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TRANSFER PRICING, CORRESPONDING ADJUSTMIENTS
AND THE MUTUAL AGCREEMENT PROCEDURIE



INTRODUCTION

I. The topic briefly referred to as “corresponding adjustments” covers a broad area of
problems which arise if the transfer prices or allocations of profit adopted by an enterprise in
its dealing with an asscciated enterprise in another country are not accepted by the tax
authorities of one or other of the countries concerned. If, in consequence, the prices or
allocations are adjusted or are proposed to be adjusted for tax purposes in one of the countries,
the question arises of whether or not a “corresponding adjustment” should be made in the
other or whether the initial adjustment itself should be modified, with or without an
appropriate corresponding adjustment in the second country. A further question arises as to
what should happen if the two tax authorities cannot agree on this matter.

2. When drafting the 1979 Report on Transfer Pricing and Multinational Enterprises!,
the Comumittce on Fisc- Affairs, while recognising that the subject of corresponding
adjustments was relevant w the subject of transfer pricing and created general problems for
multinational enterprises, decided that it should not &s taken up in the report at that stage (see
paragraph 8 of the report). The Committee then toolk the view that the subject fell outside the
boundaries of their task at the time. Moreover, it seemed possible that any discussion of the
subject might call for a detailed consideration of the wording of existing provisions in the
OBCD Model Double Taxation Corivention, mot only those relating to corresponding
adjustments but also those concerned with the mutual agreement procedures (Articles 9 and
25 of the 1977 OECD Model Convention, see Annex) and that this would call for separate
study. In its Response to the 1979 Report, BIAC (the Business and Industry Advisory
Committes o the OBECD), which is generally responsible for representing the views of the
private secior to OECD, felt, however, that this was tco restrictive an approach and urged
“that consideration of this subject be undertaken and concluded as rapidly as possible”.

3. In preparing the present report the Committee considered it necessary to review the
experience gained to date in this field, »>th by tax administrations and by multinational
enterprises (MNEs), in relation to the mw ngof corresponding adjustments (or obviating the
need for them) as well as to consider what possible changes in, or from, the existing
arrangements might be called for, They were greatly assisted by the evidence provided both
orally and in writing by MNEs represented by BIAC and reference to this evidence is made in
various parts of the report. Such references should not, however, be taken necessarily as an
endorsement of their views.

4. The report is organised in the following way. After a brief summary of the situations in
which the need for corresponding adjustments may possibly arise (Chapter I), the report
reviews (in Chapter I7) the exp:rience of tax authorities in OECD Member countries in
operating the provisions and procedures already available to them for the resolution of
disagreements between them in transfer pricing and other matters arising under their double



taxation agreements, and reviews also the probletis arising for taxpayers in this context. In
Chaptef 111 the report deals with the particular suggestion that arrangements should be made
for mandatory corresponding adjustments subject to an arbitration procedure, and in
Chapter 1V the report discusses a number of ways in which a more satisfactory use of the
existing procedures might te made possible. In Chapter V the report summarises the main
conclusions reached by the Committee in the coursé of its consideration of these matters.
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Chapter I
THE PROBLEM QUTLINED

5. Where a transaction tales place across international borders between two associated
enterprises, and an adjustment is made to the transfer price for tax purposes by one of the
States concerned, the adjustment, if it increases the profits taxable in that State, may result in
some economic double taxation. That is to say it may result in the taxation by the two States of
the same profits or income in the hands of two separate but asscciated persons2. More
generally the same kind of result may cccur where income which arises to an MNE and which
is allocated by one State for tax purposes to a constituent part of that enterprise situated in
that State is also allocated by another State to nother constituent part situated in that second
State. It is convenient to refer in this report simply, in most instances, to transfer pricing
adjusuinents (or their “corresponding adjustments™) but the phrase should be read, where
appropriate, as encompassing also such aliccations of profits (or their re~allgcation).

6. However, economic double taxation will not necessarily be a consequence of these
situations. It will perhaps not result if, for example, an adjustment is made to 2 transfer price
in respect of a transaction which has passed through a third asscciated person in a country
with no tax on income or profits (a tax haven). In this case the adjustment may merely bring
more profits into liability in the State making the adjustment. Another situation in which
economic double taxation will not cecur is where profits, although taxable in principle in both
States, do not actually bear tax in one of them because of an exemption or relicf provided by
the law of that State. Thus, it may be mitigated or eliminated if the State of the parent
company credits against its own tax on a dividend received from a subsidiary, not only any
withholding tax charged on the dividend, but also the tax charged on the subsidiary’s profits
which underlie that dividend. Ner, of course, will double taxation result if the State imposing
tax on the profits or income of the other associated enterprise makes an adequate
corresponding ~djustment downwards, either to the taxable profits of that enterprise or to the
tax chargeable on it.

7. The need for tax authorities to make transfer pricing adjustments and corresponding
adjustments is in princip’= avoided if MINEs consistently adopt, for tax purpsoses, a transfer
pricing policy based on the arm’s-length principle ang it is certainly not to be supposed that
they never do this. It may be objected, however, that the admitted difficulties for tax
authorities in the way of ascertaining the arm’s-length price in a variety of circumstances may
also be eaperienced by the MNEs themnselves and that the genuine efforts of an MNE to
follow the arm’s-length principle may therefore not necessarily satisfy the tax aathorities.in all
cases. Nevertheless, it seems clear that such eforts should at least limie very considerably the
number of cccasions on which adjustments by tax authorities are felt to be NeCEssary.

11



8. So far as the tax authoritics themselves are concerned, they too may hope to avoid the
necessity of dealing with differences of opinion with other countries’ tax authorities about
transfer prices if they consistently follow the arm’s-length principles set out in the 1977 Mo el
Convention and the 1979 Report. In this context paragraph 15 of that Report may be of
particular relevance. Here the point is made that “Since thc assessment of an arm’s-length
price depends very often on careful judgment and the resolution ¢ 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
marginal adjustments to them for tax purposes. Similarly 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.”

9. However, if, for whatever reason, there is a difference of opinion between tax
authorities about the need for a transfer pricing adjustment or its amount, then the questions
whether the adjustment should be made, and if so, whether a corresponding adjustment
should be made and what the amounts of the adjustment or corresponding adjustment should
be, may well depend on the achievement of an explicit consensvs between the two tax
authorities. The achievement of this consensus may in many cases present mo significant
problems. But there is a variety of circumstances in which it may be difficuit.

10.  Thus, where there are no comparable prices for the same or similar transactions
between unrelated persons, and the other evidence, if any, does not nrovide an obvious
indication of the arm’s-length price, then differences of opinion as to tie proper arm’s-length
price are potential sources of difficulty. Divergences between the national laws of the relevant
States, or even differences in their procedures may also give rise to difficulty3.

11.  Asasimpleiliustration one may tale a royalty charged by a parent company in State B
to its subsidiary company in State A which the tax authorities of State A decide is too high in
relation to the royalty which would be fired between enterprises dealing at arm’s length. In
that case the deduction of the royalty payment in arriving at the subsidiary’s taxable profits in
State A will be reduced (this may be defined as a “primary adjustment”). If State B, in spite of
the fact that State A has made this adjustment, still treats the whole payment as an
arm’s-length royalty the whole amount will be tared in State B as royalty income of the parent
company and in effect thercfore some part of the royalty may be taxed in both countries.

12.  More complicated possibilities may, however, arise under the laws of some countries.
Stute B, for example, may accept the correctness of the adjustment mrade by State A ar.d
rer;ard only so much of the payment as a royalty as corresponds with the amount allowed as a
ceduction by State A, but may nevertheless treat the excess part of the royalty as a
constructive dividend. If State A had the same approach then this might have the result that
the excess over the arm’s-length amount, instead of being payable without deduction of tax as
a royalty, would as a dividend be treated as a payment from which withholding tax showld
have been deducted and State A might require payment from the subsidiary of the
appropriate withholding tax. On the other hand State B might not be able to apply to the
clement of the payment treated by State A as a dividend any more advantageous rules
applicable to dividends in State B or might be unable to give credit relief for the withholding
tax levied by State A. In such circumstances, in order to recognise the fact that the excess of
the actual royalty payment over the arm’s-length royalty is nevertheless in the hands of the
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parent and not those of the subsidiary, appropriate “secondary” adjustments may be
necessary if double taxation is to be completely relieved®.

13.  Similar problems may arise with other types of transaction. Thus, to takea simple case,
if a parent company has made a loan to a subsidiary abroad, the tax authorities in the
subsidiary’s country may adjust the interest rate if they consider that it is not an arm’s-length
rate. The tax authorities in the country of the lending parent company may perhaps not accept
that the adjusted rate is an arm’s-length rate — the two countries perbaps may have different
views as to the particular financial market in which they should look for evidence of
arm’s-length interest charges. A more complicated situation may arise if tae country of the
subsidiary takes the view that the loan is in reality a contribution to the subsidiary’s equity
capital and not an addition to its debt.

14.  Payments of fees for services may also be viewed differently by the tax authorities of
the country of the payer and these of the country of the receiver. Thus service fees from a
subsidiary may be included in the taxable receipts of the parent company in full, while the tax
authoritics of the country of the subsidiary restrict the deduction allowable for the payment in
arriving at the subsidiary’s taxable profits on the grounds that it exceeds the arm’s-length
price, or possibly even refuse a deduction for the yayment altogether on the basis that no real
benefit has been conferred upon the payer.

15.  Although the examples quoted above are mainly concerned with adjustments made to
the tax liability of subsidiaries and the comsequences of these adjustments for parent
companies, the same sort of problems may, in general, also arise for subsidiaries as the result
of adjustments made to the liability of parent companies or to the liability of other associated

enterprises.

16.  On the other hand, one type of problem may arise only in connection with companies
which hold shares in other associated enterprises and receive dividends therefrom. If the
country taxing the shareholder company gives a credit against its tax for the tax on the profits
out of which the dividend is paid, then this obligation to give credit may be made more
burdensome if the tax authorities charging the dividend-paying company do so on the basis of
attributing more profits to it in relation to transactions with the sharcholder company than do
the tax authorities charging the latter ~ which they might of course do if they took a different
view of the arm’s-length price for those transactions.

17. Problems of doubls taxation resulting from the adjustment of transfer prices may also
arise for MNEs because of their organisation and the arrangements which they make, in
consequence, for intra-group transfers of goods and services, etc. and the payments for them.
For cxample, if a cost contribution arrangement has been concluded within a group for
research and development expenditure and if the tax authorities in the couatry of the parent
company consider that the terms and conditions of the arrangement are not in line with the
arm’s-length principle, this could affect associated enterprises in several countries. Similar
problems may arise in relation to costs incurred for the control, co-ordination and supervision
of a group, for the provision of services “on call”, or for central advertising activities. There
could be particutar scope for such problems in the situation of highly-integrated multinational
groups where different functions, for example, different stages of manufacturing or the
R & D functions or the activities of distribution, marketing, selling, transportation, etc., are
carried out by different entities in different countries. If, for example, the prices for particular
semi-finished products are not reesgnised in one country, this may have consequences for the
transfer pricing system practised in the group as a whole which may in consequence have to be
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completely reconsidered. In addition, matters may be complicated by the package-deals and
set off arrangements, which are sometimes encountered in dealings between entities within
MNEs.

18.  However, although it is clear that differences of opinion about transfer prices or the
allocation of profits or income may arise in a variety of circumstances, it should not be
assumed that serious disagreements between tax authorities are an inevitable consequence of
transfer pricing adjustments or the re-allocation of profits or income, or indeed that in practice
the inability of tax authorities to arrive at acceptable agreed solutions to their differences of
opinion is a common cause of substantial complaint. Nevertheless because such differences of
opinion are possible, this report, in the paragraphs which follow, secks to consider how they
may be dealt with or prevented.

19.  Similar problems may obviously arise in dealing with the attribution of profits on an
arm’s-length bagis to a permanent establichment in one State of an enterprise of another
State. The 1979 Report did not deal specifically with this situation but in general what is said
in the Report in relation to associated enterprises is also relevant, mutatis mutandis, to the
situation of an enterprise and its permanent establishment.

14



Chapter 1T

EXPERIENCE WITH PRCCEDURES CURRENTLY AVAILABLE FOR
AVOIDING OR RELIEVING DOUBILE TAXATION

20. Inmpracuce it can beexpected that in many cases any double taxation which might arise
from transfer pricing adjustments made by one country will be readily alleviated in the other
country without involving the tax authorities of the first country, either under domestic law or
under provisions of a bilateral treaty corresponding to Article 9(2) of the OECD Maodel
(which provides for relief in cases of economic double taxation) or in some other way.

21. However, it is undoubtedly necessary in a number of cages for there to be some
discussion between the tax authorities of the two States concerned and, ingreasingly therefore,
tax authorities are coming together for this purpose. Their discussions may be %@gﬂﬂitatedl by
provisions in their bilateral double taxation agreements on the lines of Artigle 25 of the Model
Double Taxation Convention which provides a “mutual agresment procgdure” which may be
used by tax authoritics as a means of seeking solutions to thess and other kinds of problem
within the scope of bilateral tax treaties. (This is sometimes known alse as the “compstent
authority procedure” because the agreement which is to be sought underit is the agreement of
the relevant “compstent authorities® as defined in the relevant dgulble taxation relief

treaties.) :

22. It may be helpful therefore to review here the ap]pﬂication of Articles @ and 25 in the
light of the experience of tax authorities and taxpayers.

A. CORRESPONDING ADJUSTMENTS

23.  Article 9(1) provides the arm’s-length rule for the tax treqtmoent of transactions
batween ascesinted enterprices. Asticle 9(2) provides that where one Slfate taxes profits of an
enterprice which featuse algo in the tanable profits of an associated gnierprise in the other
State and these doubly taxed profits are profits which would have acerued to the enterprise of
the first State if the conditions which have been made between the two enterprises had been
those which would have been made between independent enterprises, then the second State
should make an appropriate adjustment to the amount of tax charged therein on thoss prefits.
This .nay be done either by recalculating the profits using the relevant revised price or by
leaving the calculation to stand and giving the taxpayer relief againgt his own tax for the

additional tax charged by the adjusting State.
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24.  Intheory the adjustment to the arm’s-length price under Article 9(1) should create no
problems in arriving at the amount of relief due under Article 9(2), but as has been indicated
above there are potential difficulties in practice. Moreover there are certain limitations to the
scope of Article 9(2). In the first place, because of the requirement that the relief provided by
Article 9(2) is to apply only where the doubly taxed profits are those which would have
accrued to the first enterprise if it had been at arm’s length from its associate, it must follow
that, as stated in the Commentary (Paragraph 3), a corresponding adjustment is mandatory
only if, and to the extent that, the relevant tax authorities agree with the adjustment of the
price made by the tax authorities in the first State. The relief available under Article 9(2) may
therefore not be complete if the two authorities have different views on what is the appropriate
arm’s-length price for a particular transaction. In addition, Article 9(2) maltes no provision
concerning secondary adjustments although the Commentary notes that nothing in the
Article prevents such secondary adjustments from being made where they are permitted
under domestic laws. Nor dees Article 9(2) deal with the question whether there should be
any obligation to make a corresponding adjustment within a specific period of time. Quite
apart from this a number of Member States have made reservations concerning Article 9(2).
This provision as it stands therefore docs not provide, in practice, a complete answer to the
problems with which this report is concerne:’

25.  In their comments on the 1979 Report, MNEs expressed the view that no topic was
more directly concerned with the entire area of transfer pricing than the topic of
corresponding adjustments and urged the OECD to set forth and endorse a mandatory system
of corresponding adjustments binding on all Member countries. In their view, it was
unsatisfactory to leave the matter as it stood. They fcared that, as things are, taxpayers might
be exposed to heavy burdens of tax and vulnerable to arbitrary and capricious pricing
adjustments by examining revenue agents. They feared also that “the failure to deal
adequately with the question of corresponding adjustments may raise the spectre of increasing
cases of double taxation in non-OECD countries opting to follow the principles of the 1979
Report”.

26. It is fair to point out nevertheless that a number of OECD Member countries bave
demonstrated in their bilateral agreements, by articles on the lines of Article 9(2) of the
Model Convention and in other ways, acceptance of the obligation to make corresponding
adjustments, in the normal case, to relieve economic double taxation here they are satisfied
that the original adjustment adequately reflects the arm’s-length price.

27.  Italso seems fair to comment that the taxpayer must look primarily to the domestic tax
appeal system of the relevant State or to the domestic law courts or other relevant domestic
institutions for protection against arbitrary or capricious tramsfer pricing adjustments.
Imposing a simple mandatory requirement on tax authorities to conform automatically to a
transfer pricing adjustment made by the tax authorities of another country would not protect
MNEs against arbitrary or capricious adjusturcnt, although it might to some extent mitigate
their total impact on an affected enterprise. But providing in this way that tax authorities must
conform to the action of other tax authorities over whom they have no control would leave the
conforming tax authorities themselves with no protection against any arbitrary or capricious
adjustments which might be made in the first place by the other tax authorities concerned, and
a provision of this sort is therefore clearly unacceptable for tax authorities.

28. Ifthiscxpedientis therefore rejected, as it scems to the Committee that it must be, then
there seem to be only two other basic possible alternatives. One is to oblige the tax authority,
as Article 9(2) does, to make a corresponding adjustment but only to the extent that it can
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agree that the result of the original adjustment is to substitute the arm’s-length price for the
transfer price adopted by the taxpayer (so that if the overall result is to be satisfactory to the
tax authoritics as well as to the taxpayers there needs to be a voluntary agrezment on this
matter between the two tax avthoritics). The second is to compel both tax authorities, if they
cannot agree, to submit the matter to a supra-national arbitration, and to abide by its decision.
The problems invelved in a system of compulsory arbitration are discussed in Chapter III

below.
B. MUTUAL AGREEMENT PROCEDURE

29.  As has already been indicated much difficulty in this area may obviously be avoided if
the two iax authorities concerned can be brought together to discuss the issues and to seek to
arrive at some agreement upon them. The Committee considers that tax authorities should
therefore be encouraged to do this whenever it is appropriate and possible, and to do all they
can in such circumstances to reach such agreement in order to eliminate double taxation as far
as possible.

30. The amount of formality involved in instituting and pursuing discussions between tax
authorities will vary from country to country. When less formal arrangements are possible,
experience has shown them to be effective for preventing or relieving double taxation in many
cases and the Committee does not suggest that the employment of these less formal
arrangements should be discouraged.

31. The Commentary on Article 25 of the OECD Model Convention indicates, however,
that “as repards adjustments to be made correlatively with the reinstatement of profits in the
trading results of associated enterprises under the provisions of paragraphs 1 and 2 of
Article 9, there is ground for considering that they may properly be dealt with through the
mutual agreement procedure when determining their amount gives rise to difficulty”.
Article 25 is formally therefore in point in this context.

32.  Article 25 scts out procedures for three different types of mutual agreement. The first
is dealt with in paragraphs! and? of the Article which apply to “taxation not in accordance
with the provision of the Convention™: here the taxpayer himself initiates the procedure. The
other two, which do not necessarily involve the taxpayer, are dealt with in paragraph?: the first
sentence aims at resolving “difiiculties and doubts arising as to the interpretation or
application of the Convention”; the second sentence refers to the elimination of double
taxation in cases not otherwise provided for by the ConventionS,

33, Competent authorities may obviously wish to discuss general problems arising in
connection with adjustments to transfer prices, but so far as any particular taxpayers are
concerned, the most important procedures are probably those in the first category — i.e.
discussions about problems in particular cases initiated by the taxpayers concerned.

34.  Animportant limitation of the procedure is that the competent authorities have only a
duty to negotiate; they are not required to reach an agreement, nor are they required to
implement it when reached and, indeed, they may be unable to do so because of conflicting
domestic law — such as that imposing time limits on the adjustment of assessments or on the
making of refunds of tax. In the view of MNEs this is a serious weakness in the

arrangements.
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35. The Commentary to Article 25 of the OECD Model Convention recognises that
competent autherities may need some outside help in reaching agreement and it suggests that
they may agree to ask the opinion of an impartial third party in a particular case or, where it is
a question of the correct understanding of the provisions of the Model Convention, to ask for
the views of the OECD Committee on Fiscal Affairs. It does not appear that any use has yet
been made of these facilitics. Thus, while they remain a potentially vaiuable means of
resolving differences between tax authorities there is no basis in experience for estimating how

far they may be useful for this purpose.

36. MNEs practical experience of the operation of the mutual agreement procedure has
been, moreover, that it is normally time consuming and uncertain in its results. It may be
possible to reduce the amount of time involved in operating the procedure but it is difficult to
see how to avoid uncertainty. The outcome of any discussions about a disputed matter must to
some degree be uncertain and this is so whether the discussions are part of the process of
seeking a negotiated settlement, or of securing a favourable decision, from a tribunal or from
an arbitrator. MNEs indicate however, that an additional element of uncertainty arises
because, in their view, tax authorities tend to lump together all current cases and to negotiate a
general settlement on a very rough and ready basis. Thus, they fear the success of one taxpayer
in his specific case may jeopardise the chances of another when States try to reach a global
agreement for several open issues in a “broad-brush” approach.

37.  This fear is perhaps a consequence of other features of the precedure which have also
been criticised, viz. that the taxpayer himself has no rights in the matter beyond the right to
initiate the procedure, and that he has in particular no right to be informed of the progress of
discussions on his case or to submit his observation upon it.

38.  Overall, MNEs consider that owing to the protracted nature of this procedure and the
risks involved, most enterprises look at the mutual agreement procedure only as a last
resort.

39.  Without necessarily accepting, or accepting in full, the strictures of enterprises or other
critics of the procedure, it is possible to recognise that the mutval agreement procedure is in
certain respects a less than perfect instrument for resolving the problems which may arise in
the implementation of double taxation agreements. [t is clear that, as the Commentary to
Article 25 already points out (in paragraph 42), “the conclusion of a2 mutual agreement
depends to a large extent on the power of compromise which the domestic law allows the
competent authorities”. It is perhaps necessary to underline the point that the legislatures of
many countries may well be unwilling to give the tax authorities the discretion to decide the
tax liabilities of individuals or companies by way of agreement with the tax authorities of
another country, and that for this reason at least it is understandable that OECD Member
countries have not been able to recommend more, in the Model Article 25, than that the
competent authorities should be obliged to endeavour to reach agreement in the matters
raised under the Article. For the same reasons, therefore, no change in this respect is
recommended in this report. The possibility that particular bilateral conventions might
contain provisions requiring the competent authorities to reach agreement is already,
however, raised in paragraph 25 of the Commentary on the Article (that possibility of course
remains open and is further discussed in Chapter IV),

40. Notwithstanding the criticisms which have been made of the mutual agreement
procedure, it has been widely recognised as an efficient and flexible instrument in the
interpretation, application ard development of double taxation agreements and a suitable
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means for the elimination of both juridical and economic double taxation’. Certainly the
experience of tax authorities within the OECD at .east, is that, within its limitations, the
mutual agreement procedure can be a very useful instrument in resolving difficulties arising in
transfer pricing cases and that, up to the present, acceptable compromises have in practice
nearly always been found. [t does not appear that the experience of taxpayers has been

significantly different.
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Chapter 111

POSSIBILITY OF MANDATORY CORRESPONDING ADJUSTMENTS
SUBRJECT TO ARBITRATION

41. It is recognised that the attention of tax authorities to transfer pricing pra:tices and
their ability to challenge particular prices has been developed only in comparatively recent
years, and that it is possible that the numbers of adjustments made to transfer prices for tax
purposes may increase in the future and increase accordingly the incidence of unresoluable
disputes between tax authorities about the appropriatencss of the adjustments. [t seems to the
Committee, however, that it would be wrong to exaggerate this possibility; many transfer
pricing adjustments have in fact been made and comparatively few have resulted in such
disputes. Nevertheless the Committee recognises that the fear of this possibility may be at any
rate one important clement in the desire of the representatives of MNEs that additional
facilitics should be provi.ed or changes made in the existing arrangements for resolving
inter-governmental disputes about transfer prices, and in particular has given rise to the
suggestions which have been made by those representatives that there should be instituted a
sysiem of mandatory corresponding adjustments coupled with a formal arbitration procedure

for this purpose.

42. TFrom the taxpayesr’s point of view, it has been suggested, a binding arbitration
procedure would have a number of important advantages. If recourse to arbitration was
required in the absence of a settlement within a specific pericd, the taxpayer would be
provided with the certainty of a decision and the reduction of delay in bringing the problem
before a deciding authority (which, quite apart from avoiding the expense associated with
delay, would enable the matter to be dealt with while the relevant information was still
comparatively fresh in the minds of those concerned and thus enable it to be dealt with more
effectively). These perhaps are the main advantages envisaged. Other advantages which it is
suggested could be expected are as follows. The arbitration proceedings themselves could be
expected to be expeditious — the absence of any need for administrative or procedural rules, it
is thought, would speed the decision-malcing process. An arbitration process — provided that it
allowed the taxpayer a full right to present evidence and arguments — would give the taxpayer
the opportunity to deploy nil the relevant information and to correct any misunderstandings or
misinterpretation of the information by the tax authorities in the course of the argument
— taxpayers would thus not need to fear that the result of the process might be distorted by the
lack of an opportunity to correct such errors of understanding. ‘rhe problem could be put
before impartial experts who would understand the commercial or industrial situation at the
time when the price was fixed and would be particularly able from their experience to interpret
the pricing information put before them. Because of this there would be less need for elaborate
preparation of the case and the process would thus be less expensive, it has been suggested,
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than the preparation of a case for competent authority procedure or for litigation in the courts.
In practice, the suggestion has also been made, arbitration decisions could be expscted to te
based less on a strict interpretation of national pricing rules and regulations than on what the
arbitrator considered in the ight of his experience to be a fair and equitable solution.
Morcover, an arbitration system would obviate any danger that the merits of a taxpayer’s case
would be ignored and his claim abandoned by a tax authority as an expedient in order to
achieve more successful results on behalf of other taxpayers.

43. The support expressed by enterprises for the idea of a compulsory arbitration
procedure for the resolution of inter-governmental disputes in the field of transfer pricing has
been echozd elsewhere. Although it appears that the idea may not be unanimously supported
by MNs in general, it scemed clear to the Committee that the idea had received sufficient
support to indicate that it needed to be given serious consideration.

44.  Aninstance of support given to the idea is provided by the favourable reception given to
a Draft Directive of the European Communities by the Assembly of the Communities and by
the Economic and Sccial Committee set up under the Treaty of Rome. This EEC Draft
Directive was therefore an important constituent of the evidence before the Committee and to
a certain extent guided their thinking on the matter. The Draft Directive would, in brief,
provide a mutual agreement procedure between tax authorities designed to relicve any double
taxation which might persist in the absence of agreement. The precedure would bs initiated by
the taxpayer and would require a decision within a certain period, failing which the matter
would have to be referred, again within a certain period, to a commission consisting of
representatives of the compstent tax authorities augmented by members of an independent
panel. The taxpayers concerned would have the right to present their case to the commission
and argue it before them. The Draft Directive envisages that the taxpayers and the tax
authorities would then all be obliged to accept the decision of this commission. The Draft
Directive remains as yet a draft however, and consequently it is not possible to draw any firm
conclusions from it about how such arrangements would work in practice. It was, moreover,
drafted for the particular circumstances of the member countries of the European
Communities.

45. Nevertheless, a study of its details was instructive for the Committee. It indicated the
problems which need to be solved in designing machinery of that sort and drew the attention of
the Committee to a number of difficult questions. There can be no doubt that designing such
machinery presents considerable problems.

46.  There is the question for example whether it would in practice suffice to set up, as the
EEC Draft Directive would do, a machinery which is merely an extension of the mutual
agreenaent procedure — albeit an extension designed to produce a decision within a pericd of
time. It has been argued that it is inappropriate for the tax authorities themselves to be part of
the body which decides the issue, and that the taxpayer should be able to put the matter to a
completely independent tribunal'in which the tax authorities take no part. This approach,
however, would leave the tax authorities in an odd situation — effectively a difference of
opinion between two tax authorities would be litigated before an arbitrator on the initiative of
a third party — admittedly a third party interested in the outcome but still, in the context, a
third party and one interested, it is possible, only indirectly in the outcome. The system would
need to provide adequately for the interests of both taxpayers and tax 2uthorities and it is not
easy to see how that could be achieved with this kind of arrangement.

47. Whatever system was adopted, there could also be the problem of how to deal with the
taxpayer’s rights of appeal to his own domestic courts. According to one view it would be
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inappropriate to allow the taxpayer the right to use the arbitration machinery as well as the
domestic courts and thus perhaps have the opportunity of requiring the tax authorities to give
him the benefit of whichever decision was most advantageous to him. As a practical matter, as
well as to a certain extent one of equity, it could be strongly argued that before involing an
arbitration process the taxpayer should have exhausted or abandoned his domestic rights of
appeal. As against this it may also be strongly argued that the taxpayer should not in any
circumstances be required to give up his rights under domestic law, and indeed to require him
to do so might well create constitutional probiems in some countries. A possible compromise
might be to allow, as the EEC Draft Directive would allow, some countries to require the
taxpayer tc exhaust or abandon his domestic legal rights before secking arbitration, while
allowing other countries not to impose such a requirement. Even this solution, however, could
leave some problems of balance between the situations of different nationai tax administra-
tions engaged in an arbitration procedure.

48.  Then there is the further question whether the arbitration should be final or whether
there should be a further right of appeal — either by way of re-trial of the case, or by way of a
consideration of whether the arbitrators carried out their task in a proper manner or whether
they could reasonably have reached the conclusion which they did. For some the virtue of
arbitration would be its finality, that is to say its certainty and the speed of the decision, and,
for those, a further right of appeal would to some extent counteract this advantage and would
certainly add to the potential expense of the procedure. But it may also be argued that
arbitrators should be subject to some possibility of a checlk on their activities if taxpayers and
tax authorities are to be adequately protected from arbitrary decisions. If a ferther appeal
were accepted as appropriate the question would of course arise of which court should be

responsible for hearing and deciding it.

49.  Then there would also be the question of what should ke the object of the arbitrators.
Should it be to relieve double taxation? There is an important general consideration here
which needs to be looked at first — if the taxpayer were to be sure of complete relief from
double taxation there would be no likelihcod that any manipulation of transfer prices on his
part for a tax advantage could, if the tax authorities corrected it by a transfer pricing
adjustment, result for him in a tax penalty. Some tax anthorities would regard this as, at the
least, overgenerous and provision might well have to be made to deal with this point.

50. If the relief of double taxation were to be the issue the problem would remain of how to
deal with the situation where double taxation did not arise because one or other or both of the
enterprises concerned were making losses. There would them be no question, at least
immediately, of any double taxation. Of course, where the tanpayer concerned is able to carry
taxes forward to another year, double taxation may arise in that year (just as there could be a
shift baclwards of double taxation if the taxes could be carried backwards). But where the
base can be carried forward it is likely to be difficult to foresee precisely whether double
taxation will in fact arise. These problems might be avoided if the question for the arbitrators
to decide was, instead, to be the amount of the transfer price — i.e. in the simplest form, what
was the arm’s-length price for the relevant transaction, or perhaps, in 2 more complicated
form, what was the proper method to be adopted of arriving at the arm’s-length price. But this,
certainly in its simplest form, would narrow down, perhaps unsatisfactorily, the area of e
arbitrators’ consideration.

51. Connected with this question of what should be the object of the arbitrators is the
question of the approach which they should adopt. Should they be mainly concerned to
produce a pragmatic result, allowing them perhaps to do this by means of a simple compromise
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between the different views expressed, or would it be more satisfactory to require them to
operate by analogy with a court of law, seeking to establish which of the claims put forward
was the more correct or more in accord with natural justice? The adoption of the first
approach might produce a result more quickly and perhaps less expensively than the second
and, since the issues in such proceedings are likely to be very largely questions of fact and the
relative weights to be given o different pieces of evidence, this could be seen to be a
considerable advantage. Howeve., careful consideration would need to be given to the effect
which the adoption of such an approach might have on the ability of tax authorities to concee :
points to each other in attempts to negotiate solutions to such problems between themselves at
an earlier stage. It would be most unfortunate if tax authorities feared to make such
concessions because of a tendency on the part of arbitration simply to seek a middle way
betweer the standpoints reached by the disputant tax authorities in their unsuccessful
negotiations.

52.  Then there are also questions concerning how the burden of costs should be borne and
how the confidentiality of information preduced for the purposes of the proceedings should be
preserved.

53.  These problems vary in difficulty and importance. They are cited not to suggest that an
arbitration procedure is impossible but in order to show that the matter is one which would
require much international consideration and co-operation if a satisfactory system were to be
set up in which a large number of countries could participate, and that an arbitration
procedure must inevitably therefore be a matter which tax administrations would have
considerable hesitations about seeking to design even if it was recognised that there was an

obvious and urgent need for one.

54. It is not in fact clear, however, that there is an obvicus and urgent need for such an
arbitration process.

55. At the same time it seems to the Commitiee that the setting up of such a scheme would
involve an unprecedented surrender of fiscal sovereignty. Some Member countries have in fact
made it clear already that they would find such a scheme quite unacceptable for this
reasons.

56. Itseems to the Committee that these are conclusive arguments against recommending
such a scheme. Nevertheless, the case for an arbitration procedure has been pressed so
strongly in some quarters that it seems necessary to expand the comment that the need for it
has not been established. It is not in fact apparent that existing arrangements are working so
unsatisfactorily that a new form of machinery is imperative. Indeed it seems at present that
where there are double taxation agreements very few cases of transfer pricing adjustments
lead to adjustments which give rise to unresoluable disputes between the relevant tax
administrations or leave the taxpayers suffering significant inequity. It has of course been
argued that, up to the present, tax administrations have not in practice made a large number
of transfer pricing adjustments but that the growing interest of tax authorities in the transfer
pricing of MNEs increases the potential area for disputes of this kind. However, it does not
follow that an increased interest by tax authorities will inevitably increase the number of
disputes between tax administrations which cannot be resolved. This increase in interest in
transfer pricing is paralleled by an increase in the interest of tax authorities in consultation
and co-operation between each other which it may be hoped will enable them the more easily
to resolve such difficulties as arise in this field. It may be hoped too that the 1979 Report will
also help to engender 2a common approach by tax authorities to these problems, which in itself
will reduce the occasion for disagreement between tax authoritics.
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57. It has also been argued that some problems do in fact arise where the tax authorities of
one country take a different view of a transfer pricing matter from that of the tax authorities of
the other relevant country, but the problems are not brought to the surface. The argument is
that double taxation is accepted by the taxpayer, though unwillingly, in such cases because the
existing competent authority or mutual agreement procedures are scem as cumbersome or
longwinded or unlilkely, for one reason or another, to preduce a useful result in a reasonable
time. The comparatively small number of problems which in fact come to the surface by way
of the mutual agreement procedure, it is argued, is therefore not a true guide to the seriousness
of the problem. Factual evidence to support this view is obviously, however, difficult to
identify, let alone quantify. It is certainly possible that some potential subjects for discussion
under the mutual agreement procedure are not presssd by taxpayers because to do so would
raise queries about other aspects of their international activities or would put in question the
settlement of other aspects of their tax liability. But if such is the case it must be assumed that
the overall result is satisfactory to the taxpayer. Possibly also in some cases the tax reliefs
given to a parent company by its own domestic tax law in respect of foreign tax on dividends
received from an affiliate or on the profits underlying those dividends, may mitigate the effect
of a disagreement bestween the country of the parent and that of the affiliate about the
allocation of profits from transactions between them and, as 2 result, persuade the parent
company that it shouid not press as kard as it might otherwise press to get the disagreement
resolved.

58.  The suggestion has been made that if, in the last resort, problems which the mutual
agreement system had failed within a certain time to solve could be put to a compulsory
arbitration, more use might be made of the mutual agreement procedure and that in those
circumstances either a different picture would be revealed of the extent of the problem, or the
tax authorities would simply, because of the possibility of arbitration, be prompted to come to
an agreed decision in more cases and to do so more guickly.

59. Notwithstanding these arguments, however, the fact remains that little evidence has
been produced to show that in the absence of an arbitration system taxpayers are left in any
significant number of cases to suffer ineguity.

60. Thus the immediate or compelling need for an arbitration system remains, in the view
of OECD Member countries’ tax authorities, still to be demonstrated.

61. Morcover, the advantages claimed for an arbitration system are not unqualified. Thus,
if it were an essential requirement that cases must be considered speedily, this might have to
be achieved at ihe expense of a full and proper consideration of all the issues. The absence of
administrative or procedural rules, if this were in fact to be a feature of an arbitration process,
and a reliance on the arbitrator’s broad general view of what seemed fair, though possibly an
advantage in some cases, could in other cases give one of other of the parties the impression
that a full opportunity to argue the case had not been allowed or that for some other reason
justice had not been done. The opportunity te put matters before independent and impartial
experts with experience in the particular fielé could certainly be useful in some cases, but in
the most difficult transfer pricing issues it may well be the case that the difficulties arise
because of the special situation of the taxpayer concerned (how, for example, to determine the
value of a particular patent which is not readily comparable with any other) and it may not be
easy to find an expert in the particular mattes who is not also connected in some way with the
relevant enterprise. '
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62.  This is not to say that the advantages claimed could not be achieved to some extent but
they might only by achieved by accepting some corresponding disadvantages.

63. Bearing in mind the considerations set out above, the Committee does not therefore,
for the time being, recommend a compulsory arbitration process for the resolution of disputes
between tax authorities about tramsfer prices or the allccation of profits for tax purposes
between the different components of an MNE.
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Chapter 1V

POSSIBLE IMPROVEMENTS TO MORIE SATISFACTORY USE OF
EXISTING ARRANGEMENTS FOR AVOIDING DCUBLIE TAXATION

64. Itis, in consequence, a matter of some importance in this situation to lool carefully at
the criticisms which have been levelled at the existing arrangements provided in bilateral tax
treaties for dealing with transfer pricing adjustments made by the tax authorities of a treaty
partner country, and to consider how, if possible, these criticisms may be met and the system

made more satisfactoe:.

65. In fact, although the Committee offers some comment and suggestions in this context
in the paragraphs below, and makes a number of recommendations which ought, in its view, to
improve the operation of the existing arrangements, it dees not put forward any radical
recommendations for change. The matter is, aowever, one in which practice is developing and
it seems to the Committee that it might b: kept under pericdic review in the future.

66. Some of the criticisms which have boccn levelled at the existing arrangements for
relieving or avoiding economic double taxation have been discussed already to a certain extent
in Chapter II. The object of the following paragraphs is to go, in rather more detail, into the
problems which would be raised in dealing with these and other criticisms, as well as to touch
on a number of related items which have not already been mentioned.

67. But this discussion should be seen in its proper context. As has already been pointed
out, there are a variety of ways in which tax authorities may without undue difficulty avoid or
relieve the imposition of economic double taxation as a comsequence of transfer pricing
adjustments. Therec may, for example, be no difficulty in the one State about accepting a
transfer pricing adjustment made by the other in a particular case and consequently no
difficulty about using the adjusted price as the basis for the computation of tax liability under
its own laws. If there is difficulty, the tax authorities may be able to come to an arrangement,
under which the adjustment is medified by the State making it, so as to be acceptable to the
other. In many cases the tax authorities will thus come to a mutually satisfactory agreement
by employment of the existing arrangements. Moreover, tax authorities will be governed in
the making of adjustments or corresponding adjustments by the need to be able to defend their
decisions before their own domestic courts or other appeal bodies, and this tco should reduce
the occasions for disputes with the taxpayer.

68.  There are, nevertheless, two aspects of the existing arrangements which need to be
considered. One is whether the existing provisions in the OECD Model Convention (Articles 9
and 25) and their bilateral equivalents are adequate or should be changed or expanded. The
other is whether the procedures and operation of the Mutual Agreement Procedure as
provided by Articles on the lines of Article 25 in bilateral agreements could be improved.
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A. CORRESPONDING ADJUSTMENTS

69.  As noted earlier, it has been pointed out as a matter for :egret by some critics that
“secondary adjustments” are not provided for under Article 9. If double taxation is to be fully
relieved it is clearly desirable in theory that where a transfer pricing adjustment is made in one
State the relief provision should so far as possible take account of both the primary and the
secondary consequences of the adjustment. The current absence, however, of any general
consensus as to what secondary adjustments are permissible or how relief should be given to
take account of them malkes it difficult to suggest how this may be done and, in the absence of
any indication that many serious problems arise in this area which in practice are not
satisfactorily resolved, no change is recommended here. The Committee considers, however,
that it would beuseful to return to this subject at some time in the future when practice in such
matters has developed further.

70. It is necessary to consider also the question whether Article 9 of the Model goes far
enough in the obligation which it imposes on treaty partners to malte a primary corresponding
adjustment. As paragraph 3 of the Comimentary on Article 9 points out “an adjustment is not
automatically to be made in State B simply because the profits in State A have been
increased: the adjustment is due only if State B considers that the figure of adjusted profits
correctly reflects what the profits would have been if the transactions had been at arm’s
length. In other words, the paragraph does not seelk to aveid a double charge to tax which
arises where the profits of one associated enterprise are increased to a level which exceeds
what they would have been if they had been correctly computed on an arm’s-length basis.
State B is therefore committed to make an adjustment of the profits of the affiliated company
only if it considers that the adjustment made in State A is justified both in principle and as
regards the amount”. Clearly it would be unacceptable to commit State B to provide an
automatic corresponding adjustment, whether or not it considered that the adjustment made
in State A was justified in principle and amount, since this would be tantamount to requiring
State B to give State A a blank cheque. (The Comuittee took the view moreover, that
Article 9(2) did not in fact impose any obligation to match & corresponding adjustment where
the original adjustment was made to correct the deliberate manipulation of a transfer price by
the enterprise for the purpose of gaining a tax advantage.) Some possible protection for
State B might be provided if the Contracting States were able to agree in some detail in their
bilateral arrangements on rules about the way in which to ascertain arm’s-length prices in
particular cases — by for example agreeing on safe haven rules in specific kin-s of case. In this
way they might be reasonably assured that the result of accepting the other State’s
adjustments would be broadly equitable. Arrangements of this sort would be bound, however,
to be a compromise and it would be difficult to devise them in such a manner that they did not
conflict with the arm’s-length principle itself. The Committee does not, therefore, recommend
any change in Article 9(2) of the Model or in the Commentary on that Article.

B. MUTUAL ACREEMENT PROCEDURE

71. A second aspect of this enquiry must clearly be to what extent the mutual agreement
procedure can be improved. Some of the criticisms, it will be obvious in the light of preceding
paragraphs, cannot be met. There is no way of forcing the competent authorities to come to an
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agreed decision short of requiring them to submit to the decision of a supra-national authority
and for the reasons already expressed this is not regarded as recommendable. Similarly they
cannot otherwise be compelled to reach a decision by a certain time. But there may
nevertheless be some scope for facilitating the reaching of agreement and for speeding up the
process.

72.  The aspects of the mutual agreement procedure discussed below concern in the first
instance the resolution of specific transfer pricing cases. The entent and operation of
Article 9(2) of the OECD Model Convention may be in point. But so may the extent and
operation of Article 25. This is an area where some tax authorities feel that clarification may
be desirable to enable taxpayers and tax authorities to know more certainly what may be done
in this context and it has therefore bsen the subject of consideration by the Committee.

1. Clorifiention of thz scope of Article 25 of the QECD Medel Double Taxation
Conventiomn

73.  The mutual agreement procedure provided by Article 25 is concerned with actions of
the Contracting States which the taxpayer considers may or will result in taxation not in
accordance with the provisions of the Convention. Thus, under a bilateral convention
containing an article on these lines, the question whether a mutual agreement precedure can
be undertaken depends on whether the action complained about may. or will, result in taxation
not in accordance with the provisions of the convention. The Comrmittee has come to the

following conclusions.

74. When a convention contains provisions similar to those of paragraph 2 of Article 9 of
the OECD Model Convention, those provisions relieve economic double taxation of profits by
requiring a State which has collected excessive tax, as a consequence of transfer prices in
dealings with a company of that State, to malke a corresponding adjustment to the profits of
the company, insofar as they were unjustifiably high. To that extent, taxation initially
imposed by that State is “not in accordance with the convention™ and the taxpayer is entitled,
under the provisions of Article 25, paragraphs 1 and 2, to present his case to the competent
authority of the State of which he is a resident (see paragraph 9 of the Commeniary on
Article 25), within three years from the first notification of the most recent decision or action
(cf. paragraph 17 of the Commentary on Article 25). The competent authority which the
taxpayer applies to is under the obligation to approach the competent authority of the other
State, if the objection appears to it to be justified and it is not itself able to arrive at a
satisfactory solution. The mutual agreement procedure therefore provides competent
authorities with an adequate legal framework for consultation when the difficulty in
determining the profit is due to difficulty in reaching agreement on the appropriate transfer
price. In fact, consultation is such cases is expressly provided for in the second part of the last
sentence of Article 9, paragraph 2, which, by itself, allows competent authorities to consult
directly. Even when paragraph 2 of Article 9 doss not include the second part of the last
sentence, the mutual agreement procedure, as provided for under Articles 25, paragraph 1

and 2, should apply.

75. The matter is less clear where the convention does not contain the equivalent of
Article 9, paragraph 2. However, 2 number of countrics have observed that, in substance,
paragraph 1 of Article 2 does not, in itself, fulfill any necessary function, as it only formulates
rules which already exist, in broadly similar language, in most domestic laws, which can be
applied without conflicting with any provision of the convention, even where the convention
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dces not contain any Article 9. Following this line of thinking, the inclusion of Article 9
(paragraph 1) in a convention would demonstrate the contracting parties’ wish to cover
economic double taxation in the convention. As a consequence, any economic double taxation
arising from the adjustment of transfer prices would not be in accordance with — at least — the
spirit of the convention, and would fall within the scope of the provisions of the mutual
agreement procedure, under Article 25, paragraphs 1 and 2.

76.  Some countries do not, however, share this view: according to a literal interpretation,
they consider that, when Article 9 does not contain any paragraph 2, no provision in the
convention imposes a requirement on the State which has included in its tax base profits
unduly transferred to a company which is a resident of that State to revise its assessment in
order to exclude such excess profits; taxation of such profits is therefore not contrary to the
convention, and paragraphs 1 and 2 of Article 25 do not apply; strictly speaking, the taxpayer
is accordingly not entitled to have his case reconsidered and he may not invoke the three-year
time limit provided in Article 25, paragraph 1. Usually, such States, however, have the
possibility of reconsidering a taxpayer’s position, in case of economic double taxation, either
on the basis of domestic provisions or by the exercise of discretionary power which some tax
authorities possess to relieve the most severe cases. Such procedures are more flexible and do
not always give to the taxpayers a formal right to submit claims; in practice, they help to
alleviate double taxation in all cases when there is no doubt about the good faith of the

companies concerned.

77.  Onthe other hand, paragraph 3 of Article 25 of the Model would aliow the competent
authorities to consult about the elimination of double taxation in cases not provided for in the
Convention and this may be sufficient authority, for at least a few countries, to consult on
particular cases of transfer pricing adjustments.

78. Some States have to some extent clarified the issue in their bilateral agreements by
providing specifically, in the text of the equivalent of Article 25, that the mutual agreement
precedure may be used for the resolution of problems of interpretation or application of the
Convention related to transfer pricing. However, this is usually done in bilateral conventions
containing provisions similar to Article 9(2) of the Medel.

79.  In order to avoid any doubt in cases where a convention does not contain provisions
similar to those of paragraph 2 of Article 9, an additional paragraph should be inserted after
paragraph 9 of the Commentary on Article 25 when the OECD Mecdel Cenvention is next
revised. The paragraph might read as follows:

“When the convention between two Contracting States does not contain rules similar
to those of Article 9, paragraph 2 (as is usually the case for conventions signed before
1977) the mere fact that contracting parties inserted in the convention the text of
Article 9, as limited to the text of paragraph 1 — which usually only confirms broadly
similar rules existing in domestic laws - indicates that the intention was to have
economic double taxation covered by the convention. As a result, most members of the
Committee on Fiscal Affairs consider that economic double taxation resulting from
adjustments made to profits by reasons of transfer pricing is not in accordance with
—at least — the spirit of the convention and falls within the scope of the mutual
agreement procedure set up under Article 25. States which do not share this view do,
however, in practice, find the means of remedying economic double taxation in most
cases involving bona fide companies by making use of provisions in their domestic
laws.”
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2. Precedural aspects
a) Time limits and the time factor

i) Time limits
80.  An important difficulty in practice with the mutual agreement procedure seems to
arisc from time limits and the amount of time taken generally before agreement is

reached.

81. It may be convenient to take first the question of time limits. The date beyond which no
alteration can be made to a taxpayer’s liability for a particular period may be reached in one
country before the taxpayer can establish the need for an adjustment corresponding to that
made to an asscciate’s liability in another country. However, there must obviously be some
limit to the period during which claims to relief may be made. Tax liability must become final
at some stage or there would be no certainty for the tax authorities or indeed for taxpayers. But
the existence of such time limits and the fact that they vary from country to country does mean
that in order to minimise the likelihood of unrelievable double taxation their potential impact
needs to be borne in mind. Thus, if it is possible for a tax authority in one country to adjust a
transfer price ten years after the end of the year in which the transaction took place and the tax
authorities of the country of residence of the relevant asscciated enterprise have long ago
finalised the computation of that enterprise’s taxable profits, they may well be legally unable
to make a corresponding adjustment.

82.  The solution which is suggested in Article 25 of the Model Convention is that an
agreement reached by the mutual agreement precedure should be implemented regardless of
any time limits in the domestic law of the Contracting States. Thus if the mutual agreement
procedure is invoked and results in agreement to make a corresponding adjustment it would be
possible to do this regardless of any time limits in the relevant Contracting State, and the
invocation of the mutual agreement procedure could overcome any difficulty arising in this
way from the domestic time limits. If all countries could accept this, as some in fact do, then
time limits would present less of a problem in this context. But a number of countries have
reservations about overriding their domestic time limits in such a way.

83. Where a provision on these lines is not included in a bilateral treaty it would be
necessary, in order to minimise the obstacles provided by time limits, for the discussions
between the tax authorities to begin before any relevant time limits have run out and for those
time limits to be effectively suspended until the discussions have been concluded. This in its
turn indicates the need, in the circumstances, for tax authorities to consider the making of any
transfer pricing adjustment at the earliest possible stage.

84.  The suggestion has indeed been made that problems arising from time limits and the
time lag between transactions and the adjustment of the relevant transfer prices might be
avoided or at least reduced by the introduction of provisions into bilateral agreements which
would prohibit the making of such adjustments after the expiry of an agreed period. This
would be unacceptable to many countries. Tax authorities may need a long time to make the
necessary investigations to establish the necessity and extent of an adjustment, and the
indications even that an adjustment is necessary may only be brought to their notice late in the
day. It would be difficult for many tax authorities to close their eyes to the need for an
adjustment, however, late in the day this need became apparent, provided that they were not
prevented by their domestic time limits from making it. Nevertheless, where there was
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sufficient compatibility between the relevant time limits and other relevant elements (such as
the procedure for imposing liability and the appeals system) in the tax structures of two
Contracting States to ensure that this arrangement did not impose unequal sacrifices on one or
other of the two States, it might prove to be a useful and acceptable expedient and some
countries have apparently found it so. However, it does not seem to the Committee to be a
suitable matter for a general recommendation.

85. Leaving these particular questions aside, the Committee does, however, recognise that
it is desirable in principle to operate the system so as to minimise as far as possible the
obstacles to the relief of double taxation which may result from the impact of time limits.

86.  Article 25 of the Model Convention requires the taxpayer to invoke the mutual
agreement procedure within three years from the first notification of the action complained of.
This time limit does not itself create a great deal of difficulty (although some States consider
that it provides too short a pericd for invoking the procedure while other have entered
reseivations against Article 25 because they regard it as allowing tco long a pericd). The main
difficulty in this context is in deciding what is the date of modification. As stated in the
Commentary {paragraph 17), the time limit runs from the first notification of the most recent
decision or action. It is desirable that tax authorities should take early steps to give the
taxpayer clear formal notification of a proposal to make an adjustment if it seems that it is
likely to provoke a request to another country for a corresponding adjustment.

87.  The consideration of problems arising from time limits suggests in fact that, in order to
minimise the possibility that time limits may prevent the mutual agreement procedure from
effectively ensuring the relief or avoidance of double taxatiom, the procedure should be
invoked at the earliest possible stage, that is to say as scon as an adjustment is seriously, even if
only tentatively, proposed. If this were done, the process of consultation could be begun before
any irrevecable steps were taken by either tax authority, with the prospect, therefore, that
there would be as few procedural obstacles as possible in the way of achieving a mutually
acceptable conclusion to the discussions.

88.  Not all competent authoritics would, even so, wish to be involved at so early a stage in
practice. A proposed adjustment may not result in final action and even a concluded
adjustment may not trigger a claim for a corresponding adjustment. Consequently tco early
an invocation of the mutual agreement process may create unnecessary work.

89.  Nevertheless, on balance the Committee recommends that competent authorities
should be prepared to enter into discussions under the mutual agreement procedure at as early
a stage as is compatible with the economicali use of their resources.

ii) The time factor generally

90.  On the more general point that the mutual agreement procedure may turn out to be an
unsatisfactorily lengthy one, the Committec recognised that international consultations in
these sometimes very complex matters could very often take a long time. The occasion for the
relevant officials to meet must inevitably be restricted by the long distances which may have to
be travelled, correspondence is often an unsatisfactory substitute for face to face discussions,
there are language difficulties, differences in procedures and legal and accounting systems to
be understood and taken into account and so on. The problem may also be complicated in itself
and delays provoked because the taxpayer is slow to provide necessary information — obviously
if he has invoked the mutual agreement procedure he will usually be ready to provide
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information bearing directly upon the point, but for a full understanding of the transfer
pricing situation of an enterprise, and thus for a fully satisfactory solution of the problem, the
tax authorities may need more than this, and MNEs are often slow to provide information of
this wider kind. It would, on the other hand, be wrong to assume that delays were always a
feature of the procedure. In practice the consultations often result in a settlement of the
probi = n a relatively short time and it may be hoped that developing experience im such
consuistions may itself speed matters for the future.

91. Nevertheless, the Committee agreed that every effort should be made by tax
administrations to seek to avoid delays in these matters, and to improve their practice insofar

as their resources permit.

92.  One way of doing this would be to encourage face to face or telephone discussion
hetween competent authorities, to supplement the written procedures, which may inevitably
be rather lengthy. Such personal contacts can ofien more quickly establish whether an
adjustment by one country is likely to give rise to difficuity for another and can often more
quickly resolve aay such difficultics, and, although in themselves they may obviously be
expensive, they may, if used judiciously, settle complicated matters more quickly and thus less
expensively in the long run. The Committee thus recommends the development of these forms
of co-operation.

93. The OECD’s work on exchange of information for the purposes of preventing
avoidance and evasion should be useful for improving the co-operation of tax authorities for
this purposs as well, both on a bilateral and possibly in suitable cases on a multilateral basis. It
seems likely that an increased willingness on the part of tax authorities to solve transfer pricing
problems (and others) in oral discussion with each other and to adopt as flexible an approach
as possible to the search for compromise would remove much of the delay and difficulty of
which the MNEs have complained. In this context the technique of “simultancous
examination” which is currently being developed by some countries may help in suitable cases.
This is a process by which the tax authorities of two countries engaged in the examination of
the tax affairs of associated enterprises separately within their own jurisdictions can
co-ordinate their examinations, using the exchange of information provisions in the relevant
double taxation agreement so as 1o establish more effectively and economically the facts about
such matters as the transfer pricing of transactions between the enterprises. In the process,
differences in approach which might lead to double taxation can be identified and discussed at
an early stage and, it may be hoped, be more readily reconciled. Moreover, such arrangements
will cbviate the problems caused by one country examining the affairs of a taxpayer long after
the treaty partner country has finally sctiled the tax liability of the relevant associated
énterprise. (The question whether the technique is suitable for adoption in any particular case
would need, however, to be carefully considered before embarking upon it.)

b) Delegation of powers and joint consultation

94. The mutual agreement procedure has generally been regarded as a matter of
consultation between high level officials of the relevant tax authorities. The reasons for this
are sound; the fewer officials that are involved, the greater the likelihcod of ensuring a
consistent approach and the confidentiality of taxpayer information. Indeed, without the
supervisory control of experts in a central position there would be some real danger of
inconsistent decisions and, in consequence, of failure to achieve equitable results. Notwith-
standing this need for central control there remains, however, the possibility of speeding up
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procedures by some delegation of the discussions to officials at a lower level (if the detailed
cramination of the taxpayers’ transfer pricing is in fact in their hands) provided that the
relevant exchanges of information are adequately controfled by the responsible competent
authorities.

95.  Theexperience of a number of countries shows that this can be a useful expedient once
a mutual agreement procedure has been initiated between the competent authorities. For
example, the following procedure has been practised successfully between some countries.
The compstent authorities in these cases have asked their case officers in the ficld to prepare a
joint report on the case under investigation on, inter afig, the following lines: they are required
t0 establish the facts and co-ordinate their findings so that both countries will base their
decisions on the same facts and circumstances; they are then required to specify those
questions of law (if any) on which the reporting authorities disagree, and, where problems of
cvaluation are involved, set up agreed lower and upper limits for the appropriate price, thus
providing a range within which the competent authorities can reach a decision. In this way
toth delegation to lower levels and supervisory control by the central competent authorities
have been satisfactorily achieved. This kind of procedure may not be appropriate in all cases
but the Committee sees it as a useful technique which in the right situation may help to bring
the competent authorities to a speedier decision. The Committee therefore recommends that
in appropriate circumstances and under suitable controls competent authorities should be
prepared to delegate some part of competent authority discussions on transfer pricing matters
to the case officers concerned.

c) Taxpayer participation

96. It has been suggested that taxpayers should have the right to submit a request for the
mutual agreement procedurz to be instituted and that the request shovid not be unreasonably
denied. Paragraph 21 of the Commentary on Article 25 of the OECD Mode! Double Taxation
Convention makes it clear that this follows from the inclusion of an article on the line of
Article 25 in a bilateral tax agreement. The Committee fully endorses this interpretation®.
The Committee was, however, presented with no evidence to suggest that such requests were
in practice being unreasonably denied.

97. It has been argued that the taxpayer should have a right to take part in the mutual
agreement procedure, and that he should have the right at least to present his case to both
competent authorities, and to be informed of the progress of the discussions, and, some
representatives of industry have suggested, he should also have a right to be present at face to
face discussions between the competent authorities. The object would be to ensure that there
was no misunderstanding by the competent authorities of the facts and arguments which are
relevant to his case. The suggestion is based on the view that the mutual agreement procedure
is a process resembling litigaticn and that in litigation affecting his interests the taxpayer
would have a right to be heard.

98. The mutual agreement procedure envisaged in Article 25 and adopted in many
bilateral agreements on the OECD pattern is not, however, a process of litigation between the
taxpayer and the competent authorities: for such disputes the domestic courts are the
appropriate forum. The mutual agreement procedure is (unless there is specific provision to
the contrary in the relevant law of the countries concerned) simply a process of discussion
between the competent authorities in which they seek to explore the possibility of a solution to
the relevant problem which can he accepted by all concerned. If it is only possible to find a
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solution which is acceptable to the tax autnorities the taxpayer may still have the opportunity
to achieve a solution more satiifactory from his point of view by invoking the domestic appeal
systems of one or other of the States concerned. The taxpayer will not, however, necessarily
have an interest in every case. It might well be, for example, that the essential issue in the
discussions is simply one of which country should tax and which should give relief for the tax,
with the result being effectively the same whatever happens for the taxpayer or, in the case of
an MNE, for the taxpaying group. Formal rights for the taxpayer to appear and be heard in
the discussion between the competent authorities would therefore, in the view of the

Committee, be out of place.

99.  On the other hand if the procedure is to be useful and effective it would be sensible for
the taxpayer to give the competent authorities all the information which is relevant to the issue
and for the tax authorities to allow him every reasonable opportunity to present the relevant
facts and arguments to them and to ensure as far as possible that the matter is not subject to

misunderstanding.

100. In practice, it appears, taxpayers normally are given such opportunities, are kept
informed of the progress of the discussions and are often indeed asked during the course of the
discussions whether they can accept the settlements envisaged. The Committee recommends
that these practices should be adopted as widely as possible. They would see no objection in
principle moreover, in any case where this was convenient and appropriate and agreeable to
both competent authorities, to allowing the taxpayer to present his case to them together at a
joint meeting.

101. It has been pointed out that in many cases an MNE faced by the problems created by
an adjustment of its profits in one Staie which has an effect on the tax liability of another part
of the MNE in another State, has been able to resolve these problems by its own efforts. In
fact, it seems likely that an MNE, when f ~ed with an adjustment in State A which might
require a counter-adjustment in State B, would thereupon examine the question of such a
counter-adjustment under the laws of country B, make appropriate arrangements and seek to
settle the case eventually by negotiations with the taz authorities of that State. There are
obvious advantages in this procedure and Member country tax administrations would
generally wish to encourage MNE's to seek to resolve their problems in this way before
pressing for a formal mutual agreement precedure!®.

102.  They would no doubt be so encouraged if each tax adminisiration were prepared to
notify a resident affiliate of an MNE, at an early stage, of the intention to adjust its profits,
and to discuss with the domestic entity of an enterprise which has received such a notification
in another country the problems connected therewith, including the possibilities of a
counter-adjusiment. In this way a taxpayer which was part of an MNE would have time to
inform the relevant affiliate in the group, or the headquarters of the group, which could then
take steps to settle the case before irrevocable decisions were made in the adjusting country.
The adjusting administration would then have less reason to fear that it would have to face a
future demand for a mutual agreement procedure. This would facilitate procedures both for
the MNE and the administrations concerned.

103.  The obverse of this problem, however, is that a failure on the part of an MNE in one
country to advise its affiliate in another country that it proposes to accept an adjustment
proposed by the tax authorities of the first country may leave the tax authorities of the second
country in difficulty if they come somewhat later to the issue and disagree with the
adjustments. They may have to consider refusing relief for any additional tax involved or
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asking the tax authorities of the first country to upset a settlement which they have made with
their own taxpayer. It would help to avoid this situation if tkose tax authorities contemplating
the making of a significant transfer pricing adjustment which might have this kind of
consequence were to alert their partner tax authority in adequate time. But if the taxpayer
wishes to avoid double taxation it must be his responsibility to take the necessary steps.

104. It should be clearly understood, however, that a taxpayer, in negotiation with the tax
authorities of one country, cannot speak for tax authorities of another (unless he is specifically
empowered to do so). It is not intended in these paragraphs to suggest that the taxpayer should
in any way be empowered to act for a tax autuority.

d) Package deals

105. Tie Committee has seen no evidence that taxpayers have in practice suffered injury as
a result of “package deals” between tax authorities in the course of which complaints put
through the competent authority procedure are settled, not on the merits of each individual
case, but on the basis of a balance of interest between the competent authorities themselves.
Nevertheless, since it is clear that this result is feared by taxpayers, the Committee records the
view that competent authority cases should each be settled on their own individual merits and
not by reference to any balance of the results in other cases.

e) Unilateral information proc:dures

106. It has been suggested that it would be helpful to taxpayers, enabling them to male
more satisfactory use of thc competent authority precedures, if compstent authoritics were to
develop and publicise their own domestic rules or procedures in this field, so that taxpayers
may more readily understand what they can do and how to go about it. This could also be
helpful to tax authorities especially if they are faced with the possibility of a large or growing
number of cases in which mutual agreement with other tax authorities may be necessary or
desirable, possibly saving them the need to amswer a variety of enquiries or work out
procedures afresh in every case.

107. In publicising such rules and procedures it could, for example, be made clear how the
taxpayer may bring a problem to the attention of the competent authority in order tostart off a
discussion with the other country’s competent authorities. The publication could indicate the
official address to which the problem should be referred, the stage at which the competent
authority would be prepared to take the matter up, the nature of the information necessary or
helpful to the competent authority in handling t'ie case, and so on. It could be helpful also to
give some indication of the way in which the competent authorities would normally approach
the question of transfer pricing adjustment and corresponding adjustments and how they
would normally handle such cases. The Committee recommends that this possibility should be
explored unilaterally by competent authorities, and that, where appropriate, descriptions of
their rules and procedures should be given svitable domestic publicity.

108. Unilateral rules or guidelines governing the operation of the procedure by one
competent authority would not require agreement by the other competent authority, since
they would be limited in effect to the competent authority’s domestic relationship with its own
taxpayers. However, it would seem appropriate to communicate such unilateral rules or
guidelines to the competent authorities of the other countries with which mutual agreement

procedures are usually entered into.
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3. Qiher suprestions

109. A number of other suggestions which have been made for the improvement of the
mutual agreement procedure under double taxation agreements should also be referred to in

this report.

110. One is that the procedure should not be used to review other tax matters not directly
connected with the subject of the procedure. The Committee could not accept this as a general
rule. Obviously it is easier for the mutual agreement procedure to bs opsrated, both by
taxpayers and by tax authorities, if the issues involved are narrowed down as far as possible.
But it would be absurd if a request to a tax authority to initiate the mutual agreement
procedure on one particular aspect of the taxpayer’s affairs were to prevent the tax authorities
from examining or exchanging information about other aspects of the taxpayer’s affairs.

111. Another suggestion is that, if double taxation has occurred as the result of a court
decision, this should not prevent the mutual agreement procedure from being operated or
agreements which might be reached under it from being implemented. Again no evidence was
preduced to the Committee to indicate that this was a widespread preblem demanding an
urgent solution. The problem here is similar to that arising where time limits prevent the
effective operation of the procedure, that is to say the objection in many countries to the
substitution of the decision of officials for the domestic law as laid down in the statutes or as
decided by the courts. If it is possible for agreements reached under the mutual agreement
procedure to override the domestic law then clearly this will facilitate the operation of the
mutual agreement procedure in some cases. But the Committee makes no recommendation on
the point. The problem can, however, as with the time limit protlem, bs minimised perhaps if,
supposing that the taxpayer concerned is not himeelf in a position to inveke the mutual
agreement procedure, he can alert his associates in the other country, in adequate time, to the
possibility that a court decision will affect a potential transfer pricing issue so that they can
invoke the procedure at their end. Tax authorities may also consider it to be useful to alert the
relevant treaty partner tax autherities if there is a significant chance that a court decision will
provoke as a consequence a request for a mutuval agreement procedure.

112. A connected suggestion which has also been made is that a taxpayer should not be
obliged, as a condition of instituting the compztent autherity procedure, ither to invoke the
domestic remedies which are available to him or to have exhausted tbem. The Committee
would not suggest that the legal remedies available to a taxpayer should be exhausted before
his case was taken up for discussion under the mutual agreement procedure. Clearly this
requirement would mean that in many cases there would be a possibility of conflict between
the outcome of the mutual agreement procedure and the cutcome of the domestic appeal
proceedings with the result that the agreement reached by the competent authorities could pot
be implemented. So long as the domestic appeal proceedings are not finalised and can be
abandoned or concluded by a compromise settlement there should bz no difficulty about
allowing them to continue parallel with discussions under the mutual agreement procedure. If
no agreement results then in each country tax authority and taxpayer each have an equal
chance before the domestic courts. (The situation where binding arbitraticn proceedings were
in point would be different: here there would be a question cf iwo different bodies both
considering the same issue, and both having power to make a decisicn binding on the tax
authorities but possibly leaving the taxpayer free to choose the ons most favourable to
him.)
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133. The suggestion that taxpayers should not be required to invoke their domestic
remedies as a condition of invoking the mutual agreement procedure is not one which permits
easy acceptance. In some countries it would be necessary for tne domestic appeal provisions to
have been invoked, and for the appeal to be kept open, in order that the mutual agreement
procedures could usefully operate at all. The Committee agrees nevertheless that it is
desirable to keep to a minimum the formalities involved in the operation of the mutual
agreement precedurs and to eliminate any that are really unnecessary.

114. It has been suggested also that the result of consultations under the mutual agreement
procedure and the general rules applied in specific taxpayers’ cases should be published
provided that the confidentiality of the relevant taxpayers’ affairs was safeguarded. This is a
possibility which may be worth further consideration at some time in the future. At present it
seems that most cases have to be decided so much by reference to their own facts that it would
be difficult to publish the details without breach of confidentiality and that little useful
guidance would be provided by their publication in any event. EHowever, as experience is
gained by tax authorities in these matters it might well be useful for competent authorities to
include, in any material publicising their domestic rules, procedures and guidelines in this
ficld, not omly some indication of the broad principles adopted by the competent authorities in
the actual cases which have come before them, but possibly some indication of the limits
within which it is necessary for them to work because, for example, of the incidence of other
countries’ tax laws (including time limits) or because of the availability or otherwise of
evidence of prices and perhaps some indication of the relative usefulness of the methods which
have had to be adopted in arriving at arm’s-length prices, etc. The Committee recommends
that this possibility should be borne in mind.
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115.

Chapter V
CONCLUSIONS

A. GENERAL CONCLUSIONS

a) General commenis on corresponding adjustments

i

ii)

1i1)

iv)

The responsibility for minimising as far as possible the likelihood of
double taxation arising from transfer pricing adjustments is in the first
place that of the MNE itself, which should, at any rate for tax purposes,
arrange its’ transfer prices to conform with the arm’s-length principle;

Nevertheless, the Comnmittee recognises the desirability in bona fide cases
of ensuring as fully ax possible the relief of any double taxation, whether
juridical or economic, which would follow from adjustments to transfer
prices made to bring them into conformity, for tax purposes, with the
arm’s-length standard;

It fully endorses, however, the view expressed in paragraph 3 of the
Commentary on Article 9 of the OECD Meodel Double Taxation
Convention that a State should not be committed to make an adjustment
to conform to that made by another State except when it can agree that
the c:fgigﬁnal adjusiment was correctly computed on an arm’s-length
basis!!;

On the other hand, the Committee recommends that tax authorities
should do all they can to reach agreement on disputed transfer pricing
adjustments or corresponding adjustments in order that double taxation
should not persist where it could, by agreement, be eliminated.

b) The mutual agreement procedure

i

if)

The Committee regards the existing mutual agreemen: procedure
provided by Article 25 of the 1977 OECD Model Convention as being »
useful and, in general, very effective machinery for resolving disputcs
between tax authorities in this field as in others, notwithstanding the
criticisms which have been levelled at it;

The Committee recommends, however, for the aveidance of doubt, that it
should be made clear, by an addition to the Commientary on Article 25 of
the Model Convention, that this Article provides machinery to enable
competent authorities to consult with each other with a view to resolving,
in the context of transfer pricing problems, not only problems of juridical
double taxation but also those of ecoaomic double taxation.
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c) Compulsory erbitration

The Committee does not, for the time being, recommend the adoption of a compulsory
arbitration procedure to supersede or supplement the mutual agreement procedure. In its view
the neec for such compulsory arbitration has not been demonstrated by the evidence available
and the adoption of such a procedure would represent an unacceptable surrender of fiscal

sovereignty.

B. POSSIBLE PRACTICAL IMPROVEMENTS
TO THE MUTUAL AGREEMENT PROCEDURE

116. The following summarises the proposals made by the Commitee:

i) The Committee regards it as important that the duty imposed on tax authorities,
by an Article on the lines of Articis 25, to set in motion the mutual agreement
procedure if it appears to the compstent authority that the taxation complained
of is due wholly or in part to a measure taken in the other State!? should be
implemented as quickly as possible once the obligation is made clear, and that
an application to set the mutual agreement procedure in motion should not be
rejected without good reason;

i) The Committee endorses the view that the adoption, in bilateral agreements, of
the last sentence of paragraph 2 of Article 25 of the Medel Double Taxation
Convention —viz. “Any agreement reached shall be implemented notwith-
standing any time limits in tie domestic law of the Contracting States” — would
climinate a wide range of problems. It recognises, however, as does the
Commentary on Article 25, that some States are not, on constitutional and
other legal grounds, able to override the time limits in their domestic law. In
general therefore the Committee recommends that every effort should be made
by tax administrations to ensure that as far as possible the mutual agreement
procedure is mot in any case frustrated by operational delays or, where time
limits would be in point, by the combined effects of time limits and operational
delays;

iif) The Committee in particular draws attention to the value, in transfer pricing
matters, of ensuring as early and as full communication as possible on all
relevant matters between tax authorities and tazpayers within their domestic
jurisdiction and, across international frontiers, between the relevant associated
enterprises themselves and the tax authorities concerned. Thus the Committee
recommends that tax administrations should be prepared at as early a stage as
possible to notify taxpayers of the intention to make a transfer pricing
adjustment (and, where the date of any such notification may be important, to
ensure that a clear formal nctification is given as scon as possible):

iv) The Committee recommends that compstent authorities should communicate
with each other in these matters in as flexible a manner as possible, whether in
writing, by telephone, by face to face or round the table discussion, whichever is
most suitable, and should seek to develop the most effective ways of solving
relevant problems by the use, where appropriate, of simultaneous examination
procedures, the controlled delegation of functions te case officers, and such
other techniques as are suitable for the purpose;
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v) The Committee recommends that in the course of mutual agreement proceed-
ings on transfer pricing matters, the taxpayers concerned should be given every
reasonable opportunity to present the relevant facts and arguments to thke
competent authorities both in writing and orally, and, where this is convenient
and appropriate and agreeable to both compstent authorities, to do this in the
course of a joint meeting of the competent authorities;

vi) The Committee recommends that the formalities involved in instituting and

operating the muiual agreement procedure should be kept to a minimum and
any unnecessary formalities eliminated;

vii) The Committec emphasizes the view that mutual agreement cases should sach
be settled on their individual merits and not by references to any balance of the
results in other cases;

viii) The Committee recommends that competent authorities should, where appro-
priate, develop and publicise domestic rules, guidelines and procedures relating
to the use of the mutual agresment (or competent authority) procedure.

C. FINAL REMARILS

117. The Committee proposzes o leep under pericdic review the guestion of how the
effectiveness of the arrangements for corresponding adjustments and the uss in this context of
the mutual agreement procedure may bz adapted to meet the needs of changing times or
otherwise improved, and to return in the light of developing experience to the consideration of
how secondary adiustments should be dealt with.
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1L

12.

NOTES AND REFERENCES

Transfer Pricing and Multinational Erserprises: repost of the OECD Committee on Fiscal Affairs, 1979,
hercinafter referred to as the 1979 Repori or the Repori.

The term “economic” double taxation is thus contrasted with “juridical” double taxation which is the taxation
by two States of the same income or profits in the hands of the same juridical psrson.

This was recegniced in the Commentary on the 1963 OECD Model Double Tanation Convention (paragraph 4
of the Commentary on Article 25, last centence). The point was not repeated in the Commentary on the 1977
Meodel Convention but it remains valid.

See paragraphs 5 and 6 of the Commentary on Article 9 of the 1977 OECD Model Convention where an
example is given and it is noted that the making of secondasy adjustments would depend on the facts of the
individual cace.

In this context, however, it is also relevant to say as in footnote, to paragraph 7 of the 1979 Report, that
whereas the principle of arm’s-fength pricing is valid alco for the taxation of permanent establishments, the
considerations in this report need to bz applied with care to tlie 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 establishments and the remainder of the
enterprise of which they form part - cce Commentary on Article 7 of the 1977 OECD Medel Double Taxation
Convention, and the report on the tanation of multinational banking enterprises contained in this
publication).

These three provisions are cometimes descrived as the “specific case provision”, the “interpretative provision”
and the “legislative provision” respectively (cee British Tax Review: “The legal nature of the mutual agreement
procedure under the OECD Model Convention™ 1979, page 333, ef seg and 1980 page 13 et seg).

Fer example, Resolution of the International Ficcal Association, Sepiember 1981,

it has been pointed out that tax authorities, by entering into treaties for the relief of double taxation, have
already to some extent surrendered their taning rights over tanpayers affected by the treaties. But the OECD
Moedel Double Taxation Coavention dozs not provide for decisions on matters of the tax liability of particular
tanpayers arising out of the treaty fo be imposed upon the tax administrations of the partner countries by a
supra-national body.

Paragraph 21 of the Commentary on Article 25 reads as follows:

“If, however, it appears to that compztent authority that the taxatioa complained of is due wholly orin parttoa
measure taken in the other State, it will be incumbent on it, indezd it will be its duty - as clearly appears by the
terms of paragraph 2 — to set in motion the mutual agreement precedure proper.”

Suggestions to this effect have in fact been incorporated in the guidelines of Germany and the United
States.

The relevant passage recds as follows:

“3. It should bz noted, however, that an adjustment is not automatically to be made in State B simply because
the profits in State A have bsea increased; the adjustment is due only if State B considers that the figure of
adjusted profits correctly reflects what the prafits would have been if the transactions had been at arm’s length.
In other words, the paragraph does not ceels to zvoid a double charge to tax which arises where the profits of one
associated enterprise are increased to a level which enceeds what they would have been if they had been
correctly computed on an arm’s-length basis. State B is therefore committed to make an adjustment of the
prafits of the affiliated company only if it considers that the adjustment made in State A is justified both in
principle and as regards ¢he amount.”

Paragraph 21 of the Commentary on Article 25 of the 1977 Model Convention.
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Arirex

EXTRACTS FROM THIEE 1¢77 OECD MODEL DOUBLE TAXATION CONVENTION
ON INCOMIE AND CAPITAL

Article 9
ASSCCIATED ENTERPRISES

L. Where:
a) Anenterprice of a Contracting State participates directly or indirectly in the management, control or
capital of an enterpritz of the other Contracting State, or;
b) The same percons participate directly or indirectly in the management, ceatrol or capital of an
enterprics of a Contracting State and an enterprice of the other Contracting State;

and in either case conditions are made or impsced between the two enterprices in their commercial or financial
refations which differ from these which tvould bz made batween independent enterprises, then any prefits which
would, but for thoae conditions, have accrued to one of the enterprices, but, by reacon of these conditions, have not so
accrued, may bz included in the profits of that enterprice and taned accordingly.

2. Where a Contracting State inclisdes in the profits of an enterprice of that State — and tanes accordingly -
prefits ea whicl an entepricz of ths other Contrdeting State has bzzn charped to tax in that other State and the profits
co included are profits which would have accrned to the enterprice of the first-mentionzd State if the conditions made
batween the two enterprices had been thoze which would have beer mads batwesn independent enterprices, then that
other State shall make an apprapriate adjustment to the amennt of the tax charged thercin on thece profts. In
determining such adjustment, due regard shaill be had to the other provisions of this Convention and the competent
authorities of the Contracting States shall if necessary consult each other.

Artfcle 25
MUTUAL AGREEMENT PRCCEDURE

1. Where a parson considers that the nctions ¢f one or both of the Centracting States result or will result for him
in taxation not in accordance with the provisions of this Convention, he may, irrecpective ¢f the remedies provided by
the domestic law of theze States, precent his eacz to the compztent anthority of the Contracting State of which heisa
resident or, if his cace comes vnder paragraph 1 of Article 24, to that of the Contracting State of which he is a
national. The cacs must bz precented within thees years from the first notification of tle action resulting in tanation
not im occerdones with the provisisns of the Canvention.

2. The compztent authority shall endeavour, if the objection appaars to it to bz juetifisd and if it is notitezlf able
to arrive st a satisfactory colution, to recolve the cacs by mutual apresment with the compstent authority of the other
Contracting State, with a vizw to the avoidance of taxation which is not in oceordance with the Convention. Any
agreement reached shall be implemented notwithstonding ony tims licnits in the demestic law of the Coantracting

States.

3 The compsatent authoritizs of the Centracting States shall endzavour to rezolve by muteal agrezment any
difficultizs or deubts arising as to ths interpretation or application of ths Cenvention. They may alco consult together
for the elimination of deuble tanatien in caces net providzd for in the Convention.

4. The eompatent autheritizs of the Contracting States may communicate with each other directly for the
purpoze of reaching an agrezment in the concs of the preceding paragraphs. When it czems odvisoble in order to reach
agrezment o have an oral exchonye of cpinions, cuch exchange may tals placs throngh a Commission consisting of
reprecentatives of the compatent autheritizs of the Centrocting States.
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THIE TAXATION QF MULTINATIONAIL BANKING
ENTERPRISES



INTRODUCTION

1. The Repsrt of the QECD Committes on Ficcal Affnirs on transfer pricing and
multinationsl enterprisss (refesred to subzequently in this repart as “the 1979 Report”) made
it clear, in its chapter on loans, that it did not deal with loans betvresn enterprises engaged in
banking or financing activities as part of their regular business (paragraphs 151 and 198).
Interest income and interest expanes acesunt for a substantial share of the total revenue and
wpenditure of an international baak and accordingly it was recogmised that for such
enterprices the treatment of interest for tar purposes required spacial consideration. The
purpoze of this regort is to supplement the 1979 Report in that connsction.

2. It is mececoary to put the matter in pessgsctive, to cansider more gensrally, in addition,

the problems arising for tax administrations in the toxation of the profits of multinational
banling enterprices.

3. In principle, the ues of the arm’s-length principle in the cace of the activities of banking
and finance subsidiaries is relatively straightforward. Although account has to be taken of the
differences between banking and other kinds of business, there is a basic similarity between
the activitics of an internaticnal banl whazs activities are carried cut through subsidiaries and
other affiliates and thozs of any other multinaticnal enterprice.

3

4, However, bzcaucz banking enterprices operate to o large extent through branches, and
. L] o L L- - - d . "
these opaerations precent complicated transfer pricing issues to which the 1979 Report dess not
- - - < - a - a
readily provide straightforward colutions, this repert conecsntrates very largely om the
problems of applying the arm’s-length princiele te lvor interest in the coatexrt of banls
operating in that way. Thz 1979 Repert did net dzalexnlicitly with tranches exeept toindicate
that its principles are apgprepriate to braneh czarations but nesd particular care in their

application to such caces. Paragraph 7 of the 1979 Regert states “The report covers not only

transfers batween parent and subsidiory cempanies but cleo thezs tatwesn other enterprise

under common control, though the problems arising sozcifienlly from trarnsactions between
companies under commen control have not baen deslt with vnd indeed some countries would
regard such transactions as passing through the comumon porent incofar as the price deviates

from arm’s length®.

5. International transfers batvresn ascocinted enterprices, and within a single enterprise
are treated in a not dissimilar way for tax purpoces iu the 1979 Report of the Committes on
Fiseal Affairs “Model Double Tanaticn Coaventicn on Inceme and Capital” (referred to
subzequently in this report as “the Model Convention™). It is conseguently not inappropriate
to apply the principles of the 1979 Repest in dealing with the transfer pricing problems arising
in the context of branch banlking.

6. That Report, however, goss on tosay: “Whereas the principle of arm’s-length pricing is
valid also for the taxation of permaneat establishments, the considerations set out in this
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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 establishments
and the remainder of the enterprise of which they form part — see Commentary on Article 7 of
the OECD Maodel Double Tazation Convention, paragraph 7, footnote 1)”. The following
paragraphs of the present report represent to a large entent an attempt to expand this brief
comment and to give it more detailed content in relation to branch banking.

7. In addition to their borrowing and lending opsrations, and as a conseguence of their
close involvement in their customers’ financial opsrations, banls — as well as borrowing and
lending money — also carry out a wide variety of asscciated services such as bill discounting
and foreign enchange transactions, or act, for example, as financial trustess or advisers and
managers. The consideration for such cervices is generally a fes, commission or brolerage
payment. These matters are gensrally outside the scops of this report ané are thus not
considered further in it.

8. As with other multinational enterprices, transfer pricing problems may arise in the
case of international banlks in relation to the allocation of head office (or parent company)
expenses other than interest — that is to say, the enpanses incurred by the enterprice as a whole
(and usually attributed to the head office or parent company) for the benefit of the various
parts of the enterprice. In this contesnt, the gensral conclusions of the 1979 Report are as valid
for banlks as they are for other multinaticnal emterprices, although the mo3t relevant
comments in that Report are lilely to be thoze on the treatment of charges and payments for
services. These aspsets of the transfer pricing of banking enterprices are also therefore not
congidered further in this report.

LAYCUT OF THE REPORT

9. The report bsgins by describing brizfly the origins and cpzrations of international
banking. Next it considers the entension of the 1979 Report to banking through subsidiaries.
Then the thorny issues of the treatment of branch banlking are considered.
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Chapter [
BANKING OPERATIONS

THE NATURE AND FORM OF BANKING

10.  The essential feature of banking is that funds which are entrusted to the bank (on
which in some circumstances interest may be paid and in others not) are invested or loaned by
the banlc at interest in 2 manner designed to obtzin 2 profit.

11. Banks generally have sought to attract deposits from a wide range of customers many
of whom would deposit quite small sums. They would normally give ne formal security for
such borrowings but would rely on their general creditworthiness to persvade the depositors
that they were adequately safeguarded against loss and that the rates of interest paid, which
would normally ke expected te allow the banl to make a prefit when lending the money in its
turn, were acceptable.

12.  Traditionally also banlks have held funds for customers on current accounts. Often
individual customers’ current accounts would be quite small, withdrawals could be made at
little or no notice and the bank weould honour chegues dravm on the account in favour of other
persons. Very often interest would not be paid at all on current accounts, or if paid, then paid
only at modest rates. The cost to the bank of deposits in such accounts could be substantial
because they require a multiplicity of local acerss points and a multiplicity of transactions
many of which individually involve small amounts of money. Semetimes, the bank would even
charge the customer an amount designed to cover the expenses of keeping the account but this
charge would often be waived if the customer maintained a sufficient balance.

13.  The loans made by banls operating in this traditional way, though they couid vary in
amount from small overdrafts for individual customers to massive financial support for
governments, would normally, nevertheless, encompass a large number of small loans to
individuals and to small and medium-sized businesses.

14.  These traditional forms of banking continue and small deposits and current accounts
stil} provide the basic funds for many banking operations, but in the international market new
forms of banking operations have developed in which the smal] depositor and the current
account holder are of marlkedly less importance than they used (o bg. Under the new forms the
amounts involved are very large and the ultimate borrowers are predominantly governments,
multinational enterprises and other very large institutions or corporations. These new forms of
operation are often described as “wholesale banking” and the traditional forms as “retail
banlking”.
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15.  The traditional forms of banking operations have, however, governed the development
of bank organisation. Depending as they do upon the ability to attract a wide range of
depositors and borrowers, banks developed by opening branches wherever business might be
obtained. Some branches would tend to receive deposits in excess of advances but others would
be able to lend money in excess of their deposits. By appropriate transfers of resources these
variations could be resolved. Moreover, the financial strength of the bank is generally
concentrated at the head office, the assets of which usually include the cash reserves for the
whole enterprise. This financial strength has normally formed the foundation of the bank’s
business which has meant that it has also been clearly more satisfactory to enable all
customers to deal directly with the bank as a whole rather than with one subsidiary company
whose activities may be limited by local or national regulations and which may, prima facie,
be able only to offer security limited to its own resources. Because market participants regard
branches as an extension of the central entzrprise, a branch may also be able to raise funds
more cheaply than a subsidiary. Possibly for these reasons and possibly for others banlks have
traditionally tended to carry on their domestic business through branches rather than through
subsidiaries, and they have to a large extent operated in the same way in other countries.

16. At the same time, for a variety of reasons, there have been a number of exceptions to
this tendency, particularly in international banking, where it is frequently the case that a bank
sets up a subsidiary company to carry on its banking business in a country other than its own
country of origin. This may in fact be required or encouraged by the local law or it may be a
matter of practical convenience. The business of international banling may also include
related activities such as financing the purchase of specific assets and leasing operations and
such activities will almost invariably be conducted through subsidiaries.

17. It does not appear that, normally, taxation has an important influence on the choice
made by a bank to operate internationally through a branch or through a subsidiary (although
the home country’s rules about relief for losses or foreign taxes may have some bearing on the
matter). Many ordinary business considerations may influence such a choice. Where a local
banking subsidiary company is set up it would normally have to satisfy local capital and
reserve requirements in the same way as a domestic bank although in some cases these
requirements can perhaps be satisfied by guarantees provided by the parent company. A
subsidiary may also be restricted to specified functions and predetermined loan limits by
licensing requirements but, subject to this, it could ordinarily be expected to have much the
same banking relationship with its parent as a branch would have.

BANK CAPITAL

18. A banker’s standing is primarily dependent upon the state of his capital and reserves
-- the cushion which protects depgsitors from any losses on investing or iending by the bank.
The basic constituent of this would ordinarily consist of the shareholder’s funds and reserves
from past earmings wpon which no imterest is paid. In some countries this may be
supplemented, however, by “subordinated loans”. These are usually in the form of unsecured
loan notes having a fairly long maturity (perhaps ten years or o), title to repayment of which,
in the cvent of earlier liquidation, is subordinated to that of depositors with, and other trade
creditors of, the bank. They are frequently obtained in currencies other than that of the
country of the head office in order to provide a base for business conducted in such other

Currencies.
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19.  [Exceptionally a banker may obtain a loan for a specific capital purpose such as the
acquisition of premises or equipment.

20. The need of a bank for capital will vary according to circumstances — the kind of
business in which it is engaged, the varying requirements of the laws of the countries in which

it operates and 0 omn.

THE NATURE OF INTEREST ON MONEY IN A BANKING BUSINESS

21.  In general, commercial enterprises borrow money in order to acquire assets such as
premises or equipment or to finance such items as stocl holdings, trade debtors, etc. Thus, the

money borrowed is absorbed within the enterprise.

22. A bank on the other hand accepts deposits from customers and pays interest thercon as
a normal trading transaction, with which is coupled the malting of investments and advances
and the receipt of interest thereon. Interest paid by it is therefore a fundamental outgoing of a
banlcs trade just as interest received by it is a fundemental receipt of the trade.

23.  The principal clements of the trading account of the commoner type of commercial
enterprise, from which is calculated its gross trading prefit, will be, for example, the proceeds
of the sale of goods and the cost of the goods sold. In a banking business the primary elements
in calcuiating its gross profit will be on the one hand the interest earned on the investments and
advances made by it and, on the other, the direct costs of the funds so employed —i.c. the
interest paid on deposits and other amounts borrowed in the course of banking.

THE ORGANISATION OF INTERNATIONAL BANKING

24. Banks may extenc their operations from their country of origin for many reasons and
the organisation of international banking refiects this variety. It alco refiects the varying
requirements of both home and hest country laws. But two general types of international
banking may be distinguished. In former times the main reason for a banls to extend its
operations into other countries would usually have been to supply services either to its
domestic customers who had foreign interests or to expatriate citizens of the banlk’s home
country who were working or carrying on business in such other countries or more generally to
assist in the financing of foreign trade.

25.  As already mentioned above, however, a newer and rather different form of
international baniing has emerped in recent years. This is carried on by banlkers who operate
largely in the Eurc-currency market (which has largely comprised transactions in bank
deposits of a particular currency beneficially held outside that currency’s country of origin)
and in the larpe syndicated loans which have recently become a feature of international
finance (i.c. loans put together for a single borrower by a number of financial institutions
acting in co-operation in possibly multi-million dollar flotations). A major characteristic of
this newer form of banking is the entremely important part played in it by interbanh
tramgactions.
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26.  The standing of the banker is equelly if not more important in these newer, wholesale,
forms of banking business than in the older forms. A bank may, of course, engage in both
“wholesale” and “retail” operations. But banks engased mainly in the older retail forms of
business where smalier amounts of money and larger numbers of transactions are, in general,
involved will tend to have different needs for capital than those engaged mainly in the flotation
of Euro-currency loans and the like, for whom the traditional depositor and the current
account have ceased to be significant.

27.  However, whether banks operate internationally through branches or subsidiaries, or
in the older or the newer manner, the object of their activities is the same — to take advantage
of the availability of opportunities for obtaining and lending funds profitably. This wiil often
involve substantial movements of funds across nationai borders not simply from branch te
head office or from subsidiary to parent company but vice versa, and also movement from
branch to branch or subsidiary to subsidiary. Funds may often in fact flow in both directions
bstween the same two parts of an enterprise, depending on the requirements of the moment:
for example, there may be a flow of one type of currency in one direction while a different
currency flows the other way.

MODUS OPERANDI OF INTERNATIONAL BANKING

28.  The mair task of a bank operating multinationally, whether through branches or
through subsidiaries may be seen as the efficient and profitable provision of funds and services
to meet the needs of custcmers in the areas where they are located. Despite the development of
rapid communication systems, it is generally recognised in the banking business that for the
efficient international operation of a multinational bank a gocd deal of decentralisation of
responsibility is required and it is important that local entities should have the ability to deal
directly in the money market centres of the world both lecally and further afield.
Management controls appear to be generally at their most effective when the local operation is
set up as a profit centre with approved budgets against which performance can be measured.
In such a case the local office, while also operating further afield, would normally, in all
probability, maintain an active presence in the local interbanl marlket, particularly in foreign
exchange and money dealing, and might also participate in the local bullion market. The
ability of the local office to provide a fully compstitive service to its customers may be very
dependent upon its access to and reputation in these local markets.

29.  The activities of bank branches and subsidiaries are not necessarily, however, limited
to the area or couniry in which they are located; each one may be active on a worldwide level;
transactions may be effected in all freely convertible currencies both in the money and the

foreign exchange markets.

30.  The success of a business transaction may well depend upon a thorough knowledge of
all market conditions at the moment when the transaction is performed and these conditions
can change very rapidly during the day. In the larger offices of baniing enterprises there can
be hundreds of transactions in a day, and the rates and prices obtained for the customer in
each tramsaction will depend upon the market situation at the time the transaction is
undertaken. This, in general, presupposes a need for highly qualified stafl whom the head
officc of the bank can entrust with far-reuching authority. Leocal bank supervision
requirements would need to be observed, hov  °r. So also would head office guidelines: in
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addition to monitoring the results of the local office, a banlk head office would probably make a
daily check on the volume of business transacted by its branches and subsidiaries anc upon

their rislc position.

31.  Nevertheless, it is most probable that in order to allow branches or subsidiaries to
operate successfully, the head office would as a matter of policy, in the ordinary way, keep toa
minimum any efforts to influence rates of interest charged by branches or subsidiaries or any
of the other conditions of the business tramsactions undertaken by them or to require an
affiliate to refinance itself with the head office at rates not in line with the market.

32. It could be expected therefore that a high proportion of all the transactions undertaken
by 2 multinational bank, whether concluded with third parties or with the head office or other
branches or subsidiaries of the banl, would be based on the “arm’s-length” principle. The
necessity for adjusting interest rates to arm’s-length rates when interest is charged to or paid
by an affiliate may therefore not arise in practice very cften. This cculd not be taken for
granted however, and the transactions batween the various parts of an international banking
organisation are so frequent and so complex that the problem of deciding to which parsticular
part of the organisation any particular element of the total profit should be related for tax
purposes often becomes ome of considerable difficulty. Some of these difficulties are

considered in the following paragraphs.
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Chapter IT

BANKING AND FINANCIAL ENTERPRISES OPERATING THROUGH
SURBSIDIARIES

ARM’S-LENGTH PRINCIPLE

33.  While the 1979 Report “Transfer Pricing and Multinational Enterprises” made it
clear in its chapter on loans that it was not dealing with loans between enterprises engaged in
banking or financing activities as part of their regular business (paragraphs 181 and 198), it
was not the intention to suggest that the principle of arm’s-length pricing is not equally valid
for associated enterprises engaging in these activities. Despite differences between the
organisation of banking and other business and differences between the function of interest for
a banking enterprise and its function for other enterprises it is widely accepted that it is neither
necessary nor desirable for tax authorities to adopt an essentially different approach to the
transfer pricing of bank enterprises from that adopted towards the transfer pricing of other
enterprises carrying on other kinds of business. The arm’s-length principle is thus regarded as
suitable for application in the case of banking enterprises as well as in the case of other
enterprises, and no special problems arise in the case of operations conducted through
subsidiaries and other affiliated companies.

LOAN VERSUS EQUITY

34.  The question of determining whether a transaction between a parent company and a
subsidiary is a loan or a contribution of capital may be as important for associated banking and
financial enterprises as it is for other associated enterprises. Here the discussion of this topic in
paragraphs 183-191 of the 1979 Report is particularly relevant. However, by the very nature
of its business, money advanced to or by a subsidiary banking business will often be a
straightforward trading transaction in the ordinary course of the respective businesses.

RATE OF INTEREST

35. Asin the case of associated enterprises not engaged in banking or financial activities,
the appropriate arm’s-length rate of interest for a loan between associated banking or
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financial cnterprises is the rate that weuld bs charged in similar circumstances in 2
transaction between unrelated parties. Again the discussion in the 1979 Report is relevant,
especially paragraphs 198-201 (notwithstanding that banking and financial enterprises were

specifically excluded from consideration in those paragraphs).

36. The widespread existence of markets for the borrowing and lending of money in
various forms, the fact that banks frequently borrow and lend large sums 0 each other on
inter-bank markets and the common pbenomenon of recognised inter-bank lending rates
indicates that it would mormally be possible to derive arm’s-length interest rates for
transactions between the various parts of a banking enterprise from the rates charged in
comparable transactions between independent parties. Information about inter-bank deposit
rates applied in the various market compartments is publicly available. For example, the
London inter-bank offering rate (Libor) is quoted in the daily financial press. (It should be
recognised, however, that the effective rate applied in any individual transaction may diverge
somewhat from the rate quoted publicly: Euro-currency rates may vary sharply during a day,
as money market rates may do generally in all countries.)

37 There will often therefore be evidence for arm’s-length p:ices on the comparable
uncontrolled price basis and the cost-plus or resale-minus bases will be of much less
importance in the context of bank interest than in other contexts. It has to be recognised,
however, that usable evidence is likely to be more freely available for short-term borrowing
than for longer-term borrowing (i.e. for up to five years). Normally the transactions to be used
for comparison should be arm’s-length transactions between unrelated banks where the
amount lent, the term of the loan, the currency invelved and the other conditions are the same

or similar to those in question.

OTHER TRANSACTIONS

38.  Sofar asconcerns transactions between asscciated companies in a banking group other
than payments of interest (normally, transactions between parent companies and domesti-
cated subsidiaries or between subsidiaries under common comtrol) the Commentary on
Article 9 (the asscciated enterprises Article) of the Model Double Taxation Convention is
relevant. So too, again, is the 1979 Report. Since banks do rot normally engage in buying and
selling goods, or in the provision of technology, the chapter in that Report on intra-group
services is perhaps the most relevant. (Since the principle to be followed under Article 9 is the
arm’s-length principle, much of the comment on the arm’s-length approach to the taxation of
associated corporations will also apply to transactions between branches, though as a
domesticated subsidiary company will commonly have an adequaie capital of its own, the
problems relating to interest paid on the banlc’s own capital advanced to a branch, as discussed
below, will not usually arise.)

DOUBLE TAXATION

39.  The possibility of double taxation where income flows between associated enterprises
engaged in banking and financial activities is essentially the same as it is for other associated
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enterprises involved in commercial activity acress international fruntiers. Issues not only of
juridical double taxation but also of economic double taxation may arige. For example, where
one Siate males an adjustment in the arm’s-length interest paid by a subsidiary bank to the
parent bank in another State and the other State does not make a corresponding adjustment in
ihe interest income recsived by the parent, there s the potential for double taxation of the
income associated with this transaction. The discussion of this kind of problem in “Transfer
Pricing, Corresponding Adjustments and the Mutual Agreement Procedure” is as relevant

here as in other cases of transactions between associated enterprises.
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Chapter 111

BANKING AND FINANCIAL ENTERPRISES OPERATING TIHROUGH
BRANCHIES

40.  Problems may arise in the tzxation of bank branches, in particular in the context of:

2) Interest receivable or payable in respect of funds passing between the local
branches and the remainder of the banlk in other countries (see paragraphs 41-
75);

b) The capital i-vestment attributable to branches (see paragraphs 76-83);

¢) The effect of iransfers of business from one part of the enterprise to another (see
paragranhs 84-87);

d) The effect of national tax laws or practices on the operation of branches and
subsidiaries in host countries (these problems are explicitly or implicitly
considered alongside the other problems mentioned).

ARM'S-LENGTH PROFIT: ARTICLE 7 OF THE MODEL CONVENTION

41.  The general procedure set out in the OECD Model Convention for attributing profits
toa permanent establishment is contained in Article 7 of the Mcedel Convention. Article 7 and
its commentary is relevant, at any rate, where a double taxation treaty is in force containing a
similar Article, in considering the treatment for iax purposes of an internationally operating
vanlc. The thrust of Article 7 is to attribute to 2 permanent establishment “the profits which it
might be expected to make if it were a distinct and separate enterprise engaged in the same or
similar activities under the same or similar conditions and dealing wholly independently with
the enterprise of which it is a permanent establishment”, [Article 7(2)]. Articie 7(3) further
goes on to say that in “determining the profits of a permanent establishment, there shall be
allowed, as deductions, expenses which are incurred for the purposes of the permanent
establishment ... whether in the State 1»» which the permanent establishment is sitvated or
elsewhere”. In its paragraph 4, Article 7 deals with a different methed (the determir.«tion of
the profits to be attributed to a permanent establishment on the basis of an apportionment of
the total profits of the enterprise to its various parts) which is of a subsidiary character.

42.  Paragraph 2 of Article 7 sets forth the principle of the “separate enterprise™ “hich
governs the allocation of profits to a permanent establishment. Paragraph 3 “clarifies, in
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relation to the expenses of a permanent establishment, the general directive laid down in
paragraph 2" (paragraph 15 of the Commentary). This covers both the expenses incurred
directly by the permanent establishment and those incurred by the head office and other
branches “for the purposes of the permanent establishment”. The latter could include both
specific expenditures exclusively committed for the needs of the permaneni estzblishment and
a fraction of management expenses and general administrative costs incurred for the purposes
of the enterprises as a whole.

INTEREST RECEIVABLE AND PAYABLE

43.  The application of Article 7 to banking enterprises calls for the discussion of two
questions:

a) Should interest payments between the head office and a branch be included in
determining the profits of the branch?

b) If interest actually received by a permanent establishment is used as the basis for
calculating its gross profit, is it permissible to ignore interest expenses incurred by
the permanent establishment and use instead an estimate of its share of the
interest paid by the enterprise as a whole?

INCLUSION OR EXCLUSION OF INTEREST PAYMENTS BETWEEN HEAD
OFFICE AND BRANCH

44.  First, it seems clear that the permanent establishment of a bank should bear the
interest actually incurred by the head office, or by other branches of the enterprise, to the
cxtent that interest is connected to funds borrowed from third parties and put at the disposal of
the permanent establishment. This is simply the application to banking enterprises of the rule
set for all enterprises by paragraph 3 of Article 7 of the Medel Convention.

45.  Paragraph 17 of the Commentary indicates that, for enterprises generally, it would not
be appropriate to allow as a deduction in computing the business prefits of 2 branch or other
permanent establishment any payment of interest to the head office in return for money
loaned by the head office to the permanent establishment. Similarly, it indicates that such
-payments made to a permancnt establishment by the head office should be =xcluded from the
computation of the permanent cstablishment’s profits. The assumption would seem to be that
the computation of arm’s-length profits should in either case relate to the real expenses and
receipts of the enterprises which are attributable to the permanent establishment and not
relate to payments which are merely movements of funds within the enterprise.

46.  However, for banking enterprises, the same paragraph contains a specific comment as
follows: “It is, however, recognised that special considerations apply to payments of interest
made by different paris of a financial enterprise (¢.g. a bank) to each other on advances, elc.
(as distinet from capital aliotted to them) in view of the fact the: making and receiving
advances is narrowly related to the ordinary business of such enterprises”.
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47.  Itis, in the view of the majority of OECD Member countries, necessary to take account
of intra-bank payments of interest in ascertaining the arm’s-length profits of a branch of a
banlk, in order to ensure that the taxation of the operating proiit of the foreign banlk branch is
censistent, in principle, with the taxation of the profits of branches of other enterprises (see,
however, paragraph 52).

48. The arguments for thic conclusion are, in brier, as follows. Fiist, since Article 7 of the
Medel Convention requires the profits of permanent establishments to be computed as if they
were distinct and separate enterprises dealing quite independently with the remainder of the
enterprise and, sincs banlks dealing independently with third parties cormmeonly pay interest to,
or receive interest from third partics as an essential part of their braking business, then
Article 7 of the Model Convention reguires intra-bank payments of interest to be taken into
account in assessing the profits of a banl’s permanent establishmenis.

49, A second reason for them io be so talen into account is the nature of banking business.
In the case of an enterprise not carrying on the business of borrowing and lending money, there
is good reason to treat interest pzyments between branches, or between branches and head
office as essentially artificial and properly to be ignored in arriving at the arm’s-length profit
of the branch, unless they reflect interest actuaily paid by the enterprise to independent third
parties. In the case of banks, however, since it is the main business of a bark to borrow money
ountside the enierprise for the purpose of !+ adiug it cuiside the enterprise there is every reason
to suppose that by far the greater part of money lent by head office to a branch and vice versa
and money lent by one branch to another will in fact have been borrowed at some stage frem
an independent third pariy and will be lent eventually to independent third parties. Thus, the
interest taken into account can be regardcd o5 representing real outgoings or receipts of the
enterprise as a whole and from the pragmatic point of view, to take account in this context of
all intra-bank interest payments (cicept those directly related to the provision of capital — sce
paragraphs 76-83) preduces a resuit consistent with that spelled out in the Commentary on
Avticle 7 in the case of enterprises not carrying on the business of borrowing and lending
inoney. These are the “special circumstances” related to banking activities, which have also
been characterised in paragraphs 21-23 above.

50. A simple illustration is provided by the case of an identifiable amount of money
borrowed from a particular lender by the head office and transferred directly to the branch
which is then lent, in one identifiable amount, by the branch to an independent borrower. It
would be wholly unsatisfactory if in the calculation of the profit of the branch arising from this
transaction, the interest which it received was included but no deduction was allowed for the
interest which the branch would have paid had it besn an independent entity borrowiiig the
money from the head office at arm’s length. In the absence of other arrangements this would
treat the receipt wholly as profit, which would ncrmally be incorrect since it would ignore the
fact that some expense and most probably some interest would ordinarily have been ircurred
by the enterprise in order to malte the loan available and the overall result of the transaction
may even have been a loss. Moreover, it would treat the receipt as wholly a profit of the branch
whereas it might well be appropriate for the profit to bs shared for tax purposes by other parts
of the enterprise. Some expense ought properly therefore to be deductible from the receipt in
order to ascertain the profit element in it, and some mechanism ought to be provided to
allocate the right proportion of this profit to the branch. The deduction of interest expense
calculated by reference to the arm’s-length rate of interest for such a loan as if the branch and
the head office were independent enterprises would, of itself, produce a figure of profit or loss
attributable on the arm’s-length basis to the branch, leaving to the head office, where
appropriate, its own arm’s-length element of the total profit or loss.
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51.  Toiilustrate the point in more detail: if a branch of a foreign bank borrows from a third
party at 10 per cent in its host country and lends the same amount to head office at an
arm’s-length rate of 11 per cent, it is acting just as an independent bank would have done: in
accordance with the arm’s-length principle it should pay tax on a profit computed on this basis
(i.e.on 1 per cent less its incidental expenses). If the head office lends the money on to
independent third partics at 12 per cent then the world profit of the bank is 2 per cent (less
incidental expenses), but it is the 1 per cent less individual expenses which is appropriately
attributed to the branch. If the head office borrows from third parties at 10 per cent and lends
toa branch at 11 per cent at arm’s length, the branch profit, if it lends on to independent third
parties at 12 per cent, is 1 per cent while the banlk’s world profit is 2 per cent, and so on. (These
rates are used for illustration only: it is not suggested that the margins would in practice
necessarily be of this order of size.)

52. Japan and the United States are of the view that the conclusions reached by the
majority of OECD Members that intra-bank payments of interest are required to be taken
into account go tco far and in particular do not properly reflect the words or apparent intent of
paragraph 17 of the Commentaries to Article 7 of the OECD Model Convention. In the view
of Japan and the United States there is no basis for requiring that intra-bank interest should
be talen into account. Paragraph 17 of the Commentary merely states that while, in general,
interest payments between a branch and its head office should not be taken into account
“special considerations apply to payments of interest made by different parts of a financial
enterprise (€.2. a bank) to each other ...“. The Commentary does not indicate what operative
rule should flow from these “special considerations™. Japan and the United States therefore
believe that a proper interpretation of paragraph 17 of the Commentary is to permit, but not
reguire, the taking into account of interest between a branch bank and its head office or other
branches. [t should be understosd, kiowever, that both Japan and the United States do provide
for a deduction for interest paid when the profits of a branch of a foreign bank are being
computed for tax purposes. It is on the question of what payments are to form the basis for
calculating this deduction that they differ from other CECD Member countries.

SPECIFIC PAYMENTS APPROACH - TRACING METHOD

53. Most OECD countries take the view that intra-banl: payments of interest should be
taken directly into account, that is to say by reference to the specific payments made between
the relevant parts of the enterprise, possibly adjusted to armi’s-length amounts (see
paragraph 72 below). In principle this requires the identification of the source and amount of
the particular funds loarned by the branch. It is recognised, howsver, by the countries which
take this view that because of the complex nature of a banl’s transactions and the fact that
money, from whatever source it arises, may, to a certain extent (and possibly even to a large
extent), be interchangeable with money from other sources, this identification may often be
difficult. It would be an exceptional banking transaction in which money borrowed from a
single depositor was loaned as a single advance to one borrower, or even divided up into several
advances on the same terms to a number of borrowers. A bank accepts deposits or seeks
finance as a principal. [t obtains funds {rom a variety of sources and often from a multitude of
depositors and that fund is then used for advances or other investment normally without
regard to its constituent sources. It will often be necessary in consequence to adopt some
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simplification of approach to overceme this kind of difficulty. Thus, it may be convenient to
leolc at groups or categories of tramsaction rather than at each separafe tramsaction
individually, and to use rates of intcrest perhaps derived from averages of rates paid in a
comparable market situations to unrelated parties. Though the difficulties cannot be ignored
and the need for such expedients may be accepted, the majority of OECD Member countries
are convinced that it does not foliow that it is, in principle, permissible to ignore the actual
payments of interest by the branch.

54.  While Japan and the United States do not feel that the Model Conveniion requires
intra-bank payments to be included, nevertheless they allow for the use of a tracing approach
that does take account of these payments. The tracing approach it a process of tracing back
the loans made by a branch out of funds supplied by other parts of t1i¢ enterprise to the original
provision of funds by persons outside the enterprise.

55.  In particular, the Japanese method provides for the deduction of the actual
inter-branch or head office/branch interest in calculating the taxable profit of the Japanese
branch. The interest cost is measured by the amcunt incurred to the third party provider of the
funds only when the source of the funds can be traced and is demonstrable by documentation.
Usuallv. however, such tracing of funds to specific sources is impossible and the interest cost
reasonably estimated by the Japanese branch is accepted so long as this estimated cost refiects
the prevailing arm’s-length rate of interest. Here, so long as the interest rate used corresponds
broadly to that paid in the open market for similar kinds of loan, the Japanese approach may
often not differ very significantly from that of the other OECD Member countries.

56.  Similarly, one method of dealing with interest expense which is available under United
States law to United States branches of foreign banlss is also a tracing methed. This method is
known as the branch book/dollar pool methed. It also uses the original third party price of
funds procured by one part of a bank and loaned out by another — if that price is the price of
Eurcdollar borrowing. (The assumption is that if the funds are procured from third party
sources outside the United States for loan to third party customers inside the United States,
ihen the funds will be borrowed in dollars in the Eurcdeollar market or converted into dollars so
that the Eurcdollar price will ordinarily be the price to the original provider). On the
assumption, therefore, that all third party borrowing by the United States branch is used to
generate United States connected income and the cost of borrowing Eurcdollars to produce
United States connected income is equal to the average cost of all Eurodollar borrowing by the
bank, this methed, it is thought, produces much the same result as the specific payments
method adopted by the majority of OECD Member countries.

57.  Tosum up, although very different, both the Japanese methed and the United States
tracing method described above may well, in many cases, produce resuits which are the same
or very close to those which would be produced by using the specific payments approach
adopted by the other OECD Member countries.

FUNGIBILITY APPRCACH

58. The United States law, however, gives foreign corporations a choice between the
tracing method described in paragraph 56 and another — tise separate currency pools method.
This latter is a refinement of an earlier United States appreach which was based on the
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doctrine that money is fungible. This doctrine in its pure form regards money borrowed by one
part of a banking enterprise as contributing to the whole enierprise’s capacity to lend, and not
simply to the lending capacity of particular parts. It therefore ignores the actual movements of
funds within the enterprise and the actual payments of inter branch and head office/branch
interest and provides for the branch to deduct an average rate of interest based on the interest
paid by the whole enterprise.

59. A justification for fungibility methods would be that the banking industry is
pre-eminently one in which the affairs of branches are very much interwoven with those of the
head office and other parts of the enterprise. Normally, as has already been indicated,
creditors subject money advanced to 2 bank to the risk of the banlc’s entire activities and look
to the general credit of the bank for repayment. Thus, a bank’s receipts and payments of
interest may be regarded as all flowing into and out of one common pool. From this viewpoint,
money which is taken out of the pool at one point is thus not identifiable as money which came
into the pool at that or any other point; all that can be said is that the inflow at any one point
helps to make the outflow at that or another point possible. When money is borrowed by the
bank for a specific purpose this is still the case since such borrowing generally frees other funds
for other purposes. On this basis, it is inappropriate to seek to calculate a balance of inflow and
outflow at each point of access to the pool by reference te a precisely calculated locally related
outflow to the rest of the poo!l or inflow from it. The activity of the whole enterprise contributes
so much, it is argued, to the profit or loss derived by each part of the enterprise that, though it
may not be possible to quantify the contribution precisely, it must be acknowledged in the
attribution of profit or loss to any particular permanent establishment of the enterprise. It
would be going tco far to do this by simply attributing to the permanent establishment a share
of the total profit or loss of the whole enterprise, and in any case, if such an attempt were made,
there would remain the question of what basis should be used for that attribution and all the
other problems of the whole enterprise approach (Article 7, paragraph 4 of the OECD Medel
Convention). But it would be appropriate, it is argued, to regard the interest expenses of the
whole enterprise as incurred for the common purposes of the enterprise and thus as properly
attributable to each part on some average basis. Thus on this basis the inflow to the point of
access from sources outside the pool is regarded as an appropriate starting point for
calculating the profit arising at that point, and on this basis, the calculation of the tax liability
in State A of a branch of a foreign bank would in essence take into account first, the interest
received by the branch from sources within State A and second, interest received from sources
outside State A where the loans were effectively connected with that branch’s business. No
account would be taken of any payments of interest by the branch toany other part of the bank
or vice versa. Nor, in general, would any deduction be allowed in computing the branch’s
profits for the actual interest paid by the branch. On the other hand, there would be set,
against the branch’s receipts from third parties, a share of the average interest. paid by the
bank as a whole.

60.  But this approach, too, presents difficulties. Thus, if the tax authorities seek stmply to
attribute, to the domestic branch of a foreign bank, a proportion of the bank’s worldwide
interest payments, based perhaps on the relationship between the branch’s assets and the
bank’s total assets, the difficulty tas to be faced that the branch’s business may not be typical
of the bank’s business as a whole and that its liabilities may not necessarily therefore be
properly represented as a simple proporton of those of the bank as a whole. Thus, other things
being equal, a branch which borrows at a lower rate than the average will be under-assessed to
tax and one which borrows at a higher than average rate will be over-assessed. Put another
way, the branch may be either inadequately or over-remunerated for the expenditure which it
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has incurred. Moreover, internationally at least, money may not in fact be wholly fungible:
exchange controls, it is clear, may limit the type of currency which a bank can make available
to a foreign branch, or in any case the branch may, for its own particular commercial needs,
require its own particular mix of currencies. (The type and profitability of a branch’s business
may vary considerably from that of other parts of a banking enterprise.) Interest cannot
realistically be atiributed evenly to all kinds of loans and the rate will vary for example from
currency to currency depending on such circumstances as the strength or weakness of the
currency or the risk of inflation in the relevant country. There are therefore considerable
difficulties in using this sort of approach as a means of arriving at a wholly satisfactory
realistic assessment of the branch’s profit. Inevitably it is likely to produce results which are
inconsistent with the arm’s-length principle.

61.  This pure doctrine of fungibility is no longer applied by the United States to foreign
corporations. The United States law now recognises that variations in rates of exchange
between currencies provide obstacles to complete fungibility, and that, unless proper account
is taken of foreign exchange gains and losses, money of different currencies is not completely
fungible. The United States take the view nevertheless that, with few exceptions, money of the
same currency is fungible. Accordingly their procedures for determining the interest expense
of a branch of a foreign corporation tale into account the differences in interest rates across
currencies. Under these procedures, however, the actual payments of intra-bank interest are
still ignored and the deduction for interest allowed to the branch is still calculated by reference
to average rates of interest paid by the whole enterprise. The essential difference between this
and the pure fungibility approach is that the average rate for interest on borrowing in each
different currency is separately calculated. The view of the majority of the OECD Member
countries, however, is that this approach is not in principle compatible with the approach set
cut in paragraphs 2 and 3 of Article 7 of the Modei Convention, and thus the answer of the
majority of OECD Mzmber countries to question b) in paragraph 43 above is negative [see

paragraph 70 d) below].

62. It has been argued that this approach is nevertheless simpler to operate than the
approach adopted by the other Member countries since it does not require the tax authorities
to look at the detail of the branch’s payments of interest to or receipts of interest from its head
office or other branches, and to compare them with arm’s-length amounts. However, the task
of arriving at average rates of interest for the whole enterprise, on any but the broadest basis,
may itself present a problem of some complexity to both tax administrations and taxpayers
and could create administrative burdens for both. Furthermore, any methcd using as a
deduction the identified original cost of financing the enterprise suffers from the not
inconsiderable drawback (since it entails paying back to the branch which originally borrowed
ihe foreign funds only the effective cost incurred) that it does not remunerate the branch for its
function in the enterprise. Only the attribution of a profit margin would enable the original
borrower to meet the costs incurred for its functions {(e.g. management expenses related to
servicing the loan, holding of unrewarded obligatory reserves) — see paragraphs 73-75.

63.  Also relevant is the danger that if the divergencies from arm’s-length profit which
result are in the taxpayer’s favour, a temptation will be provided to exploit them. Simitarly, if
the divergences in one country are disadvantageous to the taxpayer while those in another are
advantageous, there will be a temptation for taxpayers to arrange transactions so that the
advantageous results offset the disadvantageous results. In such circumstances the potential
tax consequences may distort the commercial activities. [t is not easy to assess the importance
of these dangers but the experience of some countries indicates that they cannot be regarded
as unimportant.
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INTERPRETATION OF PARAGRAPH 23 OF COMMENTARY ON ARTICLE 7

64.  Paragraph 23 of the Commentary on Article 7, the text of which is reproduced in the
annex to this report, is relevant in the context of fungibility methods, whether these are used
fully or partly. This paragraph deals with the question of how the separate enterprise method
should be applied. It is apparent from the fact that paragraph 23 refers explicitly to
paragraphs 2 and 3 of Article 7 and to the aim of arriving at the profits of a permanent
establishment on a “separate enterprise” footing, that it is referring to the method prescribed
in paragraphs 2 and 3 and not to the subsidiary “whole enterprise” method referred to in
paragraph 4 of the Article. This is further borne out by the fact that paragraph 23 forms part
of that section of the Commentary dealing with paragraph 3.

65.  Paragraph 23 considers two methods of applying the “separaie enterprise” criter-
iom: '

a) The first sentence of the paragraph refers to the case where the accounts for each
part or section of an enterprise male it possible to establish with relative precision
the profits and expenses that can be allecated to each part or section (that is to
say, in particular, to the permanent establishment); this is obviously the more
accurate and thus the preferable method,

b) The second half of paragraph 23 refers to cases where profits and expenses
cannot be allecated with accuracy to the permanent establishment; in which case
appropriate coefficients or suitable criteria need to be applied.

However, there is nothing to indicate that this should be interpreted as covering coefficients or
criteria relating to total profits. On the contrary, it is implied by the general tenor of tius
paragraph, its place in the Commentary on paragraph 3 of the article, as well as the reference
to “arm’s-length profits” in the penultimate sentence cf the paragraph, that these criteria or
coefficients should relate to factors specific to the permanent establishment and its economic
environment, i.e. to comparable situations in the country where the permanent establishment
is located, whatever the industry or sector in question. This is illustrated by an example from
insurance where, according to paragraphs 2 and 3, the coefficients to be applied to the
premiums :eceived by the permanent establishment of an insurance company should be
determined by reference to profits recorded in the same branch of insurance by enterprises
operated by local companies in the country where the permanent establishment is located.
This methed is, in fact, prescribed by law in certain countries.

66. It would be helpful, in the view of the majority of OECD countries, in order to avoid
any misunderstanding, if paragraph 23 of the Commentary could be amended to make it clear
that it is directed only to the separate enterprice method and, in this centext, that the
“appropriate cocfficients” or the “suitable criteria” are those applying to the permanent
establishment or to enterprises located in the same country and that these coefficients or
criteria do not relate to the total profits of the permanent establishment’s parent enterprise,
which is reserved exclusively to the cases falling under paragraph 4.

67.  While Japan does not employ a fungibility method it joins with the Unsied States in
dissenting from this majority interpretation. These two countries believe that there is no basis
in either Article 7 of the Model Convention or in the Commentaries for the conclusion that
when applying “appropriate coeflicients” or “suitable criteria” for determining the profits of a
permanent establishment, as provided for in paragraph 23 of the Commentaries, the
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cocfficients or criteria should be related to similar enterprises located in the same country as
the permanent establishment. In their view, logic would seem to dictate that the nature of
these coefficients and criteria should be determined with reference to the marlet situation and
moedes of operation within the industry in question, and thus would regard this as particularly
true for international banking which by definition transcends couniry boundaries.

68.  However, the method referred to in paragraph 4 of the Article is quite different from
that described in paragraphs 2 and 3 and is designed to cover relatively exceptional cases. This
interpretation follows from the actual wording of paragraph 4 of Article 7, which states that
“insofar as it has been customary in a Contracting State to deiermine the profits io be
attributed to a permanent establishment on the basis of an apportionment of the total profits
of the enterprise to its various parts, nothing in paragraph 2 shall preclude that Contracting
State from determining the profits to be taxed by such an uapportionment as may oe
customary”. The use of this method is therefore of a subsidiary character in the sense that it
should be used only if the separate enterprise methed cannot be applied. [t is further stipulated
in the same paragraph that “the method of apportionment adovted shall, however, be such
that the result shall be in accordance with the principles contained in this Article™.

69.  This interpretation is also supported by the Commentary on Article 7, paragraph 4,
where it is stipulated in paragraph 24, first, that “in general the profits to be attributed to a
permanent establishment should be determined by reference 1o the establishment’s accounts
if these refiect the real facts” and, secondly, that a method of allocating total profits “is
generally not as appropriate as a method which has regard only to the activiiies of the
permanent establishment” and should be used only where it “is accepted in the country
concerned both by the taxation authorities and taxpayers generally there as being
satisfactory”. A method derived from the separate enterprise methed provided for in
paragraphs 2 and 3 of the Article, in the sense that it would take into consideration the actual
receipts of the permanent establishment, but would attribute to the latter expenses
determined by reference to data concerning the whole enterprise, would thus not give
acceptable results in relation to the objectives of Article 7. In practice, vhe data relevant to the
application of the two metheds differ widely in most cases, and their combination would
contain a risk of not refiecting in an adequate way the real profits of the permanent
establishment.

70.  To summarise, the conclusions of paragraphs 40 to 69 are as follows:

a) Countries were in agreement that the main aim of Article 7 of the Model
Convention is to attribute profits to a permanent establishment on a “separate
enterprise” basis and that the determination of the profits to be attributed to a
permanent establishment on the basis of the apportionment of the total profits of
the enterprise to its various parts under Article 7 (4) is of a subsidiary
character;

b) With the exception of Japan and the United States, OECD Member countries
are of the opinion that the “appropriate coefficients™ or the “suitable criteria”,
mentioned in paragraph 23 of the Commentary on Article 7, are those applying
to similar enterprises located in the same country and that these coefficients or
criteria do not relate to the total profits of the enterprise of which the permanent
establishment is a part;

¢) Ininterpreting paragraph 17 of the Commentary on Article 7, it is, in the view of
the majority of the OECD Member countries, necessary to take account of
intra-bank payments of interest in ascertaining the arm’s-length profits of a
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branch of a bank. Japan and the United States are of the opinion that there is
nothing in Article 7 or the Commentary thereon to require such payments to be
taken into account. (Nevertheless, Japan and the United States allow for the use
of methods that do take account of these payments. The Japanese tracing method
and the United States “branch book/dollar peol” method may, under certain
assumptions, preduce much the same result as the separate entity approach
adopted by the majority of OECD Member countries);

d) With the exception of the United States, it is the view of OECD Member
countries that the “fungibility” appreach is not compatible with the “separate
enterprise” approach. Consequently, these countries are of the opinion that it is
not permissible, when calculating the gross profits of a permanent establishment,
to ignore interest expenses actually incurred by the permanent establishment and
to use instead an estimate of its share of the interest paid by the enterprise as a

whole.

DOUBLE TAXATION

71.  Where two countries use the same methods there is always some possibility stilt of
double taxation. This possibility is exacerbated where different metheds based on divergent
principles are adopted. In the final analysis, if different approaches give rise to double taxation
which cannot otherwise be relieved, it may still be possible o arrive at a reasonably
satisfactory compromise by a mutual agreement or mutual consultation procedure under the
equivalent in a bilateral treaty of Article 25 of the Maodel Convention, although such
compromises would of course have to be in accordance with the terms of the treaty

concerned.
ARM’S-LENGTH INTEREST RATES

72.  The existence of arm’s-length interest rates has been discussed in connection with
banking subsidiaries (cf. paragraphs 36 and 37 above). Since it is common, especially in the
international market, for independent banks to advance money to other independent banks, it
is consistent with both commercial reality and the treatment of other types of enterprise, as
well as correct in principle, to appraise intra-bank payments of interest by reference to
arm’s-length rates.

AGENCY OR CONDUIT TRANSACTIONS

73.  The comments in the previous paragraphs are based on the assumption that, with
regard to its structure, its organisation and its acceptance of responsibilities and risks, the
relevant branch exercises the full functions of a bank, i.e. a borrower and lender of money. If
this is the case, then the appropriate remuneration of the branch would be the same as that of
an independent bank, i.e. interest at open market rates. This may be expected to be the normal
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case. Exceptionally, however, it may cccur that one branch of a banls will use another branch
simply as an instrument for raising funds on a foreign capital market for its own purposes,
e.g. where the second branch borrows particular funds in its host country sclely and
specifically for the purpose of transferring them to the first branch in another country for
on-lending by that branch in that country. It may in fact be doing little more than providing
services as a conduit for the funds. In such a case under a separate enterprise approach the
branch which raises the funds may properly be regarded, in appropriate circumstances, as
acting as 2 representative or 2 commission agent or a provider of services remunerated not by
interest but by an appropriate fee. This consideration could talke the form of 2 “turn” — a small
fraction of the funds raised or a small fraction of the profit made — if this is how independent

enterprises would have arranged the transaction.

74.  The size of such a fee would appropriately be related to the expenses involved and the
risk, if any, which the branch acting as a conduit or agent has to bear in respect of its resources
and potential for generating profits while keeping within the principles of sound banking
practice (and here it may be important that the placement of the loan can be regarded as
assured, and that the loan iteelf is made initially to part of an enterprise which has greater
resources than the branch by itself). Where a branch claims in its host country to have acted as
a mere agent or conduit in this kind of way, the host country tax administration may properly
require detailed evidence showing that the case is in fact dealt with in the same way in the
country of the other branch before accepting the claim. The tax avthorities concerned wouid
ordinarily need to be satisfied also that raising or finding the money in the domestic market for
lending elsewhere was an activity commonly carried cn by independent banks in that domestic
market, that the independent clients to whom the monszy had been on-lent were not clients 1o
whom banls in that domestic market would normally lend direct, and that the domestic eniity
had not sacrificed to the other part of the enterprise a profit which it could have made in the
normal course by lending the money to an independent client itself.

75.  Enceptionally, in such a case some tax authorities might be disinclined to allow any
deduction at all for the interest paid by the borrowing branch or the basis that all the profit is
to be earned in the country where the on-lending takes place and that the interest does not
therefore rank as an expense of earning local profits. This treatment, however, raises the
difficulty that, if the branch pays interest on the borrowing, its profits will be over-assessed
insofar as it receives any reimbursement of the interest or of related expenses from other parts
of the entcrprise and those reimbursements are treated as receipts in arriving at the branch’s
taxable profit. Te achieve a logically consistent result, the tax authorities should equally
exclude from the calculation any reimbursement of that interest or related expenses paid by
other parts of the enterprise to that branch. OECD countries adopting the specific payment
approach, described in paragraphs 53-57, consider that the interest charged can always be
treated as receipts or expences when determining the relevant branch’s profits.

INTEREST ON CAPITAL ALLOTTED TO BRANCHES

76.  Bank legislation in many countries requires branches of foreign banks —even if they
are not independent from a legal point of view — to show alloted capital in their balance sheets.
Regulations of this kind will frequently form the basis of taxation but will not necessarily do
so. Independently of such legislation, transmational banks will sometimes make such
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allotments in order to ensure that their branches have capital of their own. T, is allotted
capital will normally be covered by assets (e.g. real estate, bonds or debentures, cash funds,
etc.) held by the branch as if it were their owner. In this case, the income from such assets
would properly be attributed to the permanent establishment, according to the general
principles of Article 7 of the Model Convention. Problems with respect to transfer pricing do
not arise at this stage. In calculating the profits of bank branches it is necessary, however, to
deal with the question of interest on capital whatever general approach is adopted to the
treatment of intra-bank interest payments.

77.  Itmayoccur, however, that the capitai allotted to a branch is not covered by assets held
by the branch itself as if it wer = the owner. If the head office, instead, transfers money or other
assets to the branch as capital by way of loan, the question arises as to whether the interest or
other consideration paid for the loan is deductible from the branch’s profit. The answer here is
“no”. The passage quoted from page 76 of the Commentary on the Medel Convention
precludes the deductibility of interest on capital allotted by head office, and it can clearly be
seen that, insofar as such capital is used for the purpcses of the capital infrastructure of the
enterprise as such, rather than for trading purposes of the branch, then the payment of interest
on it to head office is no different from interest paid by a branch of a non-banking concern to
its head office. [t may also be argued that it would be inappropriate for the branch to pay
interest since this kind of capital is akin to the capital which entitles the bank’s shareholders to
a share in the profit. On the other hand, where the head office of a bank makes an advance toa
branch in some form other than allotted capital, there dces not seem, by reference to the
arm’s-length principle, to be any case for refusing a deduction in respect of interest paid to the
head office even though the source of the advance happens to be capital funds. An independent
bank would not refrain from requiring another independent banlk to pay imterest merely
because the source of the advances made was a capital one. Such advances would therefore be
treated appropriately as advances on exactly the same basis as if their source had been
borrowing from third parties and an arm’s-length rate of interest normally therefore would
appropriately be allowed in computing the profit of the branch.

78.  The comments in the previcus paragraph refer primarily to cases where amounts are
assimilzted to equity capital in the branch’s balance cheet, in accordance with either bank
legislation or regulations in general commercial law in the country where the branch is
situated, and these balance sheet statements are followed for tax purposes. Where the bank
legislation of a state exceptionally permits banks resident in that state to declare equity capital
in excess of the normal statutory minimum requirements or to step up declared amounts cr to
increase their equity capital by profits not distributed, and such increases of capital are
recognised for tax purposes, it would be appropriate to recognise in the same way similar
declarations by local branches of foreign banlks.

79.  In exceptional circumstances a branch’s “allotted capital” might be claimed to be in
excess of the equity resources of the enterprise as 1 whole. [t will seldom ke possible to decide
with certainty whether this is the case, since the methods and criteria used in drawing up
balance sheets vary from one country to another. However, allotted capital would be partly
financed in such cases out of funds borrowed by the head office; the interest paid on this would
need to be treated in the same way as remuneration for the use of equity capital in a subsidiary
set up abroad. It would not therefore be properly deductible from the branch’s profits, any
more than it would from the subsidiary’s. It may, however, happen that in appropriate
circumstances a deduction for interest paid by head office falls to be allowed against the
branch profits for other reasons, ¢.g. because it is incurred for the purposes of the permanent
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establishment and thus falls within Article 7(3) of the Model Convention. In that case it
would be appropriately charged by the head office to the branch.

80.  The question may also arise whether the tax authorities may require a branch to treat
part of its funds as allotted capital where bank legislation in the country concerned does not
require it to do so and the branch has not done so. Under Article 24, paragraph 4 of the Model
Convention, the taxation on a permanent establishment in another state should not be less
favourably levied than taxation levied on enterprises of that other state carrying on the same
activities. If in that other state banking law does not require a resident bank to show allotted
capital and the tax authorities cannot require such capital to be shown where the enterprise
has not done so of its own accord, the same rule has to be applied to the branch of a foreign
banlt; consequently, it cannot be required to show allotted capital in its balance sheet. This is
not to say, however, that, in a2 country where it is necessary or permissible for the tax accounts
and the financial accounts of an enterprise to differ from each other, it is not possible for the
tax authorities to treat an appropriate part of the payment by a branch of a foreign bank to its
head office as remuneration for the use of equity capital, if this is in fact what it does represent,
and this treatment is not in itself discriminatory, notwithstanding that the financia! accounts
of the branch do not show such equity capital. The consideration mentioned in paragraph §1
below would be relevant in deciding the amount of capital to be attributed to the branch for

this purpose.

81.  Where loans made by head office cover a branch’s allotted capital, interest on that
amount, as has been pointed out above, would not be deductible in arriving at the branch’s
profits. In many cases, the branch’s accounts would not, however, indicate any specific interest
liability for the capital allotted by head office. This raises the question of how to determiic the
amount of non-deductible interest. An appropriate method might be to use a weighted average
of rates actually charged by the head office for its loans to the branch (not taking into account
mere offsetting or self-balancing items). Of necessity, however, such a methed must produce a
result which is ¢o some extent arbitrary, and it would be desirable toensure that other methods
could be used if they produced results more acceptable to both taxpayer and tax

authorities.

82.  Alternatively it may be possible to deal with the question of interest on capital as a
special category of “thin capitalisation”, applying the domestic rules or practice on this topic
so far as they are appropriate. Such an approach is, however, subject to the objection that it
may go too far in accepting that a branch should be treated in exactly the same way as a
domesticated company. Although paragraph 2 of Article 7 of the OECD Mecdel Convention
says that “the profits attributed to a branch shall be those which it might be expecied to make
if it were a distinct and separate enterprise” it gocs on to say that the enterprises should be
regarded as “engaged in the same or similar conditions”. it can thus be argued that the capital
to be attributed to the distinct and separate enterprise is that which it actually uses as a branch
rather than the amount which it might be required to put up under thin capitalisation
legislation or rules of practice relating to domestic companies. Much may, therefore, depend
on the facts of the individual case.

83.  Itseems tobe generally accepted, however, that where some part of the working capital
of the branch of a banlk is treated as derived from equity sources and a deduction consequently
denied for interest thereon, the proportion of such capital to total assets is to be expected to be
comparatively small and to be of much the same order as the proportion for the bank as a
whole. Some countries may find it convenient to use a fixed percentage of the bank’s total
worldwide capital, although this procedure, because it must to a certain extent be arbitrary,
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carries the risk of preducing distorted resulis and may need to be accompanied by provisions
enaoling the branch to substitute another amount if it can show good cause for doing so.

ATTRIBUTION OF INCOME:
SPLIT FUNCTION OR TRANSFERRED BUSINESS

84.  Another problem with which taxing authorities will often be concerned is testing
whether the accounts of a branch include all the receipts and expenses which should properly
be attributed to that branch. There may, of course, be both fiscal and commercial reasons for
transferring business which originated with one branch to a branch in a different country. In
such cases it will often be difficult to decide whether it is appropriate that the whole profit of
the relevant transaction should be included in the accounts of the first branch or whether it
would be adequately remunerated either by a share of the profit on the whole transaction or by
a commission or “turn”. The range of possible transactions is wide. At one end of the range
there may be cases where business has artificially been transferred to a tax haven and the
whole profit would prima facie be appropriately treated as accruing to the original branch, on
the basis that the tax haven branch effectively does nothing, and the original branch
everything, in the matter. At the other end, there could be cases where the branch has merely
rendered minor or ancillary services to the bank as a whole and where it might be appropriate
for the branch to seek simply the reimbursement of its own expenscs.

85. Whether the profits arising from banking operations should be attributed to a
particular branch depends, as has already been pointed out, foliowing the principles laid down
in the Model Convention, on vhether they are profits which the branch might be expected tc
make if it were a distinct and separate enterprise engaged in the same or similar activities
under the same or similar conditions and dealing wholly independently with the enterprise of
which it is a permanent establishment [Article 7(2) of the Model Convention]. An important
factor in the case of loan transactions where more than one branch has performed economic
functions with respect to the asset or where the business has been transferred from one branch
to another will often be whether the debt claims or other interest-bearing assets arising from
the transactions (see Article 11, paragraph 3 of the 'Model Convention) are effectively part of
the business assets of the branch. If they are, then the implication may be prima facie that the
profits to which they give rise are appropriately attributed to that branch. Such assets can be

so regarded if:

a) They are held beneficially by the permanent establishment for use in its ousiness,
of;

b) They are held by another part of the enterprise specifically to promote or support
the activities of that permanent establishment.

86.  Another factor which may be more decisive in some areas, however, will be whether the
income produced by the relevant assets can be regarded as having been substantially
generated by the activities of the permanent establishment. This will depend on the extent to
which the negotiation and conclusion of the transaction has been the work of that permanent
establishment. Normally the negotiations and conclusion of a transaction wiil involve the
following activities:
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2) Obtaining the offer of new business;

b} [Establishing the potential borrower’s credit rating and the risk involved in
providing credit;

¢) Negotiating the terms of the loan with the borrower;

d) Deciding on whether to make or extend the relevant loan and, if so, on what terms
and conditions;

e) Concluding the contract and disbursing the proceeds of the loan;

f)  Administering the loan (iicluding handling and monitoring ihe service of it) and
holding and controlling the securities pledged.

The first four activities are of decisive economic importance. The fact that debt claims against
customers and similar assets were the results of these activities undertaken by a particular
branch would thus form a firm foundation for the attribution of the profits from the relevant
transactions to that branch notwithstanding that the assets themselves had been transferred
to amother branch. This would be particularly the case if the risk of default on the loan
remained to be borne by the first branch or was in any case not assumed by the branch to

which the business had been transerred.

NATURE OF DEEMED INTEREST

87. The question may sometimes be raised, in connection with banks, whether, if the
arm’s-length principle requires a bank branch to bs treated as paying interest to its head office
or another part of the enterprise on loans therefrom, it does not also require the branch to
deduct withholding tax from such deemed payments on behalf of the tax authority. The
interest may not in fact be paid - it is merely a figure in 2 computation of tax liability, and this
requirement would go very much further than the mere adjustment of interest to arm’s-length
prices with the object of correctly taxing the profits of the branch. The result would be that the
enterprise as a whole would be taxed in the country of the branch not only on the arm’s-length
profit attributable to the branch but 2iso on the interest deemed to be paid by the branch and,
accordingly, 10 require a deduction of withholding tax wouid be to deny the fact that both
parties to the deemed payment are merely parts of the whole enterprise. Similar p.oblems
would arise in the converse situation of payments deemed to be made for tax purposes by head

office to a branch.
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Anrex

TEXT OF PARAGRAPH 23 OF THE COMMENTARY ON ARTICLE 7 OF THE 1977
OECD MODEL DOUBLE TAXATION CONVENTION ON INCOME AND CAPITAL

“23. 1t is usually found that there are, or there can be constructed adequate accounts for each part or sectionof an
enterprise so that profits and expenses, adjusted as may be necessary, can bz ailacated to a particular part of the
enterprise with a considerable degree of precision. This method of aliocation is, it is thought, to be preferred in general
wherever it is reasonably practicable to adopt it. There are, however, circumstances in which this may not be the case
and paragraphs 2 and 3 are in no way intended to imply that other methods cannot properly be adopted where
appropriate in order to arrive at the profits of a permanent establishment on 2 “separate enterprise” footing. It may
well be, for example, that profits of insurance enterprises can most conveniently be ascertained by special methods of
computation, e.g. by applying appropriate co-efficients to gross premiums received from policy holders in the country
concerned. Again, in the case of a relatively smail enterprise opsrating on both sides of the border between two
countries, there may be no proper accounts for the permanent establishment nor means of constructing them. There
may, to9, be other cases where the affuirs of the permanent ¢stablishment are so clezely bound up with those of the
head office that it would be impossible to dizentangle them on any strict basis of branch accounts. Where it has been
customary in such cases to estimate the arm’s-length prefit of o permanent establishment by reference to suitable
criteria, it may well be reasonable that that method should continue to be followed, notwithstanding that the estimate
thus made may not achieve as high a degres of accurate measurement of the profit as adequate accounts. Even where
such a course has not been customary, it may, exceptionally, be necessary for practical reasons to estimate the

arm’;-length profits.”
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THE ALLOCATION OF CENTRAL MANAGEMIENT
AND SERVICE COSTS



INTRODUCTION

A. Nature of nroblem

1. The Report of the OECD Committee on Fiscal Affairs on transfer pricing and
multinational enterprises (referred to subsequently in this report as “the 1979 Report™) dealt,
in Chapter IV, with certain intra-group services. The present report considers in greater detail
some aspects of the activities of parent companies and group service centres in multinational
cnterprises (MNEs) in providing such services and takes into account comments on that
section of the 1979 Report by BIAC (the Business and Industry Advisory Committee to the
OECD) which is generally responsible for representing the views of the private sector to the
OECD. Intra-group services are services rendered by one part of the group for other parts or
for the group as a whole. The 1979 Report indicated that they should be distinguished from

activities performed solely on behalf of a parent company itself, the costs of which were
described as “shareholder costs” — a distinction which is also discussed in more detail in this
paper. As noted in paragraph [41 of Chapter III of the Report, intra-group arrangements for
making available the use of intangibles have certain features in common with those for
rendering services. Similarly many of the considerations mentioned in this paper may also be
relevant to the provision of intangibles.

2. It is characteristic of MNE’s that group centres incur costs in connection with
management, co-ordination and control functions for the whole group or parts of the group.
Furthermore, it is usual for international groups of companies to create international advisory
departments, internationai service cemtres or international research laboratories which
operate on behalf of the group as a whole or of parts of it. These functions are often centralised
in the parent company, but in many cases subsidiaries or branches render services for the

whole group or for regional or functional parts of it.

3. The nature and number of tie services rendered by group centres depend on the kind of
business and on the organisational struciure of the group, but in general the following
centralised activitics may bte distinguished:

— Administrative services such as planning, co-ordination, budgetary control,

financial advice, compuier services;

— Assistance in the field of production, buying, distribution and marketing;

— Services in staif matters such as recruitment and training.
Group centres also often carry out yesearch and development or administer and protect
intangible property for the whole group or for parts of it.

4, In the country where a parent company or a group service centre is established, the
above organisational structure presents the tax authe ities and the MNE with the problem of
determining which part of the total costs incurred by the parent company or the group service
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centre should be borne by them and which costs should be passed on {0 other members of the
group, the majority of which — in the case of MNEs — may be established in other countries.
The criterion in this matter is the question of “who tenefits from the activities”. When costs
are passed on according to this criterion, the question arises how they should be quantified,
which includes the question whether or not a profit margin should be included.

5. In the country where an asscciated enterprise is established, the tax authorities and
that enterprise itself both face the same two-fold problem: are the costs charged to be borne by
the asscciated enterprise, and are the amounts of the charges as well as the computation
systems used to arrive at the remuneration appropriate?

6. The MNE runs the risk of incurring e jnomic double taxation when the tax authorities
of the country of the parent company (or the service centre) insist on the allccation of ceriain
costs to associated enterprises abroad but the competent tax authorities for the latter
enterprises:
a) Do not accept the allocation of these specific costs (€.g. because they disagree on
the scope of shareholder costs see Chapter Il B below).
b) Do not accept the allocation because in their view no real benefit is conferred on
the associated enterprise;
¢) Only partly recegnise the allccation because ~ for instance — they contest the
amount of the consideration (e.g. they consider that the service can be obtained
cheaper on the local market), or they do not accept a profit mark-up in ceriain
cases.
7. The tax avthorities of the country where the parent company (or group service centre)
is estabished face the danger that costs, which should in principle be allocated to foreign
group members, wii! be borne by the parent (or the group service centre) if the fiscal situation
in the country where the parent or the centre is established males such a course of action
attractive. In the case of the tax authorities in the country of the associated enterprise there is
the risk that the parent company will aliccate costs to it in order to obtain a tax advantage or to
neutralise a tax disadvantage. For example, an MNE ~ in order to avoid double taxation —
may try to shift cosis to associated enterprises in countries where tax authorities are less strict
in accepting the allccation of centrally incurred expenditure.

g. Suggestions for reducing the possibility of disagreement bstween tax authorities with
regard to the allocation of central costs are set out in Chapters II and III of this report. To a
certain extent, however, probiems of this kinds are always likely to arise. Apart from problems
created by differences in approach among tax authorities, the circumstances of MNEs vary
widely in practice and it does not seem possible therefore to provide solutions which are valid in
all circumstances. In the final analysis mutual agreement procedures may be needed to
provide solutions. It should be recognised that in bona fide situations the competent authorities
may well, in seeking to reach a solution by mutual agreement, need to take into account the
special circumstances of M NEs and the problems they are faced with as a result of the fact
that they operate in many countries.

B. Terms use

9. “Parent company™ company controlling the MNE and providing services to
asscciated enterprises;

“Group service centre™: special depariment within parent company or regional holding
company or other associated enterprise providing services to associated enterprises;
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“Country A™ country of residence of the parent company or of the group service

centre;
“Country B”: country of residence of the associated enterprise which benefits (or is
intended to benefit) from activities carried cut by the parert company or group service

centre.
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Chapter {

THE VIEWS OF MULTINATIONAL ENTERPRISES: A DISCUSSION

10. Following the publication of the 1979 Report, representatives of MNEs raised a
number of points, which they thought should have been dealt with or dealt with rather
differently in the Report, concerning the tax treatment of central costs and the ways in which
they thought that this might affect international investment by MNEs. Most of these points
are the subject of brief discussion in the present chapter, but the topics referred to under
Sections E (shareholder costs) and I (benefits) are of particular importance in the context of
this report and are dealt with more fully in Chapter 1.

A. NATIONAL TREATMENT

11. It has been argued that there should be no difference between the way in which
national tax authorities approach expenditure charged by foreign entities within the group for
the services provided to domestic entities, and the way in which the same tax authorities
approach expenditure incurred by a doinestic entity and charged to another domestic entity,
so that national treatment would require, it has been argued, that the same yardsticks should
be used in each case. It has been argued also that the burden of »rcof tends to be stricter in the
former situation both as regards the amount and necessity of expenditure charged and the
actual beuzfit derived from it.

12.  However, the relevant distinction in this coniext seems to be whether or not the parent
company is resident. The obligation to give national treatment is not an important factor, since
the nationality of the companies concerned is usually irrelevant. (Take, for instance, the case
of a company incorporated under the law of country A, but residing in country B with
subsidiaries in country B; or the case of a company incorporated under the law of country A
with subsidiaries within that country but having its place of efffective management in
country B.) In addition, the transactions in question include not only parent companies
rendering services to subsidiaries, but alsc subsidiaries rendering services to asscciated
enterprises (including the parent).

13.  Itis agreed that it would be undesirable if it occurred in practice that non-resident
enterprises or enterprises owned by non-residents unreasonably incurred greater difficulties
than resident enterprises in establishing their claims to deductions for expenditure on services,
this possibly acting as a deterrent to investment by non-resident enterprises in that
country.
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14. OECD tax administrations wouid accept that in principle there should be no difference
in the burden of proof for resident firms and for subsidiaries owned by non-residents, although
they recognise that in practice it may be sometimes more difficult for the latter to supply the
necessary information . While agreeing that tax authorities should avoid being unreasonable
in this regard, they would consider it relevant to recall the OECD Guideline that enterprises
should disclose adequate information. It is important to recognise in this context that, if
information is to be adequate, it may need to include information from the parent company or
other relevant parts of the enterprise in other countries (see paragraph 25 of the 1979

Report).

B. ROLE OF TAX AUTHORITIES

15. The MNEs have underlined the danger that, in questioniag the allocation of service
expenses or the levying of service charges by MNEs, the tax authorities may risk putting
themselves improperly into the shoes of the entrepreneur and substituting for his commercial
judgment their own view of the business necessity of the relevant expenditure and whether it

has contributed to profit.

16. Indeed it is generally accepted that tax authorities should not substitute their own
judgment for the commercial judgment of the entrepreneur (see paragraphs 15 and 23 of the
1979 Report). However, in evaluating whether it is acceptable for tax purposes to charge an
associated enterprise for any part of centrally incurred expenditure, it is not a matter of
questioning the appropriateness of the expenditures actually incurred by the parent company
or group service centre, or whether it has contributed to profit, but rather of applying the
arm’s-length principle. This may be of relevance both in domestic and in international
situations. For example, regicnal differences in domestic tax treatment (or in investment
incentives) may provide a motive for charging expenditure to associated enterprises which
would not otherwise be charged to them; continuous losses in a certain company or, more
generally, limited opportunities to offset losses, may provide an incentive for artificial
charging of expenses to such companies.

C. DEDUCTION OF CENTRAL COSTS

17.  Another view which has been expressed by MINEs is that central group costs should all
be deductible somewhere in arriving at the taxable profits of entities in the relevant group. The
underlying thought is that the recognition of this principle wouid eliminate any danger that
MNEs might suffer double taxation as a consequence of disputes between the tax authorities
of the home and host countries.

18.  Itis not, however, possible to give such a categorical endorsement to this principle since
it does not necessarily follow that because an expenditure has been incurred it should be
deductible in arriving at taxable profits. In some jurisdictions costs connected with exempted
income are not deductible. Interest expenses, for instance, related to loans whereby a
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participation in a subsidiary in country B is financed, may not e deductible in country A if a
participation exemotion appiies to income earned by the parent from that subsidiary. Insucha
case double taxation does not arise because the income connected with these costs is tax
exempt in the country concerned. It is recognised, however, that, tecause of divergent national
laws and practices, double taxation may sometimes arise which cannot be alleviated unless the
point is specifically dealt with in a bilateral double taxation agreement between the two

countries concerned.

D. ACCEPTANCE OF TAXPAYERS’ DATA

15. It has alsc been suggested:

a) That tax authorities commonly find little difficulty in accepting the figures for
costs which are reported by their taxpayers when these costs have been incurred

domestically;
b) That costsincurred outside the jurisdiction of 2 tax authority are no more likely to

be incorrectly reported by the taxpayer, and;

¢) That, therefore, if these latter costs are scrutinised more carefully by tax
authoritics than those incurred domestically, an unfair burden of work may be
inflicted upon the taxpayer, and some real injustice may be suffered by the
taxpayer if the cests are disallowed.

20.  However, it is necessary for tax authorities to be able to investigate costs, whether they
have been incurred domestically or abroad, in order to ensure they have been allocated in such
manner and amounts as is acceptable under their tax laws. In the international context it may
be particularly relevant, for example, to investigate the costs relating to exempt income in
order to ensure they are not deducted in arriving at taxable income. Nevertheless, it may be
pussible for tax authorities to avoid putting international taxpayers to unnecessary trouble: for
example, a certificate by the tax authorities of one country that the expenses reported as
having been incurred by one of their taxpayers have been examined and found acceptable
might enable the tax authorities of another country to minimise the scope of their own
enquiries into the figures.

21.  MNEs have also urged that when it has been established that an open, clear, uniform
and auditable technique is being used to quantify service charges, the price arrived at by the
use of the technique should be regarded as being at arm’s length.

22.  The use of such techniques is highly appreciated by tax authorities, and would
undoubtedly assist MINEs and tax authorities to achieve a mutually satisfactory solution of
transfer pricing probiems, but it has to be said that they do not guarantee that the price
resulting from their use is always at arm’s length. Apart from the possibility that an open
market price for similar transactions under similar circumstances can be recognised which
differs from the price calculated within the MNE, the latier price may not be acceptable to tax
authorities, for instance because no profit mark-up has been applied. Furthermore, conflicting
interests within MNEs may influence transfer prices, whether towards or away from

arm’s-length prices.
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E. SHAREHOLDER COSTS

23.  While accepting that shareholder costs are costs of the parent company only and not
allocable to other members of the group, MINEs have expressed the view that the 1979 Report
interprets shareholder costs teo broadly. The concept of shareholder costs is considered in

more detail in Chapter [IB below.

F. BENEFIT TEST

24.  Inthe 1979 Report some emphasis is laid on the benefit test, i.e. the requirement that if
a charge is to be justified, a group member must demonstrate that it has derived a benefit (or
was expected to derive 2 benefit) in consideration for payments made to another affiliate
(often the parent) for services or certain intangible property rights.

25.  This concept seems to have been generally regarded as acceptable by MNEs insofar as
it relates to specific services rendered and specific property transferred. MNEs have argued,
however, that costs of central activities for the benefit of the group as a whole should be paid
for by the group members, whether or not a specific benefit (actual or intended) can be
demonstrated, each respective share being determined by an appropriate apportionment

formula.
26.  Benefit problems are considered in more detail in Chapter IIC below.
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Chaprer i1

CLASSIFICATION AND ALLOCATION PROBLEMS

A. INTRODUCTION

27.  Paragraphs 143-145 of the 1979 Report mention a number of centrally provided
intra-group activities of a servicing nature. These may give rise to costs which are incurred
centrally (i.e. by the parent company or group service centres) and which are connected with
the central management, co-ordination and supervision of the group or with specialised
services. Such services were sub-divided into three categories:

a) Activities of the parent company acting in its capacity as shareholder giving rise
to costs commonly described as “shareholder costs™;

b) Activities unequivocally performed for the benefit of one or more asscciated
enterprises;

c) Activities which raay benefit to varying degrees the parent (or the group service
centre), the group as a whole or one or more of the associated enterprises in

particular.

28.  The classification of certain particular activities under one of these categories is not
always self-evident and problems may consequently arise. One major problem is the
vagueness of the concept “sharenolder costs”, which is discussed in Section B.

29. With regard to the third group of costs, problems arise in interpreting the term "benefit’
and — depending upon the internretation — in the practical problem of dividing the costs into
those which must be passed on 1o the parts of the group and those which must be borne by the
parent or the group service centre.

30.  Paragraphs 151-159 of the 1979 Report deal with the probiem of deciding whether a
benefit has been conferred and which part of the enterprise should pay for it. The tax
authorities of country A will be inclined to apply a rather general {overall) benefit criterion:
the costs of certain services will be regarded as to be charged to the associated enterprises since
they are incurred to benefit those associated enterprises — for ex..mpie, the costs of a central
management consultancy service. The tax authorities of country B on the other hand may
take the view that, as enterprise B has not made use of the services in a particular year, no
benefit has been gained and as a result no costs may be charged to enterprise B (specific
benefit test).

31.  The application of a general benefit test on the one hand and a specific benefit test on
the other may thus lead to certain costs being deductible in neither country A norcoua:ry Bin

a given year.
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32. The 1979 Report advises, in paragraph 152, that “it would 'z appropriate io el 1 thie
continuous stream of activities and the bensfits received OVer a “wriow v wiore tymn .. AT,
as it may well happen that even if the services are not used in a given year tiiey w2 Lo used
intensively in another year”. However, this problem may occasionally arise and, in
paragraphs 66 to 73 below, some suggestions are made which may reduce the problem in

practice.

B. THE SCOPE OF SEAREHOLDER COSTS

33.  In paragraph 154 of the 1979 Report the point is made that expenses incurred by a
parent company in managing and protecting its investments are incurred by the parent
company as shareholder and would not be properly chargeable therefore to the other members
of the group. Other expenses incurrec by the parent company, the paragraph continues, may
also be distinguished as prima facie incurred solely for its benefit and similarly not cnargeable
to the other members of the group. These latter expenses (which are not, however, categorised
in that paragraph as, necessarily, “shareholders’ expenses”) would include, for example, the
cost of the parent’s audit of its subsidiaries, expenses incurred by the parent company in
arranging meetings of its cown shareholders and for consolidating the results of the members of
the group, including the necessary auditing, and in providing finance for the extension of the
group itself. In paragraphs 155-159 of the Report the point is made, furthermore, that
expenditure of these linds may be partly incurred for the benefit of a subsidiary, for instance
the audit of a subsidiary’s accounts, central group cc-ordination and control, and the
decision-making activities of the top management of the parent company. Paragraph 176 of
the Report summarises the issue as follows. Costs clearly belonging to the sphere of the parent
company as sharcholder cannot properly be chargeable to its subsidiaries. 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
shareholders’ expenses, to be chargeable to the members of the group.

34. It has been suggested on behalf of MNEs that it would be wrong for tar authorities of
country B to go very far in refusing deducrions for expenditure on these grounds. More
specifically it has been suggested that non-deductible “shareholder costs” should be limited
strictly to those incurred by a parent company solely in its capacity as an investor in the other
sroup affiliates. On this view they should not include any costs attributable to co-ordinating
the various business activities of the group. The cost of internal auditcrs, for example, should
not, on this basis, be included as a shareholder cost, since examinations carried out by internal
auditors are intended to provide information which may, inter alia, be used for management
purposes and not merely to protect the investment of the parent company. This approach
scems to be somewhat oversimplified. Nevertheless the fact that it has been forcefilly urged
indicates that a fuller discussion of the issues may be of some value. This is attempted in the
following paragraphs.

35.  Shareholder costs may be defined as costs refated to managing and protecting
(monitoring) the investments made by the parent company (paragraph 154 of the Report).
They may be distinguished from costs which are incurred in order to render the conglomerate
more orofitable than the total of various individual parts of it woulc be if not related.
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6. T'his distinction may be clarified by two examples In certain MNEs the structure of
the concer s so loose, the mandate of the board of the parent company so limited and the
Jdegree of decentralisation so high that in fact all the activities of the parent company solely
relate to the monitoring of the participations and the whole cost of these activities can
consequentiy be gualified as shareholder costs. In other MNEs the management is highly
centrahised, the board of the parent company makes all the investment decisions above a
certain vialue and many services (marketing, training, consultancy) are provided centrally. In
the Tatter case the question arises whether the costs of “additional” activities (i.e. activities
above the level of typical shareholders activities as indicated in the first example) should be
torne totadly or partly by the parent company or by the subsidianies.

7. Two approaches may be distinguished. Under the first approach, any extra profits
ansing from these “additional™ activities of the parent company are seen as accruing primarily
to the subsidiaries and only indirectly to the parent company (in the form of dividends or an
tncrease in the value of the participations). The underlying justification for this approach is
the view that it 1s characteristic of MNESs that the subsidiaries or other affiliates contain the
profit-making capacity which 1s often (example 2. of paragraph 36 above) enhanced by the
managerial and co-ordinating activities of the parent company. These considerations lead to
the conclusion that a considerable part of the costs of central management, co-ordinating and
control activities should not be borne by the parent company but should be allocated to the
various parts of the MNE.

38.  On the basis of this approach the categories of central costs to be borne by the parent
company would not be extensive, but clearly at least the following categories of costs would be
rcgarded as shareholder costs appropriately borne by the parent company:

a) Costs of activities relating to the juridical structure of the parent company itself,
such as meetings of shareholders of the parent, issuing of shares in the parent
company and costs of the supervisory board;

b) Costs relating to reporting requirements of the paieni company including the
consolidation of reports;

¢)  Cost of ratsing funds for the acquisition of its participations;

d) Costs of managerial and control (monitoring) activities related to the manage-
ment and protection of the investment as such in participations.

39.  Category d) should be distinguished from the costs of managerial, control and
co-ordinating activities performed to improve the operation of the subsidiaries, since these
ladter activities primarily benefit those subsidiaries; problems may arise in practice because
they may be performed by the same persons and the same departments as activities in
category d) and may, therefore, be intertwined with them. If this first approach is adopted, a
practical solution may be to split the total costs of the persons and departments concerned
(board of directors, staff departments, control and auditing department) according to an
estimate of the proportion of their time which the persuns and departments concerned spend
on the different activities.

40. A subsidiary should not be required to pay for benefits derived simply from being part
of 4 concern (re. benefits which cannot be related to the specific activities of the parent) for
instance the higher credit-standing - apart from guarantee agreements - resulting from being
part of a concern with a good reputation.

41, The second approach is based on the view that it is not appropriate to require a charge
to be made during any particular accounting pertod for tax purposes except to the extent that
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it is possible to identify and quantify with a reasonable degree of certainty services which have
been rendered during that pericd and which provide a real or cxpected bencfit to the
chargeable entity and reduce its costs. Under this approach, costs incurred by the parent
company would tend to be regarded as appropriatcly borne by the parcnt company unless

there was a positive case for charging them out.

42.  One country, indeed, explains its commitment to this second approach as @
consequence of constraints in its tax law which require a benefit test to be applied on a strictly
annual basis without taking any account of the fact that the company concerned is part of an
MNE.

43.  Itis unlikely that these two diverging approaches can be casily reconciled within the
non-binding framework of OECD recommendations. Three possible bilateral approaches
solution may, however, be suggested:

a) When negotiating or renegotiating conventions on the avoidance of double
taxation, tax authorities of the countries where problems in this field exist could
deal with this matter as a specific issue of economic double taxation: a protocol
provision based on Article 9 of the Model Convention, in which the scope of
shareholder costs is indicated, could be devised for that purpose;

b) Asa follow-up tosimultaneous tax audits or toother bilateral consideration ol the
tax liability of the MNE, agreement could be reached for a given period of veirs
between the tax authorities involved on the scope of non-chargealble costs . «d
costs which should be allocated to associated enterprises.

¢) In suitable cases, mutual agreement procedures (possibly even initiated before
double taxation occurs) may help in practice to reduce any unfortunate
consequences for the taxpayer which may arise from the adoption of divergent
approaches by tax authorities; certainly, it is desirable that tax authorities should
give careful consideration to the difficult situation which may arise for the MINL
if they cannot agree on a single approach.

C. METHODS OF ALLOCATION AND APPORTIONMENT

Intreduction

44,  Where it is accepted that central costs should be charged out for tax purposes, the
question arises of the basis on which the amount of the ch..: ze should be compiled. It should be
noted first of all that it is not exclusively a tax requirement that costs incurred to benefit
associated enterprises should be borne by those enterprises. Many M NEs consider it also to be
necessary, from an economic point of view, that the separ-te parts of the enterprise should
cach bear the costs of activities carried out or. their behalf by other parts, so that the full costs
cf producing the goods or services can be accurately asceriained for the purpose of fixing the
price to be charged to the public at a profitable level, and also so that the profitabihity or
viability of the separate parts of the enterprise can themselves be ascertained. Furthermore,
from a financial point of view, it may well be aecessary, or at any rate convenient, for the
parent company, or the group service company, in a multinational group, to be remunerated ia
full for the services they provide by the entities to which these services are provided, so that
their financial resources are kept in a state to match their responsibilities.
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45, MNESs use various metheds of charging group members for costs incurred by parent
companies or group secvice centres for services provided to associated enterprises. In practice,
the following methods are perhaps most commonly employed to charge central management
and service costs:

a) Charging directly for individualised services;

b) Allocating and apportioning costs to cach of the associated enterprises (usually
by reference to an estimate of their share in the benefits arising {rom the services)
— "cost-sharing™

c) Remunerating tie group service centre by a contribution from other parts of the
enterprise related to some broad aspect of the business of the enterprises
concerned — e.g. by reference to their gross turnover — “cost funding” or what has
sometimes been called the “fixed key” methed:

d) The inclusion of a mark-up in the price of products sold to an affiliate by the
company which incurs the central wts,

Methods b}, ¢} and d) are referred to as “indirect methads”, since the relation between the
service and the remuneration is only indirect.

Attitude of tax authorities

46.  The attitude of the tax authoritics of Member countries with respect to allocation
methods varies quite considerably.

47. In one country, no deduction is allowed for payments by subsidiaries in respect of
central management costs. The only deductible payments are those for specific services which
confer a concrete benefit on the associated company concerned.

48.  The tax authorities of another country take the view that only when a direct method is
being applied can the separate enterprise principle stricto sensu be met and the corresponding
benefit be measured adequately. Only in extreme cases - when direct charging is not possible
and it is clear that real benefits are conferred on the paying companies — are they prepared to
accept an indirect method, i.e. such as cost-sharing.

49.  Most Member countries’ tax authorities would prefer, in principle, that MNEs should.
at any rate for tax purposes, use the direct-charge method, since this should prima facie make
for greater transparency in the transactions between associated enterprises and consequently
reduce the possibility of profit shifting. They accept nevertheless that it would in many
situations impose a disproportionate administrative burden upon an MNE to insist upon the
use of the direct-charge system, and they recognise therefore that, for many services provided
to benefit a wide range of associated enterprises, the allocation of the benefit (and thus of the
cost of providing it) must inevitably be done, Lo a certain extent, on an approximate or
estimated basis. They would not therefere insist in all cases on the use of the direct-charge
method in priority to others. In paragraph 165 of the 1979 Report, the comment is made that
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. This would often be the situation
in cases where it was recognised that a direct-charge method was inappropriate and in such a
situation some form of cost-contribution arrangement (whether cost-funding or cost-sharing
as these are described in the 1979 Report) may have to be accepted by the tax authorities.
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However, this would be acceptable to tax authorities only if the taxpayer provided sufficient
information to verify the application of the method.

50. In the case of countries adopting the “second approach” described in paragraph 41
above, it would, however, only be in extreme cases, where direct charging is impossible but it is
clear that benefits of an immediate nature are being obtained by the paying company, that the
tax authorities would be prepared to accept an indirectly calculated charge. In such a case,
they would accept the cost-contribution basis (whether cost sharing or cost funding) which

could be considered the most satisfactory in that particular case.

S1.  Charges based on the fixed-key method would ordinarily be regarded as unacceptable
in principle by the tax authoriues of some countries since such charges are insufficiently
closely related to the benefits derived by the paying entity, and may ofteu not be very closely
related even to the costs incurred by the entity making the charges.

52, The tax authorities of cne country are of the opinion that no priority should be given to
the direct method in view of the disproportionate workload it may involve. They also consider
that it would be wrong, from au economic viewpoint, to impute entirely to une company
expenses incurred at a given point in time for services performed for that company’s benefit,
where such activities - and the related expenses — result in knowledge and experience which
are later put at the disposal of another company in the group. In practice, therefore, they view
the direct method as applicable only te specific services rendered to a company, which are of
interest only to that company.

Direct method

53 The direct method is sometimes used by group service centres which specialise in
certain types of service which are also rendered to third parties. This method has the
advantage that economic reality and fiscal principles are reflected as fully as possible: costs
relating to the services are borne by the associated enterprises which actually make use of the

services concerned.

54.  Itisclear that in general the divect-charge method, since it makes it possible to achieve
the highest degree of separation and passing on of cost in proportion to the benefits received, is
of great practical convenience to tax authorities, and for that reason is likely to be more
acceptable to them than indirect methods.

55. It may be stated, morzover, that in any event, if specific services are rendered not only
1o affiliates but also 1o third parties, then, in the tax computation, those which are rendered to
affiliates should normally also be paid for by way of a direct charge. If it is possible to organise
clerical matters in such a way that work and cos.s can be broken down per non-related client, it
would seem permissible to require the same in an intra-group situation as a special aspect of
the arm’s-length principle. It is accepted, however, that this approach may not always be
appropriate if, for example, the services to third parties are merely occasional or marginal [see

paragraph 67 [)].
56.  The arm’s-length criterion is met under direct methods as long as the amount charged

is an arm’s-length amount. The benefit question, described in paragraph 30 above will not
normally arise under a direct-charge system if the services are actually rendered. In addition
the risk of duplication (see paragraph 153 of the 1979 Report) will be less.
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i Although 1t is unlikely that tar authorities will have legal power to insist on the
appheation of the direct method, the preference of the tax authorities of many Member
countries for that method is of relevance for MNEs. Problems with the tax authorities of
countries where service-receiving companies are located may be reduced if MNEs adopt the
dircct-charge method for those kinds of centrally provided services to which this method can
reasenably be applied, for instance, services provided by a scparate group SETVILS centre.

Indirect Methot=

S¥ As indicated above, there are centrai services in relation to which it is so difficult to
apply the direct-cha, ge method that in practice it may be accepted that it is impossible. There
are at least two basic situations in which this may occur.

59, The first is that the proportion of the value of the benefit arising to the various relevant
entities canrot be quantified except on an approximate or estimated basis: this problem may
oceur, for examole, where sales promotion activities carried on cenirally (e.g. at international
fairs or in the international press) may affect the quantity of goeds manufactured or soid by a
number of afhiliates.

60.  The second is that a complete recording and analysis of the relevant activities would
iuvolve a burden of administrative work which would be disproportionately heavy in relation
to the activities themselves: this problem may arisc, for example, with regard to the activities
of the central management and its secretariat.

61l in such cases, MNEs may reasonably claim that they have no alternative but to use
indirect cost allocation and apportionment methods, though as has been pointed out in
paragraph 55 above, this would not be the case where the same services are provided to third
parties.

62 The methods referred to in paragraphs 45b) and 45c) may be preferred by
highly-integrated groups of companies, since the benefit of the central activities which are
peculiar to such companies often cannot be precicely related to individual group members.
The fixed-key method is based on figures relating to the business of the enterprises receiving
services and may be somewhat arbitrary since the relation between benefit and payment is not
a direct one (cf. paragraph 162 of the 1979 Report). The mark-up method is sometimes
practised in cases where a production or buying entity within the group also provides services
(e.g. technical assistance, marketing) to the intra-group buyers.

63.  The question then arises whether these methods satisfy the arm’s-length criterion.
While, in the case °f direct charges for individual services, the question is only whether the
amount charged is an arm’s-length amount, in the other cases, the method may be regarded as
being an arm’s-length method if it can be shown to have been used for similar costs between
unrelated parties. The question then is, again, simply whether the amount charged is an
arm’'s-length amount. As indicated in paragraph 62 above, cost-sharing or cost-funding
arrangements may be preferred by MNEs since such arrangements provide, for MNEs, a
comparatively simple method of charging managerial and co-ordination costs which have
been incurred for the benefit of the asscciated enterprises, but which normally cannot easily be
separated for individual group members. It may, however, be questioned whether such
arrangements correspond to the arrangements which would be made between unrelated
parties. Nevertheless, it would be wrong to ignore completely the special situation of MINEs,
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and the fact that these methods are not applied, or are very seldom applied, between unrelated
parties ought not to lead one to conclude that they necessarily produce charges which must be
regarded as not at arm’s length. In making a judgment as to whether any particular instance of
the use of such methods is acceptable, there should also be taken into consideration such
relevant factors as the amount of the charge or the terms of any formal contract, and the
reasons why the method has been used.

64. When an indirect method of charging is used, the relationship between the costs and
the services provided is obscured and it may become difficult to assess the value of the benefit
provided. Indeed, it may mean that the contributing enterpr-se is less aware than in the case of
the direct-charge method that it is incurring costs for certain facilities and, in consequence, is
less aware of whether or not it is penefiting from them.

65.  The most appropriate indirect method is generally recognised to be one which is based
on sharing among the beneficicries, in proportion to the benefits received or expected, the
actual costs incurred in providing the services.

66.  As described in paragraph 30 to 32 above, the problem may arise that the tax
authorities in country B permit deductions in a given year only for costs which are in
accordance with the actual use of the services available. The double non-deductibility of costs
in such cases may produce economic double taxation. This may, in principle, be considered
unjustified, especially if the indirect method has to be used because the direct method cannot
be applied for the reasons mentioned in paragraphs 58-60 above. The risk of double taxation
can be reduced considerably, however, if MINEs apply indirect methods in accordance with
the rules described in paragraph 67 below and tax authorities also accept indirect methods
applied in accordance with them.

67. It would be easier for tax authorities to accept the cost-sharing or cost-funding
arrangements of MNEs if they could be set up and applied in a manner which would remove
the fear that these indirect methods cou'd lead to the shifting of profits for tax rea<ons. Thus it
would help in this context if the following principles were observed:
a) The method should be laid down in clearly formulated and hinding contracts,
concluded in advance;
b) These coniracts should be observed consistently over scveral vears;
c¢) The contracts should apply to those associated enterprises which will benefit, or
from an ex ante point of view may be expected to benefit, from the activities;
d) The costs of the relevant activities should be determined on the basis of
generally-acceptable accounting principles (such as those underlying the
consolidated group’s annual report);
e) The group members which share the costs should have full access to the services

conceined;
f) Where the services are provided to third parties as well as to affiliates and,

exceptionally, the remuneration from third parties cannot satisfactorily be used
as the basis for the use of a direct-charge method (see paragrarh 55) then the
costs chargeable should be reduced by the remuneration received from the third
parties;

g) The contracting group members must not pay for the services concerned in any
other way;

f1) Alterations in the responsibilitics and activities of group members which
influence their benefit position should be taken account of as soon as possible in
the contracts (changes in profitability would not normally justify amendinent of
the contract).
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Other principles could be added to this list, depending on the actual circumstances in any
particular case.

68.  If the application of an inaire. metnod n a specific case is acceptable, it would
evidently be helpful if the tax authorities concerned could give guidance in advance about the
acceptability of the contract. In that case, they may need tc require from the MNE as detailed
information as seems necessary to them about the structuie and organisation of the MINE and
the functions and responsibilities of its components in order to be able to determine whether,
for example, the circumstances mentioned in paragraphs 58-60 are present and the principles
set out in paragraph 67 are being followed (so far as this can be judged ex ante).

69. It is clear too that for this purpose, the tax authorities of cour.try B may have to obtain
information from the tax authorities of country A and other countries involved under the
relevant tax conventions or other mutual assistance instrumenis.

70. In fact, one way in which the tax authority might be enabled to give satisiactory
advanced guidance would be for it to arrange a simultaneous examination or other
investigation of the MINE's affairs by both countries A and B, wh'ch would enable both tax
administrations, using thzir exchange of information arrangements, to check the allocation
system for internal consistency and appropriate application to individual cases and so on. Such
an examination could in fact serve as a basis for the future avoidance of conflicting treatment
in the two countries. Some tax authorities would indeed feel unable to give any kind of advance
guidance, however, informal, except where the taxpayer’s affairs were in the process of being
examined, since only in these circumstances would there be, in their view, a sufficiently
satisiactory possibility of taking all the facts and circumstances into account.

71.  There are, however, problems involved in giving advance rulings and some adminis-
trations would find it very difficult to accept a general obligation to do this. Nevertheless, it 1s
likelv that the effect of the tax administration’s examination of any particular MNE’s affairs
will be to indicate to the MNE what sort of charging policies will be acceptanie for the
immediate future in any case, and it is recommended that tax authorities which cannot give
advance rulings as such should bear in mind the possibility of giving less formal guidance in
the process of any examination of the MNE’s charging practices.

72.  Any commitments entered into in the course of giving such guidance would obviously
need o be dependant upon the facts and circumstances remaining substantially the same as
they were or were expected to be, when the guidance was given. If the contract is acceptable
and carried out correctly (especially with regard to condition #) of paragraph 67), tax
authorities should refrain from making a profit adjustment based on a benefit test applied to
one singie fiscal year. In the case of fluctuating volumes of services, consideration should be
given over a period of years as to whether the remuneration adequately reflects the services

rendered.

73. It would aid an ex post consideration by the tax authorities of country B, of the amount
of costs and the way in which they are allocated, if the tax authorities of country A could
provide a certificate testifying to the accuracy of the amounts of cost and allocation method
(see paragraph 20 above).
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Chapter [1I

AMOUNT OF REMUNERATION

74.  After the question of whether a direct charge or a charge based on an indirect method
is appropriate for the costs concerned, it has to be decided whether, in the case where a direct
charge is possible, a price based on the open-market value should be used or whether a
cost-oriented method (whether or not including a profit mark-up) is appropriate. In cases
where only an indirect method can be used, the problem is whether or not the charge should

include a profit mark-up.

75.  Paragrapn 160 of the 1979 Report states that the general principle to be followed is
that prices for services performed between associated enterprises should be those which weuld
be paid between unrelated enterprises. Normally, to determine the arm’s-length price, the
open-market value of the service rendered would have to be determined (see para-
graph 164).

76.  Where it is not possible to find a comparable open-market price or where such price is
not indicative of an arm’s-length charge, then the Report indicates that a cost-oriented
method may be appropriate. The charge should then reflect all relevant direct and indirect
costs and should normally include an appropriate profit element (paragraphs 165-167).

77.  From the gene 1] rule in paragraph 160 of the 1979 Report it is possible to conclude
that a profit mark-up need not be made in cases where the service is usually performed
between unrelated parties on a cost-price basis.

18.  However, paragraph 168 of the 1979 Report identifies three cases in which a profit
marl-up is always appropriate:

a) If the provision of such services is one of the main activities of an enterprise;

b) If the provision of such services is not a main part of its business but the enterprise
is pariicuiariy capable of snpplying such services and the value of the services to
the recipient is considerably greater than the cost;

c) If the cost of the services represents a substantial proportion of the expenses of the
recipient’s business.

79.  The above list is not meant to be exhaustive but it has proved difficult to point to
further general cases where a profit mark-up is invariably appropriate. Cases 1 and 2 seem to
be more clear-cut than case 3. In the first two cases the activities concerned are in any event
one aI the potential sources of profit for the company concerned. If the management of the
group and /or the service centres are centralised in one company established solely for that
purpose, a profit mark-up is an economic and fiscal exigency. Ctherwise, that company would
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not have any profit-making capacity. In the third case, it may occur that providing the service
is, in fact, merely an ancillary activity for the company which provides it, but that in a certain
period one of the associated companies s the service extensively. Should the charge to that
company then include a profit mark-up: The answer may be that if this case 1s an example of
the kind of case referred to in paragraph 78 ) above - the value to the recipient 1s
considerably greater than the cost — then the charge should include a profit element,

80. When a Jdiroct method can be used, which may be the case for separate central service
departments, and services of the same kind are also rendeied between independent parties, the
charge should, as paragraph 164 of the 1979 Report points out, be based on the open-market
value. As in the case of an independent service company, the service department will make a
profit when using its capacity fully and efficiently but when “production” is low the charges
may not cover the cost and the department may incur a loss.

81. However, it is necessary to realise that, even when an open-market price for the service
concerned can be determined, it is not always appropriate to apply that price to the services
rendered by service departments of MNEs. Tax authorivies of certain Member countries in
fact take the view that, when the direct method is being used, the charge should include a
profit element whether the services are also rendered to third parties or solely to group
members. On the other hand, in some circumstances, it is arguable that a profit mark-up may
be mappropnate and that is is necessary to take into account the special circumstances of such
companies within an MNE. In practice the function and situation of service departments of
MNEs may differ considerably from those of independent businesses performing the same
kinds of service. One important difference is that in many cases group service departments
render services to group members only. The function of a department of this kind is essentially
to reduce the costs of the group and thus to assist the group as a whole to male a profit, rather
than, as in the case of an independent business, to make a nrofit for itself. If the demand for its
services from other group members diminishes in a certain period it may not be possible for the
department to increase profitable production or other activities by increased marfcetmg effort.

In such a case, it may be reasonable (so long as the circumstances described in paragraph 78
above do not appertain) to accept that the company could not seek to recover more than its
costs from the other members of the group.

82.  Nevertheless, if the function of the department rendering the services includes that of
competing in the open market with other suppliers of such services and if in fact a substantial
proportlon of its activity consists of rendering such services to unrelated parties, then the
prices which it charges those parties would also be appropriate in charging related customers
for those services.

83.  The question arises whether or not the remuneration for services with respect (o
indirect methods should include a profit element. Paragraph 168 of the 1979 Report does not
distinguish between cases where direct methods are employed and those where indirect
methods are employed. It would follow that a profit mark-up would be appropriate in the
situations set out in paragraph 78 above, whether direct or indirect metheds were employed.
But where the tax authority accepts the use of indirect methods which are based on sharing the
costs of providing the services, in a manner proportionate to the respective benefits received
from those services, by zach entity in the group, then it may, ordinarily, be inappropriate to
look for a profit mark-up in the case of one of the receiving companies (because, for example,
the value of the services represents a substantial proportion of the expenses of that particular
company) when such a mark-up is not lcolked for in the case of other members of the group
(because the other companies are not in any of the sitvations listed in paragraph 78).
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84.  One country in fact takes the view that a profit marl-up is not required in the case,
listed in paragraph 78 above, where indirect methods are employed in calculating the charges

for services.

85.  This may lead {0 problems where other countries nermally insist on a proiit mark-up
when the activity concerned forms an integral part of the activities of the service rendering
company. However, the differences in practice may be reduced by the fact that the country
concerned allows the total costs to be shared toinclude a {ee for the invested capital. Such a fee
represents profit under the law of most countries, but may not be equal to the “plus™ in
cost-plus calculations upon which cost-sharing contracts should be based in the aforemen-

tioned circumstance.

86.  Tosummarise this chapter, enguiries made into the approaches adopted by Member
countries to the question of what should be the appropriate basis for calculating the amount of
the charge to be required for central services reveal no fundamental differences of opinion
between them except on the poinis mentioned ir paragraphs 83-85 above. However, because
circumstances vary widely in practice, practical problems may arise. In the final analysis,
solutions may need to be found in mutual agreement procedures — or in discussions between
tax authorities as a follow-up to simultaneous tax examination or audits
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