costs of the input of materials and labour for example
will vary over a period and it may often be necessary to accept some
averaging of the costs incurred over a period of time, over a group of
products, or over a particular line of production. The allocation of the
cost of fixed assets will also present a problem and, particularly where
the production or processing of different products is carried on simul-
taneously and the volume of activity fluctuates, again some reasona-
ble averaging will need to be accepted.

67. The costs which can be considered are limited to those of the
vendor, and this may raise the problem of how to allocate some costs
between vendors and purchasers. For this it is necessary to consider
the functions performed and the risks undertaken by the parties to the
transaction.

68. Also to be taken into consideration is the way in which excep-
tionally heavy cests such as expenditure on capital equipment,
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research projects and advertising campaigns should be attributed to
the different units involved. A related problem is how overhead costs
should be apportioned; whether, for example, they should be appor-
tioned by reference to turnover or to number or cost of employees or
to some other criterion. A manufacturer faced with the contention of
a tax authority that revenue from associates should be uplifted on a
cost plus basis may argue that certain of his sales into foreign markets
represent a disposal of marginal production so that he need only take
variable or incremental costs into account. Such a claim could only be
justified if it could be shown that the goods could not be sold at a hig-
her price (see also paragraph 43). No general rule can be set out which
will deal with all cases and the various methods used should be consis-
tent as between controlled and uncontrolled sales and should also be
consistent over time in relation to particular enterprises.

69. In addition to identifying approprigte costs, there is the pro-
blem of determining an appropriate profit mark-up. Ideally the
seller’s mark-up should be determined by reference to the seller’s
mark-up on similar items purchased and sold in uncontrolled transac-
tions. If the seller makes no uncontrolled sales, its gross profit will
have to be estimated from that earned by uncontrolled sellers perfor-
ming similar activities. Here again, as in applying the resale price
method, it is important to analyse the actual economic functions of
the associated enterprise.

Other approaches

70. Cases will often occur where there is no satisfactory evidence
of comparable uncontrolled prices and where it may also be difficult to
apply either the resale price method or the cost plus method. In such
instances, it may be necessary to adopt other reasonable approaches
for arriving at an arm’s length price. It may also be necessary to have
recourse to additional calculations and computations to cross-check a
price derived according to one or other of the methods previously des-
cribed. Some other such methods used in practice are discussed in the
following paragraphs, though the list is by no means exhaustive. They
all need to be used with care.

Comparable profits

71. Tax authorities may find some help in a comparison of an
enterprise’s overall performance with that of other similar enterprises
in the same or similar circumstances. Levels of profit in an industry
may for example conform to a pattern and an exception to the pattern
might indicate that prﬁlts were being shifted by artificial transfer prices.
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But comparisons of this sort would need to be made with care. It does
not necessarily follow that exceptional profits or losses are artificial.
Moreover there are many ways of looking at the profit situation of an
enterprise — analysing for example what relation the profit bears to
total receipts from sales, or to the operating expenses incurred, and a
method which is appropriate for one company may not be appropriate
for another. It may be helpful nevertheless to make comparisons of
this sort in relation to the gross profits from sales of particular products
or groups of products but even so the results of the comparison could
normally be regarded only as pointers to further investigation.

72. Another approach which is sometimes suggested either as a
method of arriving at the arm’s length profit or as a method of achie-
ving a similarly equitable allocation of profits between associated
enterprises would be to attempt to allocate some proportion of the
combined net income arising from a sales transaction to the various
- associated enterprises concerned in it on the basis of their proportio-
nate contribution to the final profit. This is considered in paragraph 14,
in which the problems of this approach are set out in some detail.

73. By a somewhat similar process the reasonableness of transfer
prices may perhaps be assessed by comparing the yield or return on
the capital invested in the relevant associated enterprises with the yield
vities and requiring the same kind of capital investment. Thistoo pre-
sents difficulties. One problem is that the financial structuring of the
relevant entities would need to be essentially similar if this comparison
was to be useful and if the structure was not essentially similar
(because for example of the different impact of obligations to pay
interest) then difficult adjustments would have to be made to the cal-
culations in order to ensure comparability.

Net yield expectations

74. A further approach might be to look at the yield on the capital
involved, for example to assume in the case of transactions between a
parent and a subsidiary company that the subsidiary’s arm’s length
profit would be related in some way to the return which would be
expected from investing the relevant capital in other ways. But this too
is an arbitrary assumption: the profit made by a comparable indepen-
dent concern would not necessarily bear any particular relationship to
the return on investment in other ways. Although therefore such an
approach might have some value in indicating a reasonable range of
possible profit margins the concept of a “ normal ” return on capital
invested is too imprecise to be likely to be useful in isolation.
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Sales of goods — summing up

75. The methods described do not by any means exhaust the possi-
ble techniques, and it does not follow that if an approach has not been
mentioned it ought not to be followed. The preceding analysis should,
however, help to indicate how tax authorities and multinational enter-
prises may come in an informed way to the discussion of whether, and
if so what, adjustments are appropriate to the transfer prices involved
in the transactions in which they are interested in the context of sales
of goods.



CHAPTER 111

TRANSFERS OF TECHNOLOGY AND TRADEMARKS

Scope of the Chapter

76. The term “ intangible property ” covers industrial property
rights (such as patents, know-how, trademarks, trade names, designs
or models) as well as literary and artistic property rights (copyrights).
This Chapter concentrates on problems involving patents and know-
how and trademarks as these are of most concern to tax authorities in
connection with the taxation of MNEs. A transfer of intangible pro-
perty can be made in various ways. Only the use, and not the sale, of
rights is discussed, though there may be cases where it is difficult to
determine whether a right is sold outright or merely made available to
another person for a limited period of time. Section I deals with trans-
fers of technology. Payments for rights to use patents and know-how
developed by one member of an MNE for other members are discus-
sed in Sub-section A. Cost contribution arrangements among associa-
ted enterprises for research and development expenditure are treated
in Sub-section B. The transfer of the right to use trademarks and trade
names is dealt with in Section II.
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Section I

TRANSFERS OF TECHNOLOGY
(USE OF PATENTS AND KNOW-HOW)

General considerations

77. In considering payments for research and development (R &

D) in this Chapter, a distinction is made between individual transfers
of particular patents and know-how and more general arrangements
for making the benefits of R & D available to members of an MNE,

and this Chapter considers how far different methods of payment for

these benefits are appropriate. The question of whether a payment can

be allowed as a deduction in arriving at profits for tax purposes is rela-

ted to the reality of the benefit which the payer has received or may be

expected to receive from the rights, know-how, research activity, etc.

for which the payment was stated to be made. It is explained that the

amount of any payment has to be calculated for tax purposes on the

arm’s length basis and a number of ways in which this may be attemp-

ted are reviewed, setting out what seem to be the main factors to be

taken into account in the process and attempting to provide some gui-

dance as to the effect which these factors may be expected to have in

the calculation.

78. Transfers of technology raise problems of particular impor-
tance as the relative items of intangible property, such as patents and
know-how, may be the result of longlasting and expensive R & D
undertaken by the parent company alone or by some, or all, of the
associated enterprises in an MNE. To remain competitive, industrial
groups have to devote considerable resources to research — whether
fundamental or applied — and development. Basic research is of great
importance. There have been many instances where private groups
have helped to advance the limits of scientific knowledge as a result of
basic research sometimes undertaken with only the broadest commer-
cial objective in view. As to applied research, such activities will be
oriented to the solution of fairly immediate, and well-defined, pro-
blems whose commercial potential is perceived by the enterprise which
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undertakes it. In the development phase of research, specific commer-
cial objectives are clearly uppermost and will concern such activities as
the building of prototypes and pilot plants or the design of new equip-
ment, or the redesigning of already existing models.

79. In most sectors of industry, it appears that it is the larger
enterprises, though not necessarily the largest, that spend proportio-
nately more money on R & D activities and, in particular, R & Disa
sine qua non for the MNE for which the penetration of new markets
and competition in already-established markets depend very much on
success in product renewal and innovation. It does not appear that
there are any considerations of general validity which explain the level
or the growth of R & D expenditure in an industrial group. This
reflects the diversity of products which MNEs manufacture and sell
and of the industries they are engaged in, some being technology-
intensive (for example, computers and aerospace) some not (for exam-
ple, distribution of food and clothing); also the degree and pattern of
integration and the autonomy allowed to the various members of the
group may vary. But in all cases, a successful R & D activity is a prere-
quisite for the growth and profitability, and even for the continued
existence, of the industrial group. The actual size of R & D budgets
depends on a variety of factors, including the policy of competitors or
potential competitors, the expected profitability of the research acti-
vity, and the trend of profits (the research activity possibly rising if
profits shrink); or considerations based on some relation to turnover,
or an assessment of the yield from R & D activity in the past as a basis
for fixing future expenditure levels.

80. At each stage in the R & D process, the final commercial bene-
fits to be derived remain uncertain, though no doubt more so at the
research than at the development level, and the degree of risk involved
makes it difficult to estimate benefits from the outlays made which, in
the event that some R & D projects prove successful commercially,
will only materialise in the future. Moreover, MNEs will understan-
dably seek to recoup the cost of financing unsuccessful research from
the results of successful research.

81. The manner in which expenditures on R & D (including the
cost of unsuccessful projects) are recovered varies according to the cir-
cumstances. Part will be obtained from the sales of the goods which
benefit from the results of successful R & D expenditure; part will
come from sale and licensing of successful items of intangible pro-
perty to related, or unrelated, parties. In both cases, taxable profits
accrue to the entities using the results of their R & D against which the
costs involved can be offset. R & D activities within multinational
enterprises are organised and financed in various ways. In some multi-
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national enterprises R & D is undertaken by one or more members, the
results being made available to the other members mainly by way of
licensing contracts; in such a case, R & D expenditures will not be
recouped until such time as any intangible property is developed.
Other MNE:s find it convenient to adopt varying forms of cost contri-
bution arrangements (such as those considered in Sub-section B below)
for allocating R & D expenses (and sometimes other expenses like ser-
vices and overheads)! among the different members participating in
the agreement; in such a way, R & D expenditures can be recouped
before any item of intangible property is developed. It may occur also
that R & D is undertaken at the specific request of one member.

82. The pricing policies adopted by MNEs in relation to intra-
group transfers of intangible property present a number of difficulties
for national tax authorities since the terms and conditions of such
transfers may not correspond to the economic realities but may be
used — partly because of the differences of national tax systems — as
a means of shifting profits between members in order to alleviate the
overall tax burden of the MNE. Tax considerations may themselves
determine the way in which R & D expenditures are recovered as well
as the form and amount of a transfer price or of a cost allocation —
particularly, for example, where the tax laws of a particular country
treat one kind of payment differently from another by allowing or
refusing a deduction or by requiring, or not requiring, certain kinds of
payment to be made under deduction of withholding tax and also
where one of the associated enterprises dperates in a country with a
lower tax rate than that in which the other operates or in a country
with no tax at all. On the other hand, as pointed out in paragraph 2,
tax considerations may be outweighed by other factors.

83. MNEs therefore recoup their costs of R & D and allocate their
profits in various ways for various reasons. In doing so, they may
create problems for national tax authorities. The transfer pricing
system or the cost allocation method agreed upon within an MNE
need not necessarily provide an acceptable basis for the determination
of profits for tax purposes in each of the countries concerned. The res-
pective tax authorities have to consider if, and to what extent, such
payments need to be adjusted for tax purposes.

1. In practice, MNEs quite frequently make what is called a “ package deal ”.
(See paragraph 19.)
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Patents and know-how

84. A patent gives a legally protected monopoly right to an inven-
tion. The term know-how is perhaps a less precise concept. The Com-
mentary on Article 12 of the OECD Model Double Taxation Conven-
tion — paragraph 12 — gives the following definition : “ Know-how is
all the undivulged technical information, whether capable of being
patented or not, that is necessary for the industrial reproduction of a
product or process, directly and under the same conditions; in as
much as it is derived from experience, know-how represents what a
manufacturer cannot know from mere examination of the product
and mere knowledge of the progress of technique ”.-Know-how thus
may include secret processes or formulae or other secret information
concerning industrial, commercial or scientific experience which is not
covered by patent.

85. It may be important for tax purposes to distinguish clearly a
transfer making available the use of know-how to another party, from
technical assistance or similar activities which constitute personal ser-
vices. Again, the Commentary on Article 12 gives some indications
that may be helpful in this respect : “ In the know-how contract, one
of the parties agrees to impart to the other, so that he can use them for
his own account, his special knowledge and experience which remain
unrevealed to the public. It is recognised that the grantor is not requi-
red to play any part himself in the application of the formulae granted
to the licensee and that he does not guarantee the result thereof. This
type of contract thus differs from contracts for the provision of servi-
ces, in which one of the parties undertakes to use the customary skills
of his calling to execute work himself for the other party ”. Examples
of personal services would be pure technical assistance, an opinion
given by an engineer, a lawyer or an accountant and services in con-
nection with the sale of goods, such as after-sales services or services
rendered by a seller to the purchaser under a guarantee. However, in
practice, it is often very difficult to determine where the exact border-
line lies as most know-how contracts include a service element.

86. A know-how contract and a service contract may be dealt with
differently in a particular country according to its internal tax legisla-
tion or to the tax treaties it has concluded with other countries. Thus,
in the United States the regulations for the allocation of income differ
fundamentally in the two cases. A charge reflecting fair market value
would be required for transfers of intangible property (unless a cost
sharing arrangement was concluded), whereas only cost has to be
charged for the rendering of services (except if the services are an inte-
gral part of the business activity of one of the contracting parties or if
they are rendered in connection with the transfer of property other
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than under a cost sharing agreement). In several countries, whether or
not a withholding tax is levied on payments made to non-residents
depends on the way an agreement is viewed. If the payment is seen as
service fees, it is usually not taxed in the country of origin unless the
receiving enterprise carries on business in that country through a per-
manent establishment situated therein. On the other hand, royalties
paid for the use of intangible property are subject to a withholding tax
in some countries.

Methods of making available a patent or know-how to another party

87. As already noted, there are numerous ways of making intangi-
ble property available, but three main methods may be distinguished
for tax purposes. A developer may recoup costs for R & D activities by
requiring payments from another party for the latter’s use of patents
and know-how once they are developed. This is discussed in Sub-.
section A. Another entirely different concept consists of contributing
to the cost of R & D. Various forms of cost contribution arrangements
are dealt with in Sub-section B. If research is performed by an enter-
prise at the specific request of another enterprise to which that pro-
perty then developed is assigned, this may often be regarded simply as
a service rendered by that developing enterprise and, if so, the pay-
ments made for the research may be more appropriately treated as
fees for services (see Chapter IV).

A. PAYMENTS FOR PATENTS AND KNOW-HOW DEVELOPED BY ONE MEMBER
FOR OTHER MEMBERS OF THE SAME MNE

88. Intra-group contracts licensing patents or know-how are fre-
quently concluded between a parent company, as the developer who
has borne the entire costs of the development, and one or several of its
subsidiaries. Where MNEs have formed research units in different
countries, members may also license the intangible property they have
developed to the parent or to other members, although R & D would
normally be undertaken on behalf of the parent company. Reciprocal
licensing (cross-licensing) is not uncommon, and there may be other,
more complicated arrangements as well. For tax purposes, the arran-
gements made between members of MNEs should correspond to those
that would be made between parties unrelated to each other.

Justification of benefits

89. Payments under licensing agreements would be allowed as a
deduction for tax purposes only if a real benefit had been conferred,
or could be reasonably expected at the time of the conclusion of the
contract to be conferred, on the licensee. It would normally be expec-
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ted that a licensing agreement should be concluded in writing defining
as closely as possible the nature of the intangible property which is
involved, and hence providing a basis for assessing the benefit confer-
red. In addition, the taxpayer would have to produce all the evidence
needed by the tax authorities to check if a benefit had in fact been con-
ferred on him as licensee in the particular case. It is clearly important
to determine what is the underlying reality behind an arrangement
irrespective of the latter’s formal aspect.

90. Whilst it has to be demonstrated that the patent, or know-
how, in question is in fact useful for the particular needs of the enter-
prise paying for them and that a real benefit is thereby conferred, this
point should not be confused with the separate matter of the calcula-
tion of what is the appropriate rate of the payment to be made for that
benefit.

The general principle of arm’s length pricing

91. The general principle to be taken as the basis for the evalua-
tion for tax purposes of transfer prices between associated enterprises
under contracts for licensing patents or know-how is that the prices
should be those which would be paid between independent enterprises
acting at arm’s length. It follows from this that such transactions
should not be treated differently for tax purposes from similar tran-
sactions between independent parties solely by virtue of the fact that
the enterprises are associated. Thus, if payments for the use of intan-
gible property are deductible for tax purposes when made between
unrelated parties, similar payments made in similar circumstances bet-
ween associated enterprises ought to be treated similarly. Also, in con-
formity with Article 24 of the OECD Model Double Taxation Con-
vention a deduction should not be refused on the grounds that the
payment is made to a non-resident. On the other hand, it seems hardly
likely in an arm’s length situation that a licensor would waive or defer
payment of royalties due to financial difficulties of the licensee. The
licensor would usually be entitled to withdraw the right to use the rele-
vant property.

Form and amount of the consideration

92. Where payments are made in respect of the use of intangible
property in intra-group situations, they should be in a form which is
compatible with the form which would be adopted in transactions bet-
ween unrelated parties under the same circumstances, though it has to
be taken into account that there are a number of forms which might
be adopted in an arm’s length situation. Usually, a royalty or a know-
how fee would be paid, that is, a recurrent payment based on the
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user’s output, sales or, in some circumstances, profits. When such
royalty-payments are based on the licensee’s output or sales a degres-
sive payment would be acceptable to tax authorities if this would be
usual between independent parties. The consideration may also take
the form of a lump-sum payment, sometimes combined with a recur-
rent payment. Enterprises may also agree on reciprocal licensing
rights.

93. The compensation for the use of intangible property may be
included in the price charged for the sale of goods when, for example,
one enterprise sells unfinished products to another and, at the same
time, makes available its experience for further processing of these
products. Whether it could be assumed that the transfer price for the
goods includes a licence charge and that, consequently, any additional
payment for royalties would ordinarily have to be disallowed by the
country of the buyer, would depend very much upon the circumstan-
ces of each deal and there would appear to be no general principle
which can be applied except that there should be no double deduction
or double charge for the provision of the technology.

94. In determining the amount of an arm’s length consideration,
the standard to be applied is the amount that would have been paid by
an unrelated party for the same intangible property under the same
circumstances. An arm’s length consideration may sometimes be
determined by looking to licence contracts that the same developer has
concluded with unrelated parties involving the same or similar intangi-
ble property under the same or similar market conditions. Likewise,
the offers to unrelated parties or the genuine bids of competing licen-
sees, could be considered when the data exist. Where the user sub-
licenses the property to third parties, the price paid by the latter may
be relevant. The amount of the consideration for similar transactions
between unrelated enterprises in the same industry may also be a guide
to the arm’s length rate, but appears to be infrequently used. In many
cases, it will be difficult to find satisfactory comparable open market
transactions since the owner of intangible property (and particularly
the owner of a patent) is essentially the owner of a monopoly right
which he may not make available to unrelated enterprises. It is consi-
dered that it is unlikely to be possible to construct any standard rates,
such as a certain percentage of sales, as even within a given sector of
industry it is extremely difficult to discern any typical rate or range of
rates.

9s. In using evidence provided by comparable transactions in see-
king to arrive at an acceptable price for tax purposes in relation to an
intra-group licence contract, it is necessary to take all the circumstan-
ces into account. This is as much the case where the evidence is provi-
ded by transactions between completely unrelated parties as in other
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circumstances. It is necessary for example to take account of the follo-
wing factors. The expected profits and conditions in the relevant mar-
ket can affect the amount, and account needs to be taken for example
of the possibility that the fee paid in one market may not reflect the
arm’s length price in another. The terms on which the transfer of the
intangible property is made need to be considered; limitations on the
geographic area in which rights may be exercised, export restrictions
on goods produced by virtue of any rights transferred, and the exclu-
sive or non-exclusive character of any rights granted may affect the
amounts payable (the amount of the consideration to be paid by the
licensee may be expected to be higher, for example, if an exclusive
right is conferred than if there are restrictions or limitations on its
use). The value of services such as technical assistance, training of
employees and so on, rendered by the developer in connection with
the transfer have to be allowed for, as may the capital investment (to
construct new plants or to buy special machines), the starting-up
expenses and the development work required of the transferee, if any.

96.  The nature of a patent can also be important: it is likely that
an entirely new and distinctive “ breakthrough ” patent will com-
mand a higher price than one either designed to improve a process
already governed by an existing patent or one for which substitutes are
readily available (but a breakthrough patent may also, because of its
novelty, be hard to evaluate). The length of the period during which
patents and know-how etc. are likely to maintain their value will also
affect the amount of the payments which would be asked for the right
to use them, and this period may vary widely since in some branches
of industry techniques are superseded more quickly than in others.
The degree and duration of protection afforded under the patent laws
of the relevant countries is variable but this factor must be evaluated,
bearing in mind that new patents may speedily be developed on the
basis of old ones, so that the effective protection of the intangible pro-
perty is prolonged correspondingly. The process of production for
which the property is used and the value it contributes to the final pro-
duct have to be taken into account and it would not be appropriate,
for example, if the royalty for a patented invention which only cove-
red one component of a device was calculated by reference to the selling
price of the complete product. In a case where an invention covers
only one part of a complicated machine, a royalty of a small propor-
tion of the selling price of that machine may seem reasonable at first
sight but may well be exorbitant if this component is measured by
reference to the value of other components and if its impact on the
final product is compared to the impact of other parts. If the licensee
has the right to participate in further developments by the licensor or
if, on the contrary, the licensee is under the obligation to impart fur-
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ther improvements of an invention, or other intangible, to the licen-
sor, these circumstances will influence the level of the payment made
for the original patent or know-how.

97. In arm’s length situations cases arise where the payment made
to the licensor varies according to the turnover of the licensee, being
perhaps at a lower rate if sales exceed a certain figure. Variations in
rates may be justified also according to the extent to which the intan-
gible property concerned has aiready been used by the licensee in pro-
duction.

08. Where a sufficiently similar transaction involving an unrelated
party cannot be found, or does not provide satisfactory evidence,
other methods have to be used as a means of testing whether the price
actually paid by the licensee is acceptable to the tax authorities, There
will be many cases of this kind and this illustrates the difficulty of the
subject. In general, reliance cannot be recommended on one particu-
lar method rather than another and usually it will be necessary to take
account of more than one method in reaching a satisfactory approxi-
mation to an arm’s length price.

99, It appears that one of the common approaches employed in
practice is to make a pragmatic appraisal of the trend of an
enterprise’s profits over a long period in comparison with those of
other unrelated parties engaged in the same or similar activities and
operating in the same area. There could, of course, be many reasons
for an unusual profit situation and it may be possible for the tax-
payers to give satisfactory explanations for particular cases. The pro-
fit comparison approach thus remains more in the nature of an indica-
tion that the consideration charged for the use of intangible property
may or may not be reasonable. Recourse to a comparison of the pro-
portionate profits of the licensor and the licensee achieved thanks to
the development and the use of the intangible property would not be a
promising method. It would be very difficult to isolate the respective
profits of the licensor and the licensee since a number of rights may be
under licence at the same time for the manufacturing of different pro-
ducts and since the accounting methods in the countries concerned
may differ fundamentally. In addition there is the difficulty of kno-
wing how to apportion the overall profit between the licensor and the
licensee.

100. It may be useful to look at the costs incurred by the licensor
in developing the property. However, the actual open market price of
intangible property is not related in a consistent manner to the costs
involved in developing it. This is because the price will exceed cost for
successful research, but the price will be less than cost for less success-
ful or unsuccessful research. Moreover, cost for successful research
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may often include the cost of unsuccessful research. The uncertainties
attendant on the eventual return on expenditure on R & D and the
length of time during which technology will prove to be commercially
usable together with the monopoly element present in patent licensing
make reference to cost hazardous. Moreover, it may not be easy to
determine what the costs connected with the development of a particu-
lar item of intangible property were when research is performed in a
group on a large scale and for various purposes. Despite these difficul-
ties, there may be cases where the cost-oriented method gives some
guidance, at least as regards the lower limit for the licensor’s profit in
normal circumstances. Looking at the costs may also be appropriate
to verify a provisionally acceptable price after other methods have
been applied.

101. In considering any one of the methods described, the tax
authorities need a substantial amount of reliable information about
the activities of the MNE in different countries. Sometimes, fiscal
authorities may lack certain information in examining transactions of
intangible property within MNEs. Tax authorities in the country of
the licensee may, for example, be unaware of the terms under which
the licensor has concluded similar agreements with other associated or
unrelated enterprises. Tax authorities in the developer’s country may,
for example, need to know the volume of sales realised by the licensee
using the property and the conditions of sub-licensing contracts, if
any, and the general conditions in the licensee’s market.

B. COST CONTRIBUTION ARRANGEMENTS AMONG ASSOCIATED ENTER-
PRISES FOR R & D EXPENDITURE

The practice of MNEs

102. Some MNESs use cost contribution arrangements to finance R
& D expenditure as or before it is incurred instead of selling or licen-
sing patents or know-how after they have been successfully developed.
This method of recouping R & D costs is not very common but it has
been used over recent years by several large MNEs with extensive and
costly research activities undertaken on a worldwide basis. Some of
these arrangements also cover the costs of various services (mainly
costs of technical assistance but often including also the cost of mana-
gement and administrative services). In the following paragraphs the
main characteristics of cost contribution arrangements are briefly des-
cribed and the attitudes of national tax administrations towards them
are then considered.

103. Although not numerous, cost contribution arrangements in
practice take a variety of forms. They fall however into two main cate-
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gories. There is, first, the cost sharing arrangement under which mem-
bers of the group agree to share the actual costs and the risks of R & D
undertaken for the benefit or expected benefit of each of them. In such
cases, each participant would bear its fair share of the costs and risks and
would in return be entitled to its fair share of any usable results of the R
& D. The arrangements resemble in some respects a joint venture or
partnership. Secondly, there is what may be described as the cost fun-
ding arrangement (which would be very unusual among unrelated enter-
prises) under which members contribute in a more general way to the
cost of the R & D programme of the group. Usually this contribution
would take the form of a generalised fee and would not be related to the
actual cost of any specific R & D activity. Such arrangements resemble a
mandate given by the members to the enterprise which is responsible for
the R & D programme (which may often be, but will not always be, the
parent company) to engage in or procure R & D for the benefit of the
group. In such cases, the actual results of the R & D may well be owned
by a single enterprise — frequently the parent company — which will
have the primary responsibility for the patent, although the results, if
any, of the R & D would usually be available to all the contributing
members.

104. The MNEs who adopt it see several advantages in a cost contri-
bution approach. Some feel that each affiliate has a better chance to get
access to the benefits from research programmes of a large magnitude in
return for reimbursing only a relatively small share of the costs. They may
also feel that cost contribution arrangements provide a simpler and more
equitable method than intra-group licensing. Finance through cost fun-
ding or cost sharing has the advantage that costs are either financed in
advance or reimbursed rapidly. Co-operation between the research
enterprise and the participants is considered by the MNESs to have been
encouraged by use of cost contribution agreements. Due to the different
accounting methods and tax legislation in the countries involved the
MNEs point out however that difficulties may arise when cost contribu-
tion arrangements are operated among enterprises in different countries.

105. In principle, only the net costs of R & D are allocated to the
participants of a cost sharing arrangement. Cost of research performed
at the specific request, whether of an associated or an unrelated enter-
prise, would not therefore be included in the total costs incurred and
would be billed directly to the enterprise that requested the work to be
done. Receipts from licensing to third parties would similarly be deduc-
ted. The remaining net costs are shared by the participants according to
an agreed formula and if there is an excess of royalties over gross costs in
any year, such excess would be distributed or credited. This net cost con-
cept seems to be widely followed, particularly in arrangements between
separately incorporated companies.
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106. Cost funding arrangements vary in the methods used for rai-
sing funds for development. According to some arrangements, the
participating enterprises contribute in proportion to their envisaged
use of the property developed. In many MNEs, however, contribu-
tions will be related to the turnover or sales of the participating mem-
bers and other (more sophisticated) formulae are also found. The cal-
culation of contributions would ordinarily take account only of the
net costs likely to be incurred. But the practice of MNEs may vary in
defining net costs in that they may adopt different methods of dealing
with costs recouped and profits made by the research company from
transactions with third parties.

107. There is evidence that co-operation in R & D is not confined
to associated enterprises, but that it also occurs between unrelated
enterprises. Jointly-owned research companies have been established
between private partners and between private firms and the State.
Such companies have taken the form of joint stock companies or part-
nerships. Usually, they will carry out specific research projects, but in
some cases, there is a more general co-operation between several parti-
cipants in R & D. The general shape of such arrangements appears to
be that participants would agree to share the costs incurred by the
research company but that research specifically requested would be
charged to the enterprise which asked for it. Otherwise, it appears,
the costs may be allocated in proportion to the envisaged use of any
developments, in proportion to the respective shares or according to
any other formula agreed upon. In return, the normal arrangement
seems to be that participants may use any property developed free of
charge. The patents will usually be owned either by the research com-
pany itself or jointly by the participants. However, it seems clear that
arrangements of this kind would usually remain more limited in their
objectives and in the extent of actual pooling of R & D activities than
in some examples of intra-group arrangements discussed above.

The attitude of the tax authorities

108. The United States have special rules for cost sharing arrange-
ments. Under certain conditions enterprises taking part in such arran-
gements are allowed for tax purposes to charge or to deduct as expen-
ses the actual costs involved without the addition of a profit mark-up.
In Regulation 1 482-2(d)4, a cost sharing arrangement is defined as an
agreement between two or more members of a group for the sharing
of costs and risks of developing intangible property in return for a
specified interest in the property that may be produced. The term
“ specified interest ” means that the participants would acquire a spe-
cific right to use a specific result of the research performed. The con-
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tribution to the costs must be reasonably related to the property confer-
red. It would be expected to be smaller, for example, if there is a geogra-
phical limitation to the rights that may be transferred. Such an agree-
ment, if entered into by members of a group, has to be concluded in
advance and in writing. It has to reflect an effort in good faith by the
participating members to bear their respective shares of all the costs and
risks of the development on an arm’s length basis, that is, the terms and
conditions must be comparable to those which would have been adopted
by unrelated parties similarly situated. If these conditions are met, and if
the research project is successful, rights to the property can then be
transferred free of charge to the participating member. On the other
hand, the participating member is not excused from contributing its
share of the costs of the research if the latter is not successful, or if the
research is successful but has a fair market value less than the share of
the costs that were borne by that member under the agreement.

109. The United States tax authorities were led to adopt these rules
mainly because various forms of cost sharing arrangements existed in
practice and because a need was felt to accommodate there existence in
the regulations. Experience with such intra-group cost sharing arrange-
ments is said to be positive and they do not appear to have opened up
avenues for tax avoidance. No greater danger of tax avoidance is seen
through cost sharing arrangements than through any other type of intra-
group transaction. The tax authorities apply a hard “ facts and circums-
tances ” test in each case. No particular problems have been raised by the
use of cost sharing contracts. The United States tax authorities appear to
have been mainly concerned with MNESs with headquarters in the United
States and recovering R & D costs incurred in United States research
centres from associated enterprises. However, in the reverse situation,
payments would be accepted as deductible expenses if the cost sharing
arrangement met the requirements set out in the regulations.

110. Other countries contributing to the preparation of this report
had little experience of cost sharing arrangements on the lines of those
approved by the United States regulations. Therefore they have not felt
the need to draft special rules regarding the deductibility of such pay-
ments as expenses or their treatment as receipts of a research centre loca-
ted in their countries, though they may be increasingly obliged to deal
with such cases.

Questions for taxation policy

111. The conceptual and practical difficulties in computing the costs
of the research and development efforts involved in bringing to the stage
of commercial exploitation an invention or new process, together with
the uncertainty surrounding its eventual profitability, have already been
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noted. R & D expenditures could be recouped through individual trans-
fers of the right to use property developed in the way described in Sub-
section A above but cost contribution arrangements may be seen as
another possible method. Both cost sharing and cost funding arrange-
ments present tax authorities with numerous difficulties and for tax
purposes adjustments may often have to be made to the payments pas-
sing between the parties. However, in reaching a decision on this point,
much would depend upon the precise conditions of such an arrange-
ment in an MNE and the justification provided in terms of benefits
received and costs incurred.

Justification of benefits

112. The terms and conditions of cost contribution arrangements
must be carefully examined in each particular case to determine whe-
ther the research is actually performed in the interest and for the real
benefit of the respective parties; in this sense a potential benefit would
be a real benefit only if the relevant party had a genuine and substantial
interest in the results which the research might produce. As in the case
of licence contracts, looking at the benefits conferred or conferable is a
key consideration. Thus, inter alia, the research carried out would have
to be closely related to the specific needs of the participants. The terms
and conditions of an arrangement must be comparable to those which
would have been adopted by unrelated parties under similar circums-
tances. Cost contribution arrangements between independent parties
are uncommon except for special projects, so that it would have to be
established that the respective participants are really in a position to
benefit from the various research projects. Normally, only manufactu-
ring enterprises would be expected to be found as participants in a cost
contribution arrangement since trading enterprises would expect to
recover their cost in the price of the goods sold, but there may be excep-
tions. The contributions by participants must be made for research pro-
jects in which they are in fact interested and should not lead to an exces-
sive build-up of funds in the hands of the research enterprise.

113. In most countries, it would normally be expected that the
terms of a cost contribution arrangement would have been laid down
in a written contract concluded in advance. The terms and conditions
would have to be precisely defined. A vague formula would not be
sufficient. In addition, the participants to the cost contribution arran-
gement would be expected to be able to demonstrate that the R & D
they are paying for is in conformity with the written agreement and
has been or will be carried out in practice. All the evidence needed to
prove that the research has been performed in the interest and for the
expected real benefit of a particular entity would have to be produced
at the request of the tax authorities concerned. Here again, it will be
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important to look at the substance rather than the form of an arrange-
ment.

114, Whilst it cannot be expected that all, or even most, research
projects will be successful, if a member of an MNE participating in a
cost contribution arrangement has not benefited from substantial
developments over a long period of time, this may be an indication,
since the R & D budgets of independent enterprises are naturally pro-
fit oriented, that the research was not carried out in the interest, and
for the benefit, of that particular company. In such circumstances an
independent enterprise would not be likely to participate in the arran-
. gement.

The amount of the contribution

115. Calculation of the permissible amount of deductible costs in
approved cases of cost contribution arrangements presents a number
of difficulties, including the possibility that such arrangements might
open up opportunities for profit transfers disguised as deductions for
costs. This consideration reinforces the need for a strict interpretation
of the notion of real benefit as it has to be established that only expen-
diture which is in fact related to R & D carried out in the interest of the
participants is charged to them.

116. = It is considered that not only direct costs but also some indi-
rect costs of R & D could be shared by the participating enterprises in
approved cases. Indirect costs are those which are not specifically
identified with a particular research or development activity but which
relate to the,direct costs. They would thus include costs with respect to
supervisory, clerical, administrative and other overhead activities in
accordance with generally accepted accountancy practice. It may,
however, be very difficult in practice to determine such costs preci-
 sely.

117. Costs of a capital nature, like expenditure for buildings,
machines and other assets necessary for the research, may be allocated
on the basis of the allowances for depreciation. Recognition may have
to be given to special allowances for R & D capital costs. Problems
may arise as the tax laws and the depreciation practices may vary con-
siderably in the different countries concerned.

118. In a genuine cost sharing arrangement, only net costs may be
subject to allocation, the costs of research at request being charged
directly to the requesting party and any licence receipts or receipts
from the sale of research assets being deducted from the amount to be
allocated among participants. Any subsidies granted to the developer
by a government would also be deducted. Any excess of receipts over
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gross costs in any year would normally be distributed, or credited, to
the participants in the arrangement. In a cost funding arrangement,
the question whether, and to what extent, the remuneration received
by the research company from third parties or government subsidies
have to be taken into account in calculating the contribution, may
depend upon the formula adopted by the group for the calculation of
contributions (see paragraph 106). It would not, however, be essential
to take account of marginal remuneration from third parties. As in
the case of licence and royalty arrangements, it will be important for
tax authorities to watch closely that costs of R & D are not, once
again, included in the price of goods that have been sold to one of the
participants of the arrangement; otherwise there would be double
counting of costs.

119. The question arises whether the contributions of the partici-
pants in a cost contribution arrangement should include a profit ele-
ment. In cases where R & D were carried out to order, the enterprise
carrying out the research should be expected to carry it out for a profit
and thus to charge, in addition to costs, a profit mark-up. It would
follow that the profit mark-up would then form part of the expenses
incurred by the contributing participants. It was noted that the United
States rules in the case of certain cost sharing arrangements (see para-
graph 108) treat the participants as incurring only the net costs of the
R & D which is carried out under the arrangement and it is necessary
to decide how cost sharing arrangements should be regarded in which
the enterprise carrying out the research charged the beneficiaries of
the research only the net costs which it incurred, without any profit
mark-up. It is considered that, to the extent that the enterprise
carrying out the research is relieved of risk because it could rely on its
costs being met by the participating members of the group, then any
profit mark-up should not take account of such risk and ought to be
limited to a reward for its activities in organising and managing the
relevant research project or projects. But it seems difficult to accept
that there would often be cases of genuine cost sharing arrangements
in the arm’s length situation. Accordingly, it would usually be right to
look for a profit mark-up in cases of cost contribution arrangements.

120. The treatment for tax purposes of contributions paid to a
separately incorporated research entity by associated enterprises is
also a matter to be considered. It would carry out research in the inte-
rest of other members and would not use the results of the R & D for
its own purposes. It seems, therefore, that such research enterprises
would ordinarily be required and allowed to charge costs plus a profit
mark-up to reflect their efforts at organising and managing the
research.
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The allocation to the participants

121. The costs of R & D have to be allocated in a fair and equita-
ble way to the participants of a cost contribution arrangement. There
is no formula that could be universally applied as the circumstances
may vary considerably. Some MNEs allocate costs in proportion to
the expected benefits of the parties involved and this seems a reasona-
ble approach. Others allocate costs according to the proportionate
turnover of the participants. This rule of thumb may provide a reaso-
nable measure of eventual benefits conferred, but it may also lead to
distortions and this type of allocation formula would have to be scru-
tinised closely by the tax authorities in the countries concerned.

Other considerations

122. The tax treatment of any contributions to R & D carried out
by another enterprise abroad will depend upon the laws of the coun-
tries concerned. Under such laws the payments may be deductible as
an expense or, in some circumstances, may be charged to capital
account according to the choice of accounting procedures, where a
choice is permitted as to the most advantageous or prudent course of
action in the opinion of the MNE. Special rules may apply when an
enterprise makes payments to a separately set up research entity which
it has established in co-operation with other companies. (See the
Appendix to this Chapter). !

123. A withholding tax, which in some countries applies to royal-
ties, is unlikely to be levied by such tax authorities when the parties
have concluded a cost contribution arrangement and this may have
been an important aspect as regards the preferences of MNEs for such
arrangements. In the context of the problem of profit mark-up on cost
contributions (discussed in paragraphs 119 and 120) the question was
raised whether when such contributions include a profit element, like
royalties, they should not also be subject to a withholding tax. It is
considered that these payments are ingredients in the calculation of
business profits and differ in character from royalties. Therefore they
ought not to be treated in the same way with respect to the taxation at
source (see also paragraph 174).

124, The need to obtain adequate information from MNEs noted
earlier applies, a fortiori, in the case of cost contribution arrange-
ments and calls for the co-operation of the members of the group.
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Section II

TRANSFER PRICING ASPECTS OF USE OF TRADEMARKS

125. Transfer pricing problems concerning trademarks and trade
names are discussed in the following paragraphs. Many of the consi-
derations below would also be relevant in looking at transfer prices
for similar items like models and designs. Franchising operations are
not treated here.

Some legal and economic aspects of the trademark

126. There are fundamental differences between trademarks and
patents. The essential difference is that trademarks are marketing ins-
truments whereas patents are basically concerned with the right to
produce goods. A patent gives an exclusive right to use a given inven-
tion for a necessarily limited period of time. Trademarks confer on
their owners the right to use them as distinctive signs to identify speci-
fic products or services of a particular manufacturer or dealer and, as
a corollary, to prohibit their use by other parties for similar purposes.
However, they do not necessarily create an economic monopoly,
because competitors are not prevented from selling the same or similar
products so long as they use different distinctive signs. A trademark
may continue indefinitely; its protection will disappear only under
special circumstances (voluntary renunciation, no renewal in due
time, cancellation or annulment following a judicial decision, etc.).
Patents are usually the result of risky and costly research and develop-
ment and the developer will try to recover his costs through sales or
licence agreements. The legal creation of a trademark is not an expen-
sive matter though it will very often be an expensive business to give it
a value and to ensure that that value is maintained or increased - inten-
sive and costly advertising campaigns will ordinarily be necessary and
so will expenditure, which may well be considerable, on the control of
the quality of the trademarked product. The expenditure may have to
be incurred not only by the owner of the trademark but also by the
licensee. On the other hand, in some cases, patents, because of their
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outstanding quality may also have a very strong marketing effect
similar to that of a pure trademark and payments for the right to use
such patents may have to be looked at in much the same light as pay-
ments for the right to use a trademark.

127. A trademark is the protection (usually capable of indefinite
renewal) under the law of the country concerned of a unique name,
symbol or picture so that it can be used only with the owner’s permis-
sion for the relevant products or services. It may help in the commer-
cial exploitation of a patented product but it may also serve as a kind
of hallmark conferring a valuable market status on the goods or servi-
ces denoted even though they enjoy no patent protection (either
because patent rights have expired or because they have never existed).
The value of the trademark in a particular country depends upon the
nature of the legal right created under that country’s law, upon the
extent and success of the promotional expenditure incurred in order to
implant the goods or services in the minds of potential customers (the
image of the trademark in that country, upon who incurred that
expenditure — the owner or a licensee — and upon the value of the
market to which it will provide access.

128. Trademarks may fulfil various functions :

a) A trademark traditionally points to the origin of a product or
of a service indicating that the relevant goods or services
come from the proprietor of the mark by virtue of his manu-
facture or provision of them, or his selection, certification,
dealing with or offering them for sale.

b) A trademark is, normally, considered by the consumer as a
guarantee of the quality of a specific product or service. No-
wadays, consumers seem to be much more concerned with
this guarantee of quality than with the origin of goods or ser-
vices. It is, therefore, recognised in modern trademark law
that it is not a necessary element of a trademark to indicate
the origin of a product or service.

¢) Trademarks may have an important advertising value for the
goods or services concerned. In modern trade, a business is
frequently built up around a trademark and the goodwill of
an enterprise may be inherent in the trademark itself. Trade-
marks may confer a considerable value and “ force of pene-
tration ” on certain products or services and may become a
commercial vehicle of great effectiveness. The force of pene-
tration of a specific trademark may be such that it transfers
to other goods, whether produced by the same enterprise. or
not, the goodwill of the original trademarked goods. A simi-
lar situation may arise with services.
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129. Trademarks may be acquired for goods, either for specific
products or for a line of products. They would mostly be used at the
consumer market level, but may be encountered at other market
levels. Trademarks may also be acquired for services. The ownership
of a trademark would normally be vested in one person, for example,
a legally independent company. A trademark is registered and protec-
ted in a given country, but the same signs could be registered as trade-
marks in other countries, or internationally.

130. A trade name (often the name of an enterprise) may have the
same force of penetration as a trademark and may indeed be registe-
red in some specific form as a trademark. The names of certain multi-
national enterprises in pharmaceutical or electronic industries, for
example, have an excellent sales promotion value, and they may be
used for the marketing of a variety of goods or services. The names of
well-known persons, designers, sportsmen, actors, people working in
show business, etc., may also be used as trade names and trademarks,
and they have often been very successful marketing instruments.

The trademark licence contract

131. It seems to be generally recognised nowadays that a trade-
mark may be sold or otherwise transferred by one person to another.
It is also admitted, in principle, that the owner of a trademark may
allow another person to use his trademark under certain conditions.
Trademark licensing has become a common practice, particularly in
international trade.

132. Various kinds of licence contracts are concluded in practice.
There are two main categories: first, the licensee could be a dealer who
is allowed to use the trademark in selling products manufactured by
the licensor and owner of the trademark; secondly, the owner of a
trademark could license a trademark to an enterprise which will use
the sign for goods that it produces itself or buys from other sources.
The terms and conditions of licence agreements may vary to a conside-
rable extent.

133. What is provided by the owner of a trademark is not limited
to measures to ensure the legal validity of the mark which is licensed,
and to taking care that it is properly used and protecting it against
infringements by other parties. The licensing of a trademark is nearly
always coupled with efforts by the licensor to keep the image of the
product up-to-date and with a strict control of the quality of the pro-
duct or its components or of the processing, manufacturing and sto-
rage conditions of the products to be sold under the trademark licen-
sed. If a licensor wants to secure that the products made and sold or
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the services rendered under the licensed trademark meet his quality
standards, this will lead almost automatically to a certain degree of
technical guidance. On the other hand, the licensee would often be
expected to co-operate in promoting the trademark for the common
benefit and to take account of trends in consumer attitudes. Because
co-operation between licensee and licensor is a feature of trademark
licensing, it will therefore affect the nature and amount of payments
made under the relevant contracts.

134. Technical assistance provided by the licensor would be one
example where trademark licensing is closely linked to other transac-
tions between the same parties. In other cases, the owner of the trade-
mark may sell finished or semi-finished products to the licensee. Also,
a manufacturing enterprise may be allowed to use a patent for the pro-
duction and a trademark for the marketing of certain goods. All-
embracing licensing contracts and similar arrangements are quite
often found in practice.

135. Between associated enterprises more complicated contracts
and wide-ranging arrangements are common. There may be different
forms of cross-licensing agreements and affiliates may agree on joi-
ning a licence pool. “ Package deals ” seem to be widely used by
MNEs. The arrangement in a multinational enterprise may be that all
members are entitled to use, normally for a consideration, the trade-
marks, trade names, patents and other intangible property developed
by any member of the group.

Considerations affecting the value of a trademark

136. It is possible that a new trademark or one newly introduced
into a given market may have no value or little value and its value may
change over the years as it makes an impression on the market (or
perhaps loses its impact). The value and any changes will depend to an
extent on how effectively the trademark is promoted in a market. In
certain cases, the value for the licensor may increase as the result of
efforts and expenditure by the licensee (zero royalties or lump-sum
payments which recognise this possibility are not uncommon), and the
licensor may also subsidise special efforts by the licensee. It follows
that in such cases the share of the obligations and expenditure neces-
sary for the effective use of a trademark between licensor and licensee
in an arm’s length situation will mainly be influenced by the relative
benefit expected by the parties (especially if the trademark licensing is
linked with transfers of the trademarked goods or services: in such
cases these transfer prices may have to be taken into account for the
assessment of an appropriate trademark royalty).
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137.  Because of the considerations set out above, it is necessary,
in seeking to arrive at the arm’s length price for the right to use a tra-
demark or trade name, to approach this matter rather differently in
some respects from the way in which the problem would be approa-
ched in the case of a patent royalty or other similar intangible. Howe-
ver, as with transfers of technology, the essential question here is what
benefit is transferred. In answering this question, it is necessary to
assess all the obligations implied by the licensing agreement and the
likely costs to be incurred or saved by both parties. The costs incurred
by the licensee under the licence contract will affect the amount of any
trademark royalty which he is required to pay. In arriving at the arm’s
length price, it may be possible to use the comparable uncontrolled
price method if a trademark or trademarks with similar effects are
licensed to unrelated enterprises, though as with patent royalties there
may be little useful evidence available for this kind of comparison
(moreover the impact and the value of a trademark in one market will
not necessarily be the same as in another): it will not be very useful to
refer to the costs of developing the trademark as a foundation for this
calculation since these will not normally be relevant, whereas it may
well be relevant to have regard to the costs of maintaining the value of
the trademark, including the costs of advertising and quality control;
some help may be found, if adequate evidence is available, by compa-
ring the volume of sales and the prices chargeable and profits realised
for trademarked goods with those for similar goods which do not
carry the trademark.
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Appendix to Chapter II1

SOME ASPECTS OF THE TAX TREATMENT
OF RESEARCH AND DEVELOPMENT!

138. Deductibility of R & D expenditures

- a) R & D expenditures could be either treated as current expenses
or charged to capital account. The general rule seems to be that R & D
expenditure incurred during the taxable year in connection with a
trade or business is treated as an expense and allowed as a deduction
in computing profits for tax purposes. The expenditure may be related
to a general research programme or to a particular project and the tax-
payer may or may not have obtained a patent protecting his develop-
ment. A tax loss may be carried forward.

b) In the United States, the taxpayer may choose the method
which is most advantageous to him and may deduct his R & D expen-
ditures as expenses or may charge them to capital account to be
written-off in later years. In France, Germany and Switzerland, R & D
expenditures which are deductible as expenses have to be treated as
such; the taxpayer has no choice. In the United Kingdom R & D
expenditure may be deducted as an expense but if as a matter of
accountancy practice the taxpayer preferred to capitalise such expen-
diture and then write it off over a period of years, no objection would
be offered.

c) The United States rules on deferred expenses are that, in com-
puting taxable income, such deferred expenses are allowed as a deduc-
tion rateable over a period of not less than 60 months as may be selec-
ted by the taxpayer. The period begins with the month in which the
taxpayer first realises benefits from his expenditure.

d) However, different rules apply when the R & D expenditure is
clearly of a capital nature. Any expenditures for buildings, machines

1. These notes relate to the situation at Ist January, 1979.
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and other assets have to be charged to a capital account,-and a reaso-
nable allowance for depreciation is allowed. In some countries, special
allowances are granted with regard to research assets. In France, a
special allowance of 50 per cent for buildings used for research is avai-
lable. A similar allowance, limited to 30 per cent for buildings and 50
per cent for other assets, was granted in Germany if the assets had
been bought or produced prior to 31st December, 1974. In the United
Kingdom, the whole cost of capital expenditure incurred on scientific
research is deducted in a single amount as it is incurred. No such spe-
cial allowance is granted in the United States, but the allowances for
depreciation of property may be considered as R & D expenditures
and such expenses may be deferred in the way described in paragraph
(c). Moreover in some countries subsidies for research assets bought
or produced by a taxpayer are available. A subsidy of 7.5 or 20 per
cent — depending on the amount of costs incurred — may be obtained
in Germany under certain conditions.

Companies for joint research

e) | Frequently, enterprises group together and create a special
en{erprise to do research for their common benefit. If this enterprise is
established as a partnership, any losses incurred by its research activi-
ties may normally be set off against profits realised by the partners
themselves in the same country. However, a set-off of profits and los-
ses would often not be possible between enterprises operating in diffe-
rent countries. In France, a new legal form of a company, the “ grou-
pement d’intérét économique ” (GIE), is particularly suited to joint
research operations!. If a research entity is formed as a joint stock
company, its losses could not normally be set off against profits reali-
sed by the individual shareholders. '

h l Contributions to the capital of a research company would not
ordinarily be deductible by the participating enterprises. In the case of
a joint stock company, a depreciation of the shares would normally
not be allowed. In France, however, the contributions to the capital of
research companies which have been approved by the government
may exceptionally be depreciated up to 50 per cent by the participants
if certain conditions are met.

1. The GIE is a legal entity itself. As there are few binding rules, it can be
adapted to various situations by the participants. If a loss is realised, it can be set off
against profits incurred by the partners [as in the case of a partnership (“ société ”)].
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CHAPTER IV

CERTAIN INTRA-GROUP SERVICES

INTRODUCTION

Preliminary remarks

139. In nearly every MNE arrangements have to be made for pro-
viding within the group a wide range of services, in particular adminis-
trative, technical and commercial services for the constituent parts of
the enterprise; such services may include the important control func-
tion needed to implement the overall strategy of the-group comprising
the parent companies and its associates. The cost of providing such
services may be borne initially by the parent or by a specific associate
or by a number of associates and may be recovered in a variety of
ways from the other enterprises in the group. The practice of MNEs in
charging for such services differs widely, inter alia, according to the
type of service, the specific circumstances of each case and also to tra-
ditions within each MNE and the countries in which the MNE opera-
-tes. National tax authorities are of necessity much concerned with the
ways MNEs charge for services, since the solution adopted can have a
significant impact on the allocation of profits between the parent
company and its associates. Futhermore, unless there is some broad
convergence of the approaches adopted by different tax administra-
tions to such problems, conflicting claims to tax may arise, with the
consequent possibility of double or multiple taxation of profits.

Scope of the Chapter

140. This Chapter is confined to the treatment of services which
are typically and distinctly provided within a highly integrated group
of enterprises and therefore normally are not rendered in the same
quantity and form between independent enterprises, although such
services may nevertheless be encountered in third party contracts,
especially those with specialised service enterprises. This report,
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however, does not, except incidentally, deal with service industries
where the rendering of services is part of the regular business. The
activities of MNEs and their component members engaged in insu-
rance, banking, tourism, communication, transportation, manage-
ment consultancy, advertising and so on raise special questions that
are not fully dealt with here.

141. As already noted, intra-group arrangements for making avai-
lable the use of intangibles share some common features with those
for rendering services. In some cases, indeed, such as know-how con-
tracts, it may be very difficult to determine where the exact borderline
lies between the two (see paragraph 85). Again, auxiliary services are
frequently associated with the transfer of technology. In this report,
however, payments for services are dealt with as a separate matter, as
a convenient way of analysing the particular problems which may be
presented by them in the ascertainment of the profits of the various
members of MNEs,

142. Section I contains some brief comments on the nature of
intra-group services in MNEs and the ways in which the provision of
such services are organised. Section II sets out an approach to the tax
treatment of intra-group services. Section III summarises the main
conclusions reached.
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Section 1

SERVICES IN A GROUP OF ASSOCIATED ENTERPRISES

143. Some of the services provided within a multinational enter-
prise form part of a range of services provided on a continuous basis
(for example, technical assistance); others are more tailored to speci-
fic occasions, for example, trouble-shooting services. Some of the ser-
vices provided are clearly the same as those which could be provided
for other companies -by specialised independent service companies,
such as legal or accountancy services; other services (such as central
auditing or foreign financing advice, or training of personnel) may be
on the face of them specific to the MNE as a whole, though even these
are services which to a large extent may be provided by unrelated
enterprises for themselves; others again relate to the parent
company’s stewardship activities. Individual MNEs differ quite
widely in the services which are provided and in the manner of provi-
ding them, and only a functional analysis of each case can reveal the
role of any particular unit — whether parent company, regional or
divisional centre or other associated enterprises. Nevertheless, the
parent company will normally have special functions of co-ordination
and control which it may sometimes delegate in part to other control
centres. The parent company also, it needs to be remembered, is the
ultimate shareholder of the subsidiaries in the group although there
will often be other shareholders in particular associated companies.

144. Technical services may be linked quite often with transfers of
technology (patents and know-how) and with sales, and, in such cases,
they may or may not be remunerated separately. In other cases, tech-
nical services may be provided in connection with new production
plans, rationalisation, quality control and other improvements. Servi-
ces of an administrative and commercial nature would include services
provided in connection with financing, such as capital increases, loan
contracts, supervision of cash flows and solvency, services in connec-
tion with employment and social questions, investment and produc-
tion assistance, intra-group co-ordination, marketing and auditing,
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including, for example, production and sales control and other more
- general budgetary matters. .

145. For the purposes of analysis this report treats activities of a
servicing nature provided within a group of associated enterprises as
falling into the following three categories. The first comprises activi-
ties of the parent company acting in its capacity as a shareholder. A
second group of activities would comprise those unequivocally perfor-
med for the benefit of one or more associates. Thirdly, there are servi-
cing activities which may benefit to varying degrees the parent, the
group as a whole and one or more of the associated enterprises in par-
ticular. In the real world, classification of particular servicing activi-
ties under these three headings is not always self-evident. This pro-
blem is discussed further in paragraphs 154 to 156 below.

146. A notable feature of service activities in MNE:s is the availa-
bility of certain services “ on call ” (that is, to be used as and where
needed). The parent company, or possibly a separately constituted
service company, may thus be ready to provide, for example, finan-
cial, managerial, technical, legal or tax advice and assistance to mem-
bers of the group at any time in return for payment which will com-
monly take the form of an annual flat rate fee or contribution from
each of the relevant members based possibly on that member’s total
sales or turnover, etc. Such  on call ” services may also, however, be
paid for individually wher: provided.

147. Practice in charging for intra-group services or, as the case
may be, in allocating central expenditures, differs according to the cir-
cumstances and organisational structure of each MNE. There does
not appear to be any fixed pattern either industry-wise or country-
wise. Some MNEs consider that certain costs of central staff activities
are incurred with a view to benefit the parent company. In such cases,
no charge would be made for what are sometimes called “ administra-
tive ”, “ managerial ” or “ parental ” services. However, it seems that
these are not well-defined categories and that their composition varies
from one MNE to another.

148. Other MNEs tend more to follow a global allocation con-
cept, mainly based on costs, arguing that it would not correspond to
economic realities to take out the costs of some services, since all the
activities of the parent are performed in the interest, and for the
benefit, of the entire group. According to this view, it would be artifi-
cial to separate out some types of services, since what counts is the
long-term performance of the MNE and its members, taking account
of the whole of their continuous stream of activities. Consequently,
all the parent company’s or service company’s costs are allocated to
the associates in proportion perhaps to their sales, or to their turno-
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ver. Cost allocation systems are sometimes limited to services, but in
other cases associated enterprises pay a flat fee as a remuneration for
the right to use patents and know-how and trademarks as well as to
receive diverse services (the so-called “ package deal ”). Costs for cen-
tral group activities may also be passed on as part of the price of
goods delivered to associates. A profit mark-up may or may not be
added to the costs included under a cost allocation system.
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Section [1

TREATMENT FOR TAX PURPOSES
OF INTRA-GROUP SERVICES

149. The successive steps involved for tax authorities are iden-
tifying the type of service, determining whether a benefit has effecti-
vely been conferred on one or more of the associated enterprises (with
which is bound up the question whether such enterprises should be
expected to pay for them) and then evaluating the amount of the
remuneration appropriate in each individual case. For MNEs the need
is to produce satisfactory evidence to prove that services have in fact
been performed, costs incurred, and that a real benefit has been con-
ferred on an enterprise.

150. Determining whether a benefit has effectively been conferred
on an associated enterprise may raise a number of questions, inclu-
ding mainly the following :

— if services are provided on an “ on call ” basis, should an
enterprise be expected to pay irrespective of whether it uses
the service over a given period ?

— can expenses incurred by a parent company in managing and
protecting its investments be properly charged to the mem-
bers of the group ?

— if services are performed or made available neither in the
exclusive interest of the parent company nor in the specific
interests of one or several subsidiaries, how should the
various members of the group pay for such services ?

These questions are dealt with in paragraphs 151-159 below. The ques-
tion of what should be the form and amount of the payment is dealt
with in paragraphs 160-169 below. The question of what evidence
needs to be produced by MNE:s is taken up in paragraphs 170-173.
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Justification of benefits

151. Any payment for services rendered between associated enter-
prises would be required or allowed for tax purposes only if a real
benefit has accrued to the enterprise that has been charged for such
services. In such cases it may be accepted that a real benefit has been
conferred when the assistance was intended to serve the other enter-
prise, according to reasonable expectations at the time the service was
rendered, even if the potential benefits anticipated are not realised in
practice.

152. When a parent company, or another company in a group
maintains staff or equipment available to render specific “ on call ”
services, of the kind described in paragraph 146, costs are incurred in
the interest of associated enterprises and they could normally be char-
ged for such services. However, the tax authorities in the country
where a subsidiary is established may properly take account of the
actual use made of the services that are available. In doing so it would
be appropriate to look at the continuous stream of activities and the
benefits received over a period of more than one year, as it may well
happen that even if the services are not used in a given year they may
be used intensively in another year.

153. It is comparatively easy to ascertain whether or not a benefit
has been conferred by a service when the service meets the specific
needs of a particular enterprise. Where costs are incurred by the cen-
tral organisation on behalf of the group as a whole it will often be very
difficult to determine whether a real benefit has accrued to the diffe-
rent members of the group. Generally speaking, an indirect or remote
benefit to an associated enterprise would not justify a deduction for
tax purposes. This, ordinarily, would also apply if a service merely
duplicated a service being performed by the associated enterprise, or if
the service is already being performed by a third party.

154. Expenses incurred by a parent company in managing and
protecting its investments are incurred by the parent company as share-
holder and would not be properly chargeable therefore to the other
members of the group. Other expenses incurred by the parent com-
pany may also be distinguished as prima facie incurred solely for its
benefit and similarly not properly chargeable to the other members of
the group. These latter would include, for example, the cost of the
parent’s audit of its subsidiaries, expenses incurred by a parent com-
pany in arranging meetings of its own shareholders and for consolida-
ting the results of the members of the group, including the necessary
auditing, and in providing finance for the extension of the group
itself.
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155. There may be cases, however, where such expenditure is
incurred in the provision of services which benefit a subsidiary. For
example, the audit of a subsidiary might on rare occasions prevent
duplication by fulfilling to some extent the audit requirements of the
relevant national law in regard to that subsidiary. However, a claim
that there was a benefit for a subsidiary in such circumstances as these
would need to be well supported by evidence.

156. The central co-ordination and control of the group is a ser-
vice which the parent company provides at least partly for itself and to
some extent as shareholder of the subsidiaries, but this service will nor-
mally in fact benefit the individual members of the group, though it
will not necessarily benefit them all equally, and may even provide a
positive disadvantage to some in particular instances.

157. Where the services comprise, for example, the decision-
making activities of the top management of the parent company, it
may be argued that they fall into the category of services provided by
the parent.company for its own benefit as shareholder and not for the
benefit of the individual members of the group, although they may
provide a benefit for one or other of these members. The indirectness
or remoteness of the benefit will be a relevant factor in deciding whe-
ther or not this kind of service could properly be chargeable to mem-
bers: the answer to the question whether the member would have
bought the service had it been on offer from an independent third
party may also be a relevant factor.

158. The question of what part of the central co-ordination and
control of the group carried out by the parent company is a service for
which the other members should be expected to pay is a difficult one.
Many elements of this activity might, however, be bought by an enter-
prise from an independent third party — for example detailed plan-
ning services for particular operations, emergency management or
technical advice (trouble shooting), even in some cases assistance in
day-to-day management, and in principle there need be no difficulty
about allowing or requiring such services to be charged for.

159. To discern what benefit a particular member of the group
may derive from such services it will often be necessary to analyse in
some degree the responsibilities and functions of the various members
of the group as well as their performances and profits (perhaps over
several years) so as to establish the relationship between the relevant
services and the member’s activities and performance, and it may be
necessary to consider not only the immediate impact of a management
decision, but also its long-term effect. For example expenditure on
preparations for a marketing operation might prima facie be too
heavy to be borne by a member in the light of its current resources,

78



but, taking into account the profit expectations from the operation, it
may nevertheless be regarded as an arm’s length expense.

Form and amount of the consideration

160. As in other areas of intra-group transfers, the general princi-
ple to be followed is that prices for services performed between asso-
ciated enterprises should be those which would be paid betwaen unre-
lated enterprises. Consequently such transactions should not be trea-
ted differently for tax purposes from similar transactions between
unrelated enterprises, simply because the enterprises happen to be
associated.

161. Special situations which could be argued to justify waiver or
deferral of payment (for example, start-up losses, financial difficul-
ties) would appear to occur very exceptionally in transactions between
unrelated enterprises but the possibility of them occurring cannot be
wholly discounted.

162. In transactions between independent enterprises specific ser-
vices are normally charged individually to the recipient of the services
whereas, when an assortment of services is provided for the members
of an MNE, the payment is often made by way of a flat rate fee. In
principle, thlS would be acceptable to tax authorities to the extent that
independent enterprlses makmg comparable arrangements could be
expected to fix the price in a similar manner. It is not unknown, for
example, for an independent enterprise to pay an annual “ retainer ”
fee to a firm of lawyers to ensure entitlement to legal advice and repre-
sentation if litigation is brought against the concern. These services
may be available “ on call ” and they may vary in amount and impor-
tance from year to year.

163. The compensation for services rendered to an associated
enterprise may be included in the price for other transfers. Thus, the
price for licensing a patent or know-how may include a payment for
technical assistance services performed for the licensee or for manage-
rial advice on the marketing of the goods produced under the licence.
In such cases, tax authorities would have to check that there is no
additional service fee charged and that there is no double deduction.

164. Normally, to determine the amount of the consideration
under the arm’s length principle, the open market value of the services
rendered would have to be established. Information about the prices
paid in other transactions of a similar kind, between unrelated parties,
would naturally be looked for, but in the absence of such informa-
tion, it may be necessary to look at prices charged by the providing
enterprise for similar services to unrelated enterprises. In applying
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either of these methods of arriving at the arm’s length price, account
has to be taken of the possibility that the arm’s length price in one
market may differ from the arm’s length price in another.

165. Where it is not possible to compare the service fee charged by
an associated enterprise with the price charged in a sufficiently similar
open market transaction, a cost-oriented method may be helpful in
providing an approximation to arm’s length prices. The general rule
should be that the charge, in these cases, ought to reflect all the rele-
vant costs, both direct and indirect, since an independent supplier of
services in an arm’s length situation would seek to recover all relevant
costs incurred. It may often be very difficult in practice, however, to
determine the indirect costs actually related to a particular service and
an apportionment of the total relevant costs of the supplier on some
reasonable basis may have to be accepted. The supplier of the service
would normally be expected to charge the full cost (as opposed to the
incremental or marginal cost).

166. Direct costs are those identifiable with a particular service
including, for example, costs attributable to employees directly enga-
ged in performing such services, and expenses for material and sup-
plies directly consumed in rendering such services. Indirect costs are
those which cannot be identified as incurred in relation to a particular
activity but which, nevertheless, are related to the direct costs; these
include costs incurred to provide heating, lighting, telephone, etc., to
defray the expenses of occupancy (rents and maintenance of buil-
dings, etc.) and those of supervisory and clerical activities as well as
other overhead burdens of the department incurring the direct costs.
They include also an appropriate share of the costs relating to suppor-
ting departments and other applicable general and administrative
expenses, to the extent reasonably allocable to a particular service.

167. As with research and development, an important question to
be answered is whether, if a cost-oriented method is used, a profit
mark-up should be required and allowed by the relevant tax authori-
ties. In the arm’s length situation an independent enterprise would
normally charge for the services it provided in such a way as to recover
not only its costs but also an element of profit, and in the case of asso-
ciated enterprises the general rule would therefore be to expect the
charge to be based on costs with an appropriate profit mark-up.

168. Clearly if a main activity of an enterprise is the business of
providing such services then in the arm’s length situation it must seek
to make a profit and in the case of associated enterprises a charge
including a profit element would be appropriate. It is also unlikely
that an enterprise in the arm’s length situation would provide services
merely for cost, even if the provision of such services were not a main
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part of its business, if it were particularly capable of supplying the rele-
vant services and the value of the services to the recipient were conside-
rably greater than the cost, or if the cost of the services represented a
substantial proportion of the expenses of the recipent’s business. Tax
authorities might expect therefore that the charge for services provided
by an associated enterprise in this sort of situation would also include a
profit element some tax authorities would not in practice expect a profit
mark-up to be included in a charge for services provided by an associated
enterprise in other circumstances but exclusion of a profit mark-up in
such cases cannot be generally recommended as a matter of principle,
though, unless significant amounts of money are involved, there may
often be little to be gained in seeking to adjust a charge based on direct
and indirect costs alone.

169. If a cost-oriented method is used, the question has to be asked
whether the cost could in fact be met by the recipient of the services, and,
if it could not, the cost-oriented method will prima facie not be appro-
priate for use in arriving at the arm’s length price. In addition the real
value of services concerning very specialised assistance may not be rela-
ted in a consistent manner to the costs involved. If a comparable open
market price cannot be found and if the cost-oriented method does not
seem appropriate, other methods may have to be used by tax authorities,
based for example on the examination.of the overall performance of the
relevant associated enterprise or on any other useful indicator. It may
also be helpful to take account of more than one method in reaching a
satisfactory approximation to an arm’s length price.

The evidence to be produced

170. A taxpayer has to produce satisfactory evidence to prove that a
service has been performed, a cost incurred and a real benefit, whether
actual or potential, received. To determine what is the underlying reality
behind an intra-group service agreement or cost allocation arrangement
is often therefore the crucial question for tax authorities when deciding
whether or not to admit the deduction of a payment.

171. What would be regarded as satisfactory evidence on these
questions depends largely on the type of service rendered and on the
circumstances of each individual case. Where a service payment is
based on costs, adequate books and records must be maintained by
taxpayers to permit verification of such costs. In the case of cost-
related allocation schemes, the enterprise could be expected to provide
written service or cost allocation agreements defining as closely as
possible the nature of the activities and costs included, as well as the
method of remuneration. Where this seems necessary after the event,
supporting evidence could, for example, include invoicing, individual
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evidence of cost incurred, records of time consumed, travel documen-
tation and written evidence of the cost allocation agreement and evi-
dence of the service flow over an appropriate period.

172. Especially in cases where an MNE’s central expenditure is
allocated to the members on a broad basis it would be necessary for
the taxpayer, in co-operation with other associated enterprises, to be
prepared to submit information to the tax authorities about the struc-
ture and organisation fo the MNE and about the functions and res-
ponsibilities of its respective members.

173. As has been said, the evidence to be produced will depend
largely on the facts and circumstances of each particular case, and on
the amounts of services rendered or costs allocated. In cases of minor
importance, it may not be reasonable to require taxpayers to keep ela-
borate records and costly documentation, and tax authorities may
find it sufficient to make an assessment of the appropriate charge as
best as they can in the light of the available evidence.

Withholding taxes

174. It seems that some countries levy withholding taxes on ser-
vice fees and contributions to central management costs when they are
paid to an associated enterprise in another country. The view taken in
this report is that, in accordance with the OECD Model Double Taxa-
tion Convention, such payments should not be taxed in the country of
source unless they enter into the computation of the profits of a per-
manent establishment of the providing enterprise (see also paragraph
123).
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Section III

SUMMARY OF CONCLUSIONS

175. It appears that there are two fairly clear-cut situations; one
where services are provided exclusively for the benefit of the parent
company and another where they are provided for the specific benefit
of one or more associates. Apart from these, most of the likely situa-
tions present some uncertainty about which associated enterprise has
derived the benefit from the services or in what proportion its benefits
have been shared. The appropriate amount chargeable for the service
presents a further question in all these situations.

176. Costs clearly belonging to the sphere of the parent company
as shareholder cannot properly be chargeable to its subsidiaries since
they are incurred by definition in the interest of the parent company
alone, though it might not be easy to decide that expenses fall unequi-
vocally into this category. Expenses incurred by a parent company in
arranging meetings of its own shareholders, or for consolidating the
results of the members of the group, or by way of administrative
expenses in providing finance for the extension of the group itself,
ought not, to the extent that they have to be regarded as shareholder’s
expenses, to be chargeable to the members of the group.

177. Charges for specific services provided by one associated
enterprise to another should in principle be allowed, though here
again, the receipt of a real benefit would have to be established. This
would be so whether the services were provided on a specific basis or
“ on call ” as described in paragraph 146. In the case of flat fee remu-
neration of services, including “ on call ” services, it would be proper
for the tax authorities to consider, inter alia, from an examination of
the use made of the services in fact over a period, whether it would be
appropriate to regard the entity concerned as deriving any benefit
from them.

178. As regards the wide range of activities which may be per-
formed by a parent company or possibly by specialised subsidiaries,
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which to some extent are performed in the interests of the MNE as a
whole and to some extent in the interests of particular members, diffi-
culties will often be experienced in discerning precisely in the interests
of which member they are performed. This grey area would include
activities commonly described as “ trouble-shooting ” services, gene-
ral managerial advice, control and supervision and advertising. Where
the charges were important in ascertaining the tax liability of the rele-
vant member (whether this was the parent company or an associate), it
would be especially necessary to look closely at the question of what
benefit was derived by the relevant member and to be guided by the
size and degree of that benefit, accepting the principle of chargeability
if the receipt of a benefit could be established, and if it would nor-
mally be paid for between unrelated enterprises.

179. Here too, a real benefit would include a genuine potential
benefit even if in the upshot it did not materialise and it would be pro-
per in considering whether or not a benefit was received to look at the
circumstances over a period longer than the particular year of account
in question.
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CHAPTER V

LOANS

Preliminary remarks

180. It appears that MNEs tend increasingly to devise overall
financing policies for their associated enterprises, in which policies
intra-group loans play an important role. Taxation considerations
form part of an MNE’s financial strategy where loans are concerned
because the tax cost of debt financing is usually less for the group than
that of equity finance, and this also is a problem which concerns the
delimitation of two national jurisdictions. Other considerations are
the extent to which an associated enterprise with an MNE can itself
borrow, the policies of governments from the point of view of
exchange control and the balance of payments, relative costs of borro-
wing in the various financial centres and the risk of exchange losses.

Scope of the Chapter

181. In most cases of loans within multinational enterprises,
money would be lent by the parent company to its subsidiaries; but it
often occurs that parent companies borrow from their foreign subsi-
diaries. Debt servicing can provide opportunities for profit shifting,
for example, either from the subsidiary to the parent or vice versa
depending on whether the lender charges an excessive rate of interest
or the borrower pays less than normal interest. This Chapter of the
report attempts to deal with the situations which are met in practice. It
is assumed in what follows that the associated entérprises involved are
not engaged in banking or financing activities as part of their regular
business.
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Section 1

DEFINITION OF LOANS

182. The term “ loan ” is used in a broad sense and applies to all
forms of indebtedness. This includes loans or advances of money or
other consideration, whether or not evidenced by a written instru-
ment. The contracting parties would normally agree that a fixed
amount of principal has to be paid back and this would usually be
reflected in the books of both the lender and the borrower. Any form
of indebtedness arising in the course of business out of sales, leases,
the rendering of services or any other extension of credit is also inclu-
ded.

Loans versus equity contributions

183. Since for tax and other reasons equity contributions may be
disguised as loans, a distinction has to be made between the two.
Where it is determined that a financial transaction is a contribution to
the equity of an enterprise, it follows that no interest is due. Thus such
cases do not constitute an exception to the general principle that loans
should bear interest. As a practical matter, some countries may be less
concerned than others with this question, but the principle does not
seem disputable.

184. Financial contributions from a parent company to its subsi-
diary abroad would be the case in point. Tax authorities in the
parent’s country will not require the parent to receive interest if the
alleged loan is in fact an equity contribution and will ordinarily consi-
der any interest which has been paid as being, in fact, a réceipt of a
dividend. Making a distinction between an equity contribution and a
loan is, in practice, more important for the country of the subsidiary.
It is clear why this should be so. Thus, if it is decided that the financial
transaction is, in fact, a disguised equity contribution, the country of
the borrower will ordinarily disallow for tax purposes the deduction
of interest and will treat it as a dividend payment in which case it may
also attract a different rate of withholding tax.

185. Countries approach differently the question of how to distin-
guish an equity contribution from a loan. In some states, specific real-
location provisions apply when one of the companies involved is a
non-resident. In others, transactions between domestic entities and
transactions with non-residents generally follow the same rules. Three
main types of solution may be mentioned.
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186. A number of countries adopt a fairly flexible approach, exa-
mining the circumstances of each individual case. Thus one country
lists several factors, each of which is assumed to be evidence of either
a stock or a debt instrument. The courts in that country have weighed
these criteria in numerous cases they have had to deal with; but it is
reported that each has been decided on the basis of the particular
facts. The most important factors! that have been taken into conside-
ration by the courts are: whether there is an unconditional written
promise to pay a fixed amount of principal at a fixed maturity date;
whether the loan is subordinated to the rights of other creditors; the
ratio of debt to equity of the company?; whether the debt is converti-
ble into stock or shares of the issuing company; whether the share-
holders of the company hold the alleged debt instruments pro rata in
relation to their shareholdings; the rights of the holders in the event of
a default in the payment of intetrest?; whether the parties “ intented ”
to create a debtor-creditor relationship or not. In the past, the debt-
equity ratio was considered to be the single most important factor.
But in recent years, the debt-equity ratio has been given greater weight
than other factors and the courts now recognise that a very high debt-
equity ratio may be normal for some industries and attempt to weigh
all of the above factors.

187. In another country which also would adopt a somewhat flexi-
ble approach and, as a rule, would look at the circumstances of each
individual case, the general criterion is that of “ unusual financing ”
This is applied in a different way to real estate, financing, trading or
manufacturing companies, because financing practices are known to
differ greatly as between categories of enterprises. For income tax
purposes, for example, debts of real estate companies may not exceed
70-80 per cent of the fair market value of the real estate; a different
debt-equity ratio is applied to “ sociétés financiéres ”, where the debt
may not exceed six time the nominal capital plus the reserves. For the
other categories of enterprises, debt-equity ratio is not held to be more
important than other criteria which, whilst not being spelt out fully in
the manner described in the proceeding paragraph, could, in particu-
lar cases, be similar. No distinction is made between resident and non-
resident companies.

1. They apply whether the company in question is the borrower or the lender.

2. A very high ratio of debt to equity could be evidence of a stock instrument,
depending on the industry involved.

3. The right to sue the company for the principal amount would be evidence
of a debt instrument, but the right to take over the management of the company or
acquire voting rights upon default would be evidence of a stock instrument.
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188. A third country also takes a pragmatic approach in distin-
guishing loans from equity contributions. All circumstances of a par-
ticular case would be considered to determine whether an alleged loan
is to be regarded as “ hidden capital ” contribution. No hard and fast
debt-equity rule is applied. In practice, it seems to happen rarely that a
financial transaction, which is treated as a loan under civil law, would
be considered as capital for taxation purposes. No distinction is made
between resident and non-resident companies.

189. In a fourth country, the law treats certain payments of inte-
rest as distributions of profit in specific circumstances where it is
thought desirable to combat possible avoidance devices designed to
disguise such distributions as interest. Interest on certain securities
which can be converted into shares, and interest which depends to any
extent on the results of a company’s business, are therefore treated as
distributions. In addition, as a broad anti-avoidance measure, interest
paid to a non-resident company by a resident 75 per cent subsidiary
or, in certain circumstances, by a 75 per cent subsidiary of a common
parent, is also treated as a distribution. In double taxation agreements
that country, however, sometimes provides that this special treatment
of interest paid to non-resident companies shall not apply except
where more than 50 per cent of the share capital of the recipient of the
interest is controlled by a resident of that country.

190. As things stand today, there is a distinct possibility that the
same financial transaction could be treated as a loan by one country
and as an equity contribution by another, either because the country
of the lender takés a different view from the country of the borrower
or because borrowers of the same MNE in different countries who are
involved in what, to the MNE, seem to be similar transactions are
treated differently by different national tax authorities. This is an
unsatisfactory situation which it would be desirable to improve. It
may be asked therefore, whether it would be possible to envisage that
with time, more and more tax authorities would move towards what
could be called the “ multiple criteria test ”. Or whether, on the con-
trary, it would be preferable to move towards a simpler, single crite-
rion test, such as the debt-equity ratio, if some agreed range for such a
ratio could be found. Finally, the question is sometimes raised whe-
ther it would be preferable, and conceivable, to adopt a rule-of-thumb
for deciding on cases involving payments to non-residents which
would be based upon a threshold level of non-resident ownership
whilst leaving other cases which did not reach that critical level to be
decided in accordance with company law.

191. It is generally recommended that a flexible approach should
be adopted in which the special conditions of each individual case
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would be considered, although it is realised that such an approach
would call for sufficient qualified staff to carry out a somewhat
sophisticated analysis and could, if cases were numerous, thus raise
problems for some tax administrations. A hard and fast debt-equity
rule would, however, not be appropriate for the solution of problems
raised by the determination of the nature of a financial transaction.
Financing practices differ too widely from one country to another,
and, within a given country, between different categories of enterpri-
ses. Most of the countries whose practices are described in the pre-
vious paragraphs, therefore, refer to a number of factors which are of
significance in distinguishing a loan from an equity contribution. On
the same reasoning, it is considered that a rule based on the fact that
the owner of the shares was non-resident would not be appropriate for
general adoption either.

89



Section II

THE GENERAL PRINCIPLE OF ARM’S LENGTH PRICING
AND ITS APPLICATION IN SPECIAL SITUATIONS

The general principle

192. Once it has been established that an intra-group loan exists
the general principle to be followed is that the loan should bear inte-
rest if interest would have been charged in similar circumstances in a
transaction between unrelated parties.

193. The parent company will usually be the lender, but it may
also happen that it has borrowed money from a subsidiary abroad. In
both cases interest would normally have to be charged. The following
paragraphs discuss the application of‘the arm’s length principle in
some special situations. As regards such circumstances, the burden of

proof would ordinarily lie with the taxpayer.

SPECIAL SITUATIONS

Trade credits

194, In most countries, and in most trades, there are likely to be
established norms of practice with regard to interest charges on trade
credits. The existence of such norms provides in each case a point of
reference for trade credits between associated enterprises. Where the
tax authorities do have more precise rules, it is desirable that these
rules should approximately represent a codification of business practi-
ces.

195. It is suggested that the concept of normal trade practice
could be generally adopted as regards delays in making settlements. If
under given circumstances, an unrelated party would not have char-
ged interest on balances outstanding, an associated enterprise need
not be required to charge interest either. Similarly, an associated bor-
rower would not be regarded as paying interest if, in regular trade
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practice, no interest would have been paid. In looking at particular
transactions it has to be borne in mind, however, that prices for goods
or services may contain an implicit interest element. If an implicit ele-
ment of interest is recognised and this is at an arm’s length rate, there
would be no grounds for requiring additional interest. Due to diffe-
rent trade practices in the countries concerned, the possibility cannot
be overlooked that two tax administrations may reach different con-
clusions when looking at the same transaction from two different
angles although acceptance of the general arm’s length approach
should make it possible to avoid extreme cases of divergent interpreta-
tion.

Loans to an enterprise in financial difficulties

Initial financial difficulties

196. During its start-up years, an enterprise will frequently be in
need of financial support, for example, from a parent company.
Nevertheless, applying the arm’s length principle, most countries
would not accept that an intra-group loan could be interest-free
simply because the enterprise was in its start-up phase. It was conclu-
ded that, for tax purposes, interest should always be regarded as char-
ged (even though eventually deferred) unless an unrelated lender
would have waived the payment of the interest in the same circums-
tances.

Other financial difficulties

197. Cases may arise where one enterprise within a group, usually
the parent company, makes a loan to another in order to help in over-
coming financial difficulties and where from the start the lender wai-
ves, or defers, interest. Similarly, a parent company may agree to
waive or defer interest on an outstanding loan in cases where a subsi-
diary has fallen into financial difficulties. If, in such circumstances,
an unrelated lender would have been led to act in the same manner
and such cases can arise — it could be generally accepted that interest
on loans made in similar circumstances between associated enterprises
could be waived or deferred.
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Section I1I
THE RATE OF INTEREST

General considerations

198. The arm'’s length interest rate is the rate of interest which is
charged, or would have been charged at the time the indebtedness
arose, in transactions with, or between, unrelated parties under simi-
lar circumstances. The concern of tax authorities in this area of trans-
fer prices is to prevent profit shifting through lenders and borrowers
agreeing on interest rates which do not correspond to arm’s length
rates in similar transactions between unrelated parties. As to the level
of the rate of interest, it can be expected that tax authorities will insist
on adjustment only if this rate significantly deviates from the market
rate, or if the amounts concerned are substantial. It should be recalled
that, as was stated in paragraph 181, loans by banks or financial insti-
tutions are not being considered here.

Relevant factors

199. Ideally, in each case, the interest rate to be determined for
tax purposes should be set according to the conditions in financial
markets for similar loans. In deciding what is a comparable or similar
loan, it is necessary to take into account: amounts and maturities; the
nature or purpose of the loan (trade credit, general purpose loan, real
estate credit, etc.); the currency or currencies involved (strong or weak
currencies); the exchange risks of the taxpayer lending or borrowing in
a particular currency; the security involved and the credit-
standing of the borrower. The Central Bank rate, or the prime rate,
may offer a starting point, but a mechanical rule based on either of
these rates is not recommended, since it would not necessarily take
into account the factors referred to above, and is therefore unlikely in
many cases to reflect the arm’s length rate of interest.

200. Further complications arise from the difference which may
exist between conditions in financial markets in the country of the
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lender and those in the country of the borrower. It may be clear that in
a specific arm’s length situation, the rate of interest would be gover-
ned by conditions on either one or the other market. There may, for
example, be effectively no market for a particular type of loan in one
or other of the countries. There is also the case where the country of
the borrower may insist, for balance of payments reasons, on capital
being raised abroad. MNEs, like other large borrowers, frequently
have the option of borrowing funds on the international capital mar-
ket at rates which may be more favourable than at home. In most
cases such as these, there may be no real difficulty in finding an arm’s
length rate for similar loans. Sometimes it is not clear which market
rate should prevail, and the question arises whether the rate of interest
in the lender’s or the borrower’s country should be accepted as the
appropriate rate. However, no straightforward principle presents
itself which would win general acceptance, and it would depend on the
facts of the particular case.

201. Special difficulties may arise when money is lent for long
periods. Capital market conditions change, and it may be necessary
for independent parties, either at the outset or later, to agree that the
interest rate may be varied. If an unrelated lender (or borrower) were
allowed to revise the rate of interest, then it would be reasonable to
require, or to allow, such a revision in intra-group loans.
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Section IV

FINAL REMARKS

202. To sum up briefly, before the appropriate level for interest
rates charged on intra-group loans is considered, there are two points
to be cleared: first whether or not a particular transaction should be
treated as a loan, and second whether interest should be paid. On the
first point, the main problem is to distinguish between, on the one
hand, what may properly be described as loans and, on the other, con-
tributions to equity capital. Whilst there are a variety of possible
methods of doing this, general preference is expressed for a flexible
approach related to the particular circumstances of each individual
case. On the second point, it is considered that in general it would be
right to expect interest to be paid on any loan but it may be accepted
that if it could be shown that a lender who was at arm’s length from
the borrower might agree to waive or defer the payment of interest,
then it would be reasonable to agree that associated enterprises might
act in this same way. Finally, the main factors which, it seems, need to
be taken into account in arriving at an arm’s length rate of interest,
have been listed above, and some of the difficulties in giving these fac-
tors their proper weight are noted.
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Annex

RECOMMENDATION OF THE COUNCIL
on the determination of transfer prices between associated enterprises
(Adopted by the Council on 16th May, 1979)

The Council,

Having regard to Article 5(b) of the Convention on the Organisa-
tion for Economic Co-operation and Development of 14th December,
1960;

Having regard to the Declaration of 21st June, 1976 adopted by
the Governments of OECD Member Countries on International
Investment and Multinational Enterprises and the Guidelines annexed
thereto; ',

Having regard to the Report of the Committee on Fiscal Affairs
of 12th March, 1979 on the determination of transfer prices between
associated enterprises;

Considering that transactions between associated enterprises (i.e.
between parent and subsidiary enterprises or enterprises under com-
mon control) may take place under conditions differing from those
taking place between independent enterprises;

Considering that the prices charged in such transactions between
associated enterprises (usually referred to as transfer prices) should,
nevertheless, for tax purposes be in conformity with those which
would be charged between independent enterprises (usually referred to
as arm’s length prices) as provided in Article 9(1) of the OECD Model
Double Taxation Convention on Income and on Capital;

Considering that problems with regard to transfer prices in inter-
national transactions arise mostly between the various entities of mul-
tinational enterprises and assume special importance in view of the
substantial volume of such transactions;
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Having regard to the considerations in the Report referred to
above regarding the methods to be followed for the correct determina-
tion of transfer prices for goods, technology, trademarks and services
and of interest rates on loans between associated enterprises;

Having regard to the need to achieve consistency in the approa-
ches of tax authorities, on the one hand, and of associated enterprises,
on the other hand, in the determination of transfer prices for the pur-
poses of ensuring correct taxation of profits and avoidance of double
taxation;

I. RECOMMENDS to the Governments of Member countries:

1. that their tax administrations take into account, when revie-
wing, and if necessary, adjusting transfer prices between associated
enterprises for the purposes of determining taxable profits, the consi-
derations and methods set out in the Report referred to above for arri-
ving at arm’s length prices when goods, technology, trademarks and
services are provided or supplied or loans granted between associated
enterprises;

2. that they give the Report referred to above publicity in their
country and have it translated, where appropriate, into their national
language(s);

3. that they develop further co-operation between their tax admi-
nistrations, on a bilateral or multilateral basis, in matters pertaining
to transfer pricing;

II. INSTRUCTS the Committee on Fiscal Affairs:

1. to pursue its work on issues pertinent to transfer pricing and to
the assessment of taxable profits of associated enterprises in general,;

2. to report periodically to the Council on the results of its work in
these matters together with any relevant proposals for improved inter-
national co-operation.
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