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ABSTRACT

This thesis examines a controversial and unseétdpect of international tax law
in the transfer pricing field: should the effect ‘plassive association” within a
multinational group of companies be taken into aotan pricing transactions
between group members? The marketplace may assyneglly in a financing
context, that (aside from any “explicit” supportthe paradigm being a parent
company guarantee) a group member experiencinghdial distress will be
supported by one or more affiliates.

The paradox to investigate is the apparent comfriadi between (i) the need, Iin
arriving at an arm’s length price, to postulateansaction betweeimdependent
parties, and (ii) the possible recognition, in pineing analysis, of effects deriving
from corporate association. How far does the ieddpnce hypothesis extend?

What features of affiliation must be disregardedanstructing that hypothesis?

An absence of clarity and consistency between makitax systems in this respect
presents multinational enterprise groups with lagaertainty and the threat of
international double taxation — a recognised olstimccross-border commerce.

This study presents an analysis of supranationatlagoe; a comparative
investigation of national tax laws in selected does with sophisticated transfer
pricing codes; and a critical review of relevantagiitioners’ and academic
literature. The arguments for and against thegeition of passive association
are distilled and evaluated from a legal perspectivhe quest is for the most
rational, “black-letter” interpretation of existingws. Alternative solutions based
on policy judgments or economic theories are nosyoed.

Although the case for disregarding passive assoniatannot be dismissed
casually, the contrary argument — for its recognitias part of the relevant factual
matrix, in pricing controlled transactions — apgeeonvincing.
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Therefore, recommendations are made to clarify rmattgonally endorsed
guidance, with a view to developing a harmonizepragch to what, to date, has

remained an unresolved conundrum.
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1. INTRODUCTION

“The expressions ‘arm’s length’ and ‘non-arm’s léhgare creations of law. They are

not words of ordinary language from which a plaieaning can be easily distilled.”

Background, key questions, scope of research andgtification

1.1 This study considers a detailed technical, but tierless controversial,
aspect of transfer pricing in international tax lathe effect of “passive
association” on the transfer pricing treatment adritrolled” transactiofs My
conclusion is that passive association/implicitup should indeed be taken into

account in pricing controlled transactions.

1.2 Long-established international convention applies tarm’s length
principle” to transactions between associated png&s. This is the foundation of
international transfer pricing, having originated international tax law through

the work of the League of Natiohslt now finds expression in Article 9(1) of the

! Justice Hogan ieneral Electric Capital Canada Inc v The Quexi09 TCC 563,
paragraph [188].

2 Transactions between two enterprises that ameciased enterprises with respect to

each other, according to the TPG glossary.

3 League of Nations (1927): a report with a draftdel treaty was issued in 1927,

followed by a revised series of models in 1928aldihing the separate entity approach (or
“separate accounting”) for the first time. Mitch@l Carroll, an adviser to the US Treasury,
undertook a survey of relevant law and administeagiractices in 35 countries, leading to a new
draft multilateral treaty in 1933 which includedAaticle 3 authority to the Contracting States, in
the context of permanent establishments, “to rablish the prices or remuneration entered in
the books at the value which would prevail betwéstependent persons dealing at arm’s
length”. Article 5 contained a forerunner of ArécB(1) MTC, referring to “commercial or
financial relations” of controlled enterprises aheé diversion of profits. Article 5 was derived
from Article IV of the 1932 US-France tax treaihich itself was based on section 45 of the US
Revenue Act of 1928. In 1935 the arm’s length pplecwas included as a rule in US transfer
pricing regulations: Treasury Regulation 86, Agidb-1(b): “The standard to be applied in every
case is that of an uncontrolled taxpayer dealingrat’s length with another uncontrolled
taxpayer.” See Hamaekers (2002), Wittendorff (20 bapter 3 and Végel (2015) page 605, for
historical accounts of the adoption of the prineipl
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Model Taxation Convention of the Organisation faoBomic Co-operation and

Developmerit
“Where

(a) an enterprise of a Contracting State participataéeectly or indirectly in the

management, control or capital of an enterpris¢hefother Contracting State, or

(b) the same persons participate directly or indiredttythe management, control or
capital of an enterprise of a Contracting State amdenterprise of the other Contracting
State,

and in either case conditions are made or imposssvéen the two enterprises in their
commercial or financial relations which differ frothose which would be made between
independent enterprises, then any profits which lyobut for those conditions, have

accrued to one of the enterprises, but, by reagdhase conditions, have not so accrued,

may be included in the profits of the enterprisd taxed accordingly”

1.3 The expression “arm’s lengthtloes not appear, but it is implied by the
comparison with what independent enterprises wbalke done. “Even though
Article 9(1) does not explicitly lay down a comphitiy requirement, there is no
doubt that there is such a requireméntKy aim is not to challenge the arm’s
length model and so | will not dwell on alternatitex policy approachés

4 Also see the essentially identical Articles 9ffijhe UN and US Models. Article 9(1)
OECD MTC is adoptederbatimby the 1987 Intra-ASEAN Model Double Taxation Cention
and also in essence in the multilateral 1994 CARWCI@come Tax Treaty, the 1996 Nordic
Convention and the 2004 Andean Community IncomeGaqultal Tax Treaty.

° Despite the permissive “may” towards the end dfcke 9(1), sometimes viewed as

an authority to contracting states to impose temgficing adjustments, Article 9(1) may be seen
as having a primary purpose of preventing doublatian by restricting adjustments under

domestic laws: see e.g. Wittendorff (2010a) pageé 44d sources cited, and pages 196-198;
Marres (2015); paragraph 2.7 below.

6 TheOxford English Dictionaryon-line edition, accessed 23 June 2015) offersala

or transaction in which neither party controls thteer”, and also cite§Vebster's 3rd New
International Dictionary of the English Langua@#961): “the condition or fact that parties to a
transaction or negotiation are independent andathatdoes not dominate the other”.

! Wittendorff (2010a) page 314, and the discussidnsection 3.3.6.5; see also
paragraphs 1.6 and 1.7 TPG. Vann (2010), pagesl3@9entertainingly draws a comparison
between what the language of Article 9 literallglicates, and what the TPG suggest.

8 For some modern advocacy in support of an alteendunitary” or formulary

apportionment scheme, including by reference toBbeproposal for a Common Consolidated
Corporate Tax Base, see e.g. Avi-Yonah (2015) enal®. However, “[tlhe G-20 should not
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Instead, | offer an in-depth legal exploration ofimportant aspect of the existing
arm’s length pricing convention on which internaib norms have not yet clearly

been establishéd The controversy was described in 2007 as follows

“[tihe more important debate is emerging at the ceptual level with respect to whether
the determination of the credit quality should &cin any implicit support due to the

affiliate being a ‘member of a group’ or whetheistshould be based solely on a ‘stand-
alone’ basis. A noticeable demarcation on the apphotaken by taxing authorities can

be observed™®

1.4 For some commentators, the recognition of passssd@ation goes
against the graf. Certainly law and tax authority practice is farm settled in
many countries. The result, as matters still staaross-border inconsistency,

waste its political capital to explore an optioattis conceptually flawed and stands little chance
of success, and NGOs should use their newfountgadlinfluence to focus on improving, rather
than replacing, the arm’s length principle”: OwgR613), standing by his earlier prediction that
“the arm’s length principle will remain the intetimmal consensus for the foreseeable future™
Owens (2005) page 101. The UN also supports tnésdength principle: see e.g. URractical
Manual on Transfer Pricingparagraph 1.4.3. Antipathy to unitary taxation hasn widespread
and long-standing, even provoking “retaliationtire UK’s Finance Act 1985 section 54. For a
measured critique of the arm’s length principlethwsome suggested adjustments, see e.qg.
Feinschreiber and Kent (2012), and for a proposalréecalibrate” the principle with an
adaptation of the profit split method, see Wilke®12). The main thrust of the academic debate
on the concept of the arm’s length standard redeis compatibility with the very rationale for
the existence of large firms: see e.g. Schon (2padgje 3 and papers cited at footnote 4. See in
particular discussion of the “continuum price pesh!' (referring to the efficiencies of MNE
groups relative to independent enterprises, and tthe difficulty of pricing intra-firm
transactions in a way which recognises those effides), notably Langbein (1986), and the
Bloomberg BNA Special Reporthe Globally Integrated Multinational, the Arm’s rgth
Standard and the Continuum Price Probl¢2000). A recent alternative perspective was
offered by the International Monetary Fund, assgrthat Ronald Coase’s 1937 wdrke Nature

of the Firm“does not undercut the [arm’s length principle},bo the contrary, rationalizes it”:
IMF (2014) paragraph 48. Kane (2014) (Introductiargues for a “fractional” interpretation of
Article 9 i.e. that it “does not purport to alloeatynergy value that could not have been earned at
arm’s length and thus by its terms purports tocalle only a fraction of the profit earned by
commonly controlled enterprises”, or in other wo(skaction 3.1) “does not require allocation of
total profits”. See paragraph 2.23 below regaydiparagraph 1.10 TPG's apparent
acknowledgement of this.

o A wide range of national views was apparent imoBiberg BNA'sInternational

Forum Examines Pricing of Related-Party Guarantee27 Countries19 TMTPR 764, Moses
(2010b). For a more recent account of divergatibnal views, see paragraphs 3.5-3.6 below.

10 Van der Breggeet al (2007). Even the Canadians, who have led thewithytheir
jurisprudence (paragraph 3.163.16ff below), havel $f]he ambit of the implicit support
doctrine ... remains to be determined”: Bakker angelyg2012), Canada chapter by members of
Osler, Hoskin & Harcourt LLP, page 172.

1 E.g. Bakker and Levey (2012), introduction by émib Russo and Omar Moerer, who

express the view that the recognition of impliaipport “appears to run counter to the very
essence of the arm’s length principle” (page 5).

Page 14
LON27983956/13



significant tax uncertainty for MNE groups and pui&l international double
taxation. My objective is enhanced clarity, andnmanized understanding, as
regards the operation of existing rules, to be Botlyrough the interpretation and

construction of those rules. A nice formulatiortludt aim is that —

“[tthe art and method of international tax rules ede systematic, principled and
institutionalized compromises that can be reliedand applied to avoid overlapping tax

claims and gratuitous distortions of trad&.”

1.5 By “passive association” | mean the relationspgr sethat exists
between members of a multinational enterprise (MiN&up). As a matter of
ordinary language, the term connotes that relabipnavithout action an
associationwhich is passive | choose this particular term because it is also
neutral in that it does not necessarily imply favour @afavour to any particular
person. It is thus a less loaded starting poiahtfone-sided” (albeit helpful,
where apt) expressions such as “affiliatibanefit (or “privilege’), “implicit

2 and even the angelic “halo effet®” though notions of benefit or

suppor
support may be a consequence of passive associdfibis conceivable that the

effects of association could be detrimetthl “Passive association” is used in

12 Wilkie (2009) page 395.

13 A definition was offered by Justice Hogan in theneral Electriccase (note 1 above;

paragraph [281]): “Implicit support is nothing mdlean one’s expectation as to how someone
will behave in the future because economic reasaliscause the person to act in a certain
manner.” Seemingly, the judge agreed with ondeftaxpayer’s expert witnesses that “implicit
support was simply an extrapolation of someoneigiop that economic incentives would cause
the parent company to act although not legally botm do so. Implicit support is like a
‘metaphorical wallet’. It is something investorslibve exists and may be available to provide
financial support if the right circumstances aresent, but few investors are foolish enough to
believe that it is equivalent to a guarantee” (geaph [287]). Also, “the level of passive support
a subsidiary expects to receive from the pareimhately stems from the self-serving interests of
the parent. For instance, to the extent that aidisiy’s operations are heavily intertwined with
those of the multinational group, in the eventin&fcial distress on the part of the subsidiary,
there should be a higher level of implicit supgootn the parent to limit its financial exposure to
operational disruptions. Also, to the extent that subsidiary shares the same name and sources
of finance, it would be in the parent’s interestsugpport the subsidiary due to the potential
reputational and financial impacts it could incuhem the subsidiary is facing financial
difficulties” (Tarassov and Tsiopoulos (2012)). edien and Holmes (2010) present research
suggesting that a subsidiary using a valuable ghvapd “would immediately receive the group
credit rating linked interest rate without any egijplcredit support”.

14 Breen (2010) at section 1I.C refers to the “agploeric’ effect of membership within

the controlled group”.

15 As Standard & Poor’s note in the@orporate Credit Ratings — General Criteria:

Principles of Credit Ratingparagraph 35. This was argued by the taxpay#reirFinnishA Oy
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TPG paragraph 7.13, as is “affiliation alond®assivityis critical. It provides the
basis for the distinction betweenpassivestate of affairs (part of the facts and
circumstances) and activity which requires some sort performance These
terms feature prominently in the TG Note the important requirement in Article
9(1) that conditions are “made or imposed”. Eithaty, this implies some form
of action: the conditions between the controlletitiess are either the result of
some form of negotiation or other consensus, odatated through the exercise

of controt’.

1.6 There is some linkage between notions of passisecadion and the
rationale for the existence of MNE groups. Fromeaanomics perspective, it is
said that an MNE exists because the integrationit®fvarious associated
enterprises mitigates transaction costs and safdgagainst market uncertainties;
these benefits are absent between independenpesest and may be referred to
as affiliation or association benefits My line of enquiry is however confined to
the special sub-set of benefits which arise palsive

1.7 | observe thatefraining from undertaking an activity within the power
of a putative actor will usually not constituterarisfer price-able event — as it will
not entail (in Article 9(1) MTC terms) conditiongibg made or imposed. But
this is not an absolute rule. An example mightrdfeaining from preventing an
affiliate’s otherwise unlicensed use of intelledtymoperty, behaviour which
would be tantamount to the grant of a licefite.One may also argue that

case KHO 2010/3092, see Helminem (2011). Macey-D@@l4) describes the potential
complexity of positive and negative effects of asation in vertical and horizontal directions
across a corporate group structure. New paragfapf7 TPG acknowledges that group
synergies may be negative (“dis-synergies” accgrdinthe Leiden International Tax Center in
its 1 October 2013 comments on the 2013 OECD dismuglraft on Intangibles: paragraph 2.80
below; note 163 below for public comments website).

16 Particularly in the Chapter VII discussion ofraxgroup services e.g. paragraphs 7.6,

7.9, 7.12-14.

1 Discussed by Wittendorff (2010a) at 3.3.6.4.

18 See e.g. Kamphuis (2010). The alleged inakiftthe arm’s length principle to cope

with affiliation benefits is sometimes used by thponents of formulary apportionment to
support their cause.

19 Wittendorff (2010b), in discussing the possigitihat refraining from action may form

part of the relevant parties’ “commercial or fineaelations”, argues that the WBausch &
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refraining from terminating an unfavourable contrawhen it lies within the
contractual rights of the dis-favoured party to sto (and any rational business
person would take that opportunity), amounts to phevision of a gratuitous
benefit which should attract remunerafidn Leaving in place a loan which is
repayable on demand and where the interest ratdlouks unappealing or where
the borrower has begun to look shaky is an examp¥et refraining from
repudiating a particular state of affairs which htigonfer upon an affiliate some
benefit from passive association surely does naiwstnto making or imposing
conditions. If the benefit of passive associat®naccording to paragraph 7.13
TPG, not compensable, the absence of any repudiatisuch association is @n

fortiori case.

1.8 Given thepassivitypremise, | leave aside the spectrum of “soft” but
active corporate support (falling short of bindifmgmal guarantees) seen in the
form of “comfort” or “keep-well” letters, or stateants of intention or policy as to
maintenance by a parent of ownership of, or capitaits subsidiary, whether or
not legally binding. All these require some forrh action by the putative
supportet’; they are all forms of “explicit” support, even e not legally
binding?. That shifts the transfer pricing framework sfapaintly: it entails a

Lombcase (paragraph 3.223 below) “can be seen asdudppthe proposition that, in principle,
omissions may be subject to adjustment under 8. 4

20 See e.g. Wittendorff (2010b) for other casesroissions as “commercial or financial

relations” within the scope of Article 9(1) MTC; Ben (2011b), suggests that Article 9(1)
authorises the “imputation of a hypothetical reriegion or termination”, in the light of the
“realistically available options standar@laymont Investments, Inc v CommissiohR€M 2005-
254 (US Tax Court) was a case where the IRS failéts argument to recast a fixed rate loan
transaction as a repayment and a new advance,|dnutfalled to run the argument that the
borrower, which had a no-penalty prepayment righguld have prepaid the loan and borrowed
afresh at a lower rate.

A Contrast the view expressed by the ATO in theireJ2008 discussion papkatra-

group finance guarantees and loafaragraph 3.94 belovgt paragraph 121 to the effect that
“the benefits of implicit support from letters obrafort or similar non-binding statements of

intent should be treated similarly to any creditvoress benefits a subsidiary incidentally
obtains from its group or parental affiliationsBurgers and Bierlaagh (1998) provide a review
of the distinctions between guarantees, comfotédetand related instruments, including some
comments foreshadowing the tax thinking in @eneral Electriccase (paragraph 3.16 below).

See also the ABA Guarantees Paper (2012) paged.13-2

22 Despite being legally non-binding, “comfort letemay nonetheless have an effect

on a risk rating. See e.g. United States Officéhef Comptroller of the Currency (2001), page
28.
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transaction, or at least an action, which may wadlit compensation in its own
right.23

1.9 “Association” can be taken to have its ordinary meg e.g. the action
of combining together for a common purpose; the dé@n of such
combinatiod®. In the context of an MNE group it will usuallyean the
relationships between a parent company and itadiahiss; in the transfer pricing
context one most naturally thinks of the contral,common control, concepts
articulated in Article 9(1) MT€. But the term is capable of looser meaning;
“association” does not necessarily connote anyiqudat level of ownership of
shares, stock or other legal instrument, or anyiquaar level of voting control.
Conceivably (though unusually) a controlled tramisacbetween, say, a parent

and a subsidiary could be influenced by the suéisidi association with a third

party.

1.10 Thus, to reiterate and re-emphasise, the objeotfitkis study is to test
the legal significance of passive association ontroled (usually cross-border
and intra-group) transactions. The question i2nela transaction or activity falls
to be evaluated for transfer pricing purposesasspve association to be heeded as

a relevant factor in that analysis?

1.11 The significance of passive association raiseiddmental question as
regards the application of the arm’s length pritecipThe test to be applied by
Article 9(1) MTC postulates a hypothetical comparatransaction, and asks
“what would have occurred between independent g&itti But what exactly is

2 “[Ilt might be contended that such instrumefdemfort letters etc]represent mere

incidents of passive association ... The short andvege, we think, is that execution and
delivery of instruments by a corporation, upon esjuirom a lender, do not constitute ‘passive
association’ or the ‘mere incidents’ of passiveoa&gtion. Rather, definite activity is undertaken
by a member of a controlled group in each caseis hot the affiliation status alone that
constitutes the transaction, but the affirmativel gurposeful act of the controlled group
member.” (ABA Guarantees Paper (2012) page 24.)

2 Oxford English Dictionanfon-line edition, accessed 23 June 2015).

% | do not analyse further the meaning of the alntelationships contemplated by

Article 9(1). The discussion of passive assoadmtioes not depend on an exhaustive definition
of all the cases within the provision’s scope. Saeagraph 2.6 below. pro formadefinition is
volunteered however in the OECD’s June 2011 papensfer Pricing Legislation — A Suggested
Approach draft section 2. See also Végel (2015) pages6&B-‘control seems indeed to be the
dominant requirement for association”.
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required by the “independence” hypothesis in Aeti®(1)? What precisely is to
be assumed, or what part of the factual matrio ibe disregarded, in constructing
that comparator?

1.12 These questions can be refined in several ways. apjplying the

“separate entity” concept mandated by the 1@ what extent is the actual
affiliation between the parties, or the consequemeeeffects of that affiliation, to
be put aside? In assessing a comparable unceudtrplice (CUPY, to what

extent is thecontrol relationship to be disregarded? This presentgé#radox:

one must construct an arm’s length comparator, take into account all

economically relevant circumstances, some of whiely be consequent upon
group affiliations. Does a borrower’s attribute bifing a beneficiary of passive
association “merge” into the transaction when thaepporting) parent is the
lender? All these questions amount to enquiringpwHfar does one go in
postulating a hypothetical?” To what extent must‘vein in the hypothetical by
reference to economic reality®? To draw from an application of English law
statutory construction, “the hypothetical must rm allowed to oust the real
further than obedience to the statute compels’. ..stédtutory hypothesis, no
doubt, must not be carried further than the leti@apurpose requires, but the
extent to which it must be carried depends upoerésaing what that purpose

iSn 29.

% TPG paragraph 1.6.

z Even Langbein (1986) recognised that the “comtinuprice problem” exists only

where satisfactory CUPs are unavailable (page 666).

2 Thanks to David Southern QC for this imagery.

2 Millett LJ in Bricom Holdings Ltd v CIRL997] STC 1179, 1193j, the initial quotation
being taken from Megarry V-C iRolydor Ltd and RSO Records Inc v Harlequin Rec&hndp
Ltd and Simons Records L{t980] 1 CMLR 669, 673. As to the purpose of Aldi9(1) MTC,
see paragraph 2.6ff below. More generally oncthrestruction of statutory deeming provisions,
for the UK perspective see e.g. the decision of Snpreme Court irDCC Holdings (UK)
Limited v HMRC[2010] UKSC 58, endorsing the principles enuncidig Peter Gibson J in the
Court of Appeal inMarshall v Kerr 67 TC 56 and developed by Neuberger JJémks v
Dickinson [1997] STC 853. For a perspective in the Australi@msfer pricing context, see
Commissioner v SNF (Australia) Piytd [2011] FCAFC 74, paragraph 95: statutory ot
erected by deeming provisions are to be stricthystmed, and one should not travel beyond the
hypothesis erected by the statute. A review of@headian approach is offered by Davies Ward
Philips & Vineberg LLP (2012).
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1.13 It is axiomatic that international double taxatiastructs global
commerce and investment and thus economic develapmd@he asymmetric
application of transfer pricing rules is a partamly pernicious and widespread
cause of double taxation. These notions are thadations of the harmonising
work of the OECB®, the UN, the EU and other multilateral organisasiand
blocs in the tax field. Progress towards a unifermderstanding and treatment of
passive association in the transfer pricing contaitcontribute to harmonization
and thus the lowering of fiscal hurdles to crosedko trade. At present, a
common understanding is missing, this contributmgignificant uncertainty (and
the potential for disputes) in the internationad gsiena, thus erecting a barrier to
international busine&s

1.14 It may be useful to scene-set with a simple exangflea passive
association case. Imagine, as in Fig. | below, MEMyroup comprising Parent
company in country P and Subsidiary company in tgu®. Parent makes a loan
to Subsidiary at an interest rate of 9%. It isabkshed evidentially that
Subsidiary could have borrowed an equal amount quivalent terms from an
independent bank (a) upon the strength of its owmeadlitworthiness butvithout
regard to its affiliation with Parent at 8%, or (h)its own rightbut alsohaving
regard, as part of the complete factual matrixa tegree of hope or expectation,
on the bank’s part, that (despite the absence ypff@mmal guarantee or indeed
softer assurances from Parent) Parent would insiggport Subsidiary if the latter
experienced financial distress — at 7%. The cguBtrtax authority invokes
transfer pricing rules to challenge interest dediity for Subsidiary: should the

disallowance be 1% or 29%?

30 “The OECD, with its mission to contribute to tle®pansion of world trade on a

multilateral, non-discriminatory basis and to agki¢he highest sustainable economic growth in
member countries, has continually worked to buildcansensus on international taxation
principles, thereby avoiding unilateral responses nultilateral problems” (TPG preface,
paragraph 7).

81 See e.g. Wittendorff (2012) on the damaging &ffexf mismatched domestic law

interpretations of the arm’s length principle anit® Rahman and Yohana (2012) discussing
differing approaches adopted by tax authoritiesl tapayers).

82 It is conceivable that other outcomes would ketiflable e.g. by reference to the

comparability of the parties, requiring other atfjusnts. The example above stops where it does
to illustrate the basic conundrum referable to pasassociation.
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Fig. |

Parent

country P
country S Loan
at 9%
Subsidiary (€ ————— — —— Bank
Hypothetical CUT at
7% (implicit support
assumed) or 8% (no
support assumed)
1.15 Fundamentally, this question depends on the apjlicaf the arm’s

length standard. Testing whabuld havehappened between independent parties
is inherently hypothetical. It demands the cordtom of a counter-factual
proposition. The ordinary starting point in tegtithe pricing of a “controlled”
transaction between related parties is to assunay alae control relationship.
Thus the paradox emerges: in the illustration apavbat is the effect of
disregarding Parent’s control of Subsidiary? ls dffect of passive association
inherently to be ignored so that the correct irgerate is 8%? Or is it legitimate,
in arriving at an arm’s length price, to point teetattitude of the unrelated bank
who would, as a factual matter, lend at 7%, bagemhuts view of Parent’s likely

support for Subsidiary?

1.16 On embarking upon this study | proposed to acchetgroposition,
implicit in paragraph 7.13 TPG (in full at paragnap.44 belov’), that passive
association does not itself merit compensation. mé&aommentators had
advocated a departure from that proposition, int gar re-establish taxing
equilibrium following the rejection of passive assion as a pricing factor. In
my opinion, as developed in chapter 4, such ancambr is flawed, essentially
because (a) it abandons the actual facts and cateunces of the case (Subsidiary

3 Now backed by new paragraph 1.158 TPG (parag2athbelow).
3 E.g. Blessing (2010), page 164.
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in paragraph 1.14/Fig. | above could borrow extdynat 7%); and (b) it
propounds the remuneration abn-activity or of the (in my view) illusory
provision of property. My standpoint has now beaeibstantially vindicated by
the group synergies material added to Chapter | {fa@agraph 2.81 below).

1.17  Another objection, occasionally raised in the &tere®, to the
recognition of passive association in pricing teami®ns is the supposed trivial
effect it may have; that triviality may then presandisproportionate compliance
obligation. The effects of passive association seslight (it is said) that the
complexity, difficulty and expense of measuremenat @ot merited by the fiscal
outcome. That may be true, of course, in manyscasea practical matter, many
MNEs will adopt highly pragmatic transfer pricingligies where the risks of
significant double taxation, or penalties for nmmpliance, are perceived to be
low. Yet this thesis searches for principle. Sggpthat the loan in paragraph
1.14 above was for a gargantuan, but in today'sldvoot at all implausible,
$10brf°. The differential transfer pricing effect, aswseen a 7% or 8% interest
rate, presents a very significant tax consequeAcel (to make a BEPS-flavoured
point) what if, say, country P is a tax haven? §hepicion of country S’s tax
authority is, in any event, that the loan is ovacgd, but by $100m or $200m per
year? In such a case, putting significant effoto ithe pricing analysis may well
be worthwhile.

1.18 Moreover, given the quest for principle, it is mbposed to analyse
critically national tax systems’ so-called “saferli@ur’ regimes. Worthwhile as
these often arg they represent practical short-cuts to compltsamsfer pricing

» Ibid., page 23.

3% See the numbers involved in the AustraliZimevroncase, paragraph 3.82 below. In

that case, the taxpayer’s expert Dr Becker ass#nd'a single notch which results in moving
from non-investment grade to investment grade dlowers the interest rate by 196 basis points
and two notches can result in a 268 basis pointpbutaxpayer’s Outline of Submissions, file
NS569/2012, 11 August 2014, paragraph 164(e). @ngh of 196 basis points “translates to
$350 million of interest in this case” (paragrap®i7)l Statistics reproduced by Ledwe al
(2010) demonstrated a gap between credit spreattsngrierm BBB (investment grade) and B
rated bonds of approximately 6—-7%, depending oarten

3 Though see the reservations expressed in TPGt&hapsection E and e.g. Chapter

9 of the US “White Paper” (1988). The US “totahsees cost” method is a form of safe
harbour, but does not apply to financial transactiincluding guarantees: paragraph 3.206
below.
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reporting, and by definition avoid the issue ofnpmple with which | am

concerned.

1.19 A further exclusion from the scope of this thesisto not propose to
examine the application of quantitatiypgicing methodologyto the effects of
passive association. In many scenarios a marketioa to the relationships of
any particular counterparty (typically a borrowar)l be subjective. Practical
guantitative techniques are utilised in some cdstexnost notably the
construction of synthetic credit ratings for emttiwhich lack their own formal
credit rating®. The robustness of such techniques, and thafeprapplicability to

situations beyond the issue of transferable dehirges into the capital markets,
is open to debate. That aspect could be the subjesignificant research in the
commercial world (e.g. as to the extent which comuia¢ lending banks would
adopt this type of metric in evaluating the credithiness of an unrated
borrower®). But it is beyond the scope of this thesis.

1.20 In testing the qualitative effects of passive agd@mn, | will
concentrate on transactions concerned with creskt rThis is the most obvious
candidate for analysis — because | am concernedapty with the impact of
perceived likely behaviour within the MNE group thahould mitigate a
counterparty’srisk.  Credit risk (including credit risk for damagesr fnon-
performance of contracts), i.e. a measure of theatility of default’, stands out
among the panoply of business risks as one mostoudly susceptible to
mitigation via helpful intervention by associatdsoae’s counterparty. Although
much of the focus in the literature has been oretfexts of passive association on

38 See e.g. Standard & Poor’s material orGiteup Rating Methodologf2013). General

Electric Capital Canada Inc (the subject of thengpmous Canadian case: paragraph 3.16ff
below) used S&P’s “Debt Rater” software to calcelas stand-alone credit rating. Standard &
Poor’'sGuidelines for Evaluating Corporate Credit Risk:rBat/Subsidiary Relationshigg014)
contemplates the preparation of a notional raterghtie entire group, which can then become a
reference point for the ratings of various subsidi&a S&P notes (page 4) that “stand-alone
analysis of a subsidiary is an incomplete pictufeadirm’s true credit characteristics”. A
potential formulaic methodology, utilising S&P eriia, is presented in Tarassov and Tsiopoulos
(2012). See also Hales al (2010).

3 Justice Robertson in the Australi@hevroncase (see paragraph 3.82 below) thought

that “a commercial lender would not approach thestjon of the borrower’s credit-worthiness in
the same way as would a credit rating agency” (pagh 503).

40 Discussed in e.g. Guzman-Delgado (2012) page 24ff
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interest rates and guarantee féeshe quantumof debt which a borrower is

S42

capable of raising could plainly be affected byaitlliations™. There is thus also

athin capitalisationdimension to my enquif$.

1.21 Intercompany financial transactions have been destras “one of the
hottest and most debated fields of transfer pri¢thg Aside from loans and
guarantees, the pricing of indebtedness and thustemarty financial risk is
potentially relevant to a range of other instrursemtcluding various species of
derivative (e.g. prepaid forward contracts and de@epthe money options),
receivables sales (as in the CanadiécKessoncasé®), outstanding receivables
(several Indian decisioffy, and finance leasing. More complex situationsy ma
readily arise where — as is common — groups opdrgtdy integrated treasury
functions e.g. raising finance under multi-borroweross-guaranteed debt

facilities, or optimising credit and debit balansgs cash pooling arrangemetts

4 “These transactions are among the most contrievensthe transfer pricing world”

and “the role of implicit support in the analysigiotercompany guarantee fees (and, for that
matter, intercompany interest on loans) will likelgntinue to be debated by tax authorities,
taxpayers and transfer pricing specialists arotvedwiorld”: Duff & Phelps'Transfer Pricing
Timesvol. VIII issue 8 (2011). Also, “the pricing afiplicit guarantees ... has been one of the
most problematic transfer pricing issues for yeatsOctober 2013 comments of Taxand upon
the OECD’s 2013 discussion draft on Intangibles (sete 163 below for public comments
website).

42 See however paragraph 3.189 below for a contiasy from HMRC. Végel (2015)

at page 603 observes that Article 9(1) MTC “maydls extended to prohibit, for example, thin
capitalization rules that would disallow deductidos interest otherwise paid at arm’s length”.
Baker (2015) paragraph 9B.11 note 4 cBggcialty Manufacturing v The Queg®99] 3 CTC

82 where the taxpayer argued that US-Canada tatytr@nalogues of Article 9(1) MTC
precluded the application of domestic thin capttion rules where it had a capital structure
which would be sustainable at arm’s length. Thé&F@ not decide the legal question because
the 100,000:1 debt:equity ratio was “obviously”rggraph [23]) not arm’s length.

a3 In the Thin Cap Group Litigationcase (Case C-524/04) the ECJ observed that the
arm’s length test focused on whether “had there lz@earm’s length relationship between the
companies concerned, the loan would not have bestegl or would have been granted for a
different amount or at a different rate of intetéparagraphs 83, 92, cited in Vogel (2015) page
671). See notes 234, 255 below as regards divecgantry approaches to thin capitalisation.

a4 Moerer and Russo (2013).

45 Paragraph 3.32ff below.

46 Paragraph 3.141 below.

4 See e.g. Rafiq et all (2010). Cash pooling hasttetransfer pricing litigation in
several recent cases e@onocoPhillipscase 12-0189459, Utv. 2010, 199 (Norwa&)on
(Portugal) case 55/2012-Bpmbardier TransportatiofDenmark) case LE-1990-574A.
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1.22 There may be aspects to passive association whidiegond a hope or
expectation of financial support in times of disgeFor example, a lender may
consider that a borrower will have ready accessalaable group management
expertise or other support, even in the absencearyf formal/contractual
arrangements for this to be providgd

1.23 It is quite conceivable that passive associatiory nmfluence other
types of controlled transaction. A group’s pooledghasing power is sometimes
given as an exampie but arrangements entered into by MNE groups ¢ramise
collective/bulk buying will almost inevitably entactivity and thus intra-group
conditions being made or impos&d On the other hand, for example, one could
imagine that a foodstuffs producer might well dttaalue to (and thus perhaps
adjust prices as a consequence of) the buyingyentibere membership of a
renowned supermarket chain grétipMy conclusions could be adapted to apply
to such a situation i.e. to contribute to the tf@angricing analysis of controlled
supplies of goods within the MNE group. The chadles however lie in the

intertwined areas of (a) qualitative research -saems likely that many such

8 See e.g. Hollas and Hands (2014).

49 E.g. Blessing (2010) page 165; Kamphuis (201@p®207. See also Examples 3-5 in
new Section D.8 Chapter | TPG (paragraph 2.80ffuwglcompare the Example given in the US
section 482 Regulations: paragraph 3.210(v) below.

=0 In the Canadian Federal Court of Appeal decisioindalex Limited v The Queen

[1988] 1 CTC 60 the group’s enhanced bargaininggudwis-a-vis its supplier) arose because of
the purchasing power of a number of group membaus;as regards the Bermudan buying
company the court found “no evidence whatsoever [ifjacontributed an iota of that pooled
purchasing power” (page 68).

o1 Relative bargaining power is naturally the mastept force at work here, but it could

be combined with a more or less conscious willirsgnt deal with affiliates of the “main”
buying group entity, and acceptance of credit dreotrisks as a consequence, because of an
expectation of uniform commercial behaviour frone thurchaser group. Passive association
may also exist between parties dealing at arm’gtlen An example is a soft beverage bottler
company, which may experience an uplift in its dreaking because of the perception of likely
support from the otherwise unrelated (or at leaat-controlling) concentrate producer: see e.g.
Moody's Rating Methodology: Global Soft Beverage Indust2p13). See also Hickman,
Rockall and Hall (2011) section IlI: “[sJometimesthird-party situations a supplier is so critical
that support may be provided even though thereoicantractual requirement to do so”. A
different but topical area is that of potential govmental support e.g. for banking institutions
considered to be of systemic importance, see beg.Standard & Poor’s publicatidRating
Government-Related Entities: Methodology and Assiomg(2010). An interesting study of the
values of implicit guarantees of bank debt is pdedi by Schich and Kim (2012), noting
declining values attributable to the establishntémesolution and recovery structures but also to
weakening sovereign credits.
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suppliers, if asked how they take account of passissociation present within
their customers, would find it hard to relate theestion to their business dealings
beyond it being one of many components (includintably relative bargaining
power) leading to price; and (b) actual (quantmgtipricing effect which, as
mentioned, is beyond the scope of this thesis antside the creditworthiness
context, is likely to be highly subjective and irapsionistic. Even for lenders, it
is plain that uniform practices are not appliedi¢ast outside ratings models) and
more likely that, as a matter of (e.g.) lender hifion at credit committee stage, a
subjective/arbitrary pricing concession may be made

1.24 Much of the focus of the media/political furore owansfer pricing has
been on arrangements concerning intellectual ptpperother intangibles, or the
sale of tangible goods. The passive associatiomeginbrings little to bear in
these contexts — beyond possible credit supporfifi@ncial obligations. Thus
limiting my enquiry to credit risk seems appropgiatiespite the “noise” around
globally mobile 1P, limited risk distributorshipsi@ so on.

1.25 There is no tax avoidance dimension to this stud@llge investigation is
a non-partisan search for the “right” approachllocating taxing rights between
states. Transfer pricing is in the news as neeéorb. It is used as a pejorative,
implying a reprehensible strategy to avoid payindfaar share” of corporate
income tax. Put more calmly though, it is simplg stience (or perhaps art) of
setting inter-company prices as required by intéonal tax laws®.

1.26 Economic theories are outside the scope of my relseeSuch theories
can be relevant to (a) shaping policy, and of a8 establishing hypothetical

arm’s length prices. To reiterate, my concern isdevelop and clarify the

2 “[L]lenders — like bond rating agencies — apply+uantifiable judgmental factors in

practice”: Rosenblum (2004guarantee Feesection.

3 According to the UN, the term “transfer pricireg.i. sometimes used, incorrectly, in a

pejorative sense, to mean the shifting of taxaiterne from a company, belonging to an MNE,
located in a high taxing jurisdiction to a compdm®gjonging to the same group in a low taxing
jurisdiction through incorrect transfer prices irder to reduce the overall tax burden on the
group™ UN (2001) page 4, also citing paragraphf3he preface to the 1979 OECD Report
which instructs that “consideration of transfercprg problems should not be confused with the
consideration of problems of tax fraud or tax agoick”. See now the URractical Manual on
Transfer Pricingat 3.2.1.
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interpretation of the law as it stands, not witlamding it nor, for the reasons just
given, with attempting to construct a framework foicing the effects of passive

association.

1.27 Considerations of national fiscal policy might alsater into particular
states’ attitudes to the recognition of passiveoeiasion. Developing countries
have traditionally been viewed as net importersayitaf* and technology, and
thus as enthusiasts for withholding taxes and dtirens of source-basis taxation.
Where such capital is in the form of debt due t@ateel parties, the local
(borrower’s) fisc will instinctively prefer lowerather than higher interest rates:
such countries should therefore be relatively armlengo recognising the
beneficial effects on borrowers’ interest costs meh@assive association is
factored into loan and guarantee priéhgBut the concept “has served as support
for both taxpayers and tax authorities ... to deféwir positions®.

1.28 This thesis does not extend to an investigatiothefqualitative issues
of when or whether, and how, passive associatioreegegnised and accorded
pricing significance in arm’s length dealings. idttaken for granted in the cases
and literature (and empirically applied by the mgtiagencie¥), and it seems

> This study does not investigate theories conogrnéapital import (including

ownership or savings) neutrality or capital expoeutrality (as to which see Schén (2009-10)

Part | pages 79-82 and Part Il pages 70-73 foroa ggmmary). The passive association concept
potentially performs a function in establishing thg base, not determining how it should then

be taxed.

» The analysis (and thus partisan preferences)beagversed, however, where passive

association supports an enhanced quantum of delthere a tax system permits relief for the
write down of impaired loans.

%6 Zorzi and Rizzuto (2013) page 432, referringht®@®eneral Electriccase: paragraph

3.16ff below.

57 See e.g. Standard & Pooeneral Criteria: Corporate Ratings Criteria — Genak

Criteria: Principles of Credit Rating(2014) and Moody's Investors ServiceRating Non-
Guaranteed Subsidiaries: Credit Considerations gsigning Subsidiary Ratings in the Absence
of Legally Binding Parent Supporf2003) which includes Coca-Cola and Schlumberger
subsidiaries as examples of companies enjoyinggsitiiplift by virtue of group affiliation. A
vivid example is the case of German transportasipacialist bank DVB Bank SE, which is
accorded a stand-alone credit profile of “bb” by FB&but which is then uplifted for “group
support” (which in DVB’s case also had regard te girospect of support from the German
cooperative banking sector) by seven notches to“issuer credit rating” of A+/A-1:
http://www.dvbbank.com/~/media/Files/D/Dvb-Bank-@fatings/sp-dvb-analysis-221214.pdf
(accessed 4 June 2015). Another interesting exaispkitch’s notching uplift of Indonesian
telecoms operator Indosat by reference to parsntgbort from Ooredoo: “Indosat’s ‘BBB’ IDR
[issuer default rating] incorporates a three-natplift from its stand-alone credit profile of ‘BB’
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logically compelling, that passive association @¢arappropriate circumstances
have an effect on uncontrolled transaction priciSg. | conclude that there is little
utility in attempting to “prove” that; to do so cancingly would entail substantial

research into the practices of (at least) bankgpaoldably corporate groups.
Research methods
1.29 The approach adopted in this paper is a combinatfion

(a) an application of doctrinal or “black-lettetgchniques, including the
teleological search for purpose, applied to the davguasi-law, and international
legal vocabulary, represented by the increasindpypal standards embodied in
OECD or UN guidance as applicable to internatidaaltreaties, and the national
laws (including case law) of selected states whimplement the arm’s length
principle into those laws: thus the search isléarlata (“the law as it is”) and not

for lex ferendg“the law as it should be”); and

(b) a functional comparative law analy8i®f those national laws based
upon the proposition that a common need for a usalanterpretation defines the

based on its strategic and financial linkages viigh 65% parent Ooredoo QSC (Ooredoo;
A+/Stable)”:
http://www.reuters.com/article/2015/03/27/idUSF#85520150327 ?type=companyNews
(accessed 4 June 2015). Wittendorff (2011) annfatet 179, and Bundgaard at page 88, cite the
Danish Egnsbank Han Herreccase TfS (2000) 243H, where six savings banks [aed
unsecured debt of their joint venture company bseabe bankruptcy of the company would
have had significant adverse consequences for rimit aatings and business affairs of the
owners. Wilmhurst (2012) summarises the methode®gipplied by the three main rating
agencies, S&P, Moody's and Fitch.

58

See e.g. Zweigert and Kotz (1998), who splendidlyserve (page 3) upon
scholarship’s “ultimate goal of discovering thethtfu They quote Lambert from 1905:
“comparative law must resolve the accidental anvisidie differences in the laws of peoples at
similar stages of cultural and economic developmamd reduce the number of divergencies in
law, attributable not to the political, moral, aocgl qualities of the different nations but to
historical accident or to temporary or contingeintiunstances”; and (at page 17) Jhering from
1955: “The reception of foreign legal institutiossnot a matter of nationality, but of usefulness
and need. No one bothers to fetch a thing fromalfeen he has one as good or better at home,
but only a fool would refuse quinine just becaus#idn’t grow in his back garden.” The House
of Lords opinions inT (A.P.) v Immigration Officef1996] UKHL 8 display open-mindedness to
the use of foreign (US and Canadian) case law &titteoand supranational materials (the UN
Handbook on Refugee Status) where internationahtytreobligations (the 1951 Geneva
Convention on Refugees) were under consideratibn.a“ case concerning an international
convention it is obviously desirable that decisiamsdifferent jurisdictions should, so far as
possible, be kept in line with each other” (per d.ddoyd). See alsdndofood International
Finance Ltd v JP Morgan Chase Bank [2806] EWCA Civ 158 paragraph 42 developing the
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usefulness (i.e., in the present context, loweohdparriers to commerce by the
elimination of international economic double tagaji of such universality. For
Wittendorff (2010a):

“The [comparative] method is particularly importatd the subject, in part because the
drafting of rules is to a large extent internatidnand in part because the transfer pricing
adjustment of international transactions will norifganvolve the legal systems of at least
two countries. A transfer pricing adjustment canghead to negotiations with the tax
authorities of other countries who may disagreélite adjustment. ... The case law on
the arm’s length principle in relation to MNEs islatively modest in most countries, so

that studies of foreign law can significantly sugpent analyses of domestic lat®.”

Where a rule based on Article 9(1) MTC is the scibgd dispute in one country,
the case law of other countries, where it produgglsreasoned decisions, may be
of significant persuasive utility given the desifiyp of a uniform global
interpretation. More generally, the drafting ofinaal transfer pricing legislation,
and the development of tax authority practices, dsn informed by an

understanding of other country approaches.

1.30 My research therefore seeks illumination from gpl@ation of (a) the
existing international models, commentaries andd@ige which touch upon
passive association (chapter 2); and (b) comprélensonsideration of the
relevant national laws and practices of six Engllahguage common law
countries, each of which has a relatively sophastid transfer pricing regirffe
(chapter 3). The objective is to construct a sysih of legislative, juristic and

concept of an ‘“international fiscal meaning” fortax treaty phrase (“beneficial owner”),
including by reference to the OECD MTC Commentary.

%9 Wittendorff (2010a), pages 13-14; see also Bu{@®l1) 1.5.3.2, citing IFA (1993)
and OECD MTC, Introduction, paragraph 5.

&0 India is included as a notable example of a dgmb economy. Although its transfer

pricing laws date back only to 2001, case law iglifit - symptomatic of aggressive tax

authority pursuit of revenue and a determined emighan source-basis taxation. Zweigert and
Koétz (page 8) note that the recognition of “prifegof law accepted by the large majority of
nations ... is rendered more difficult by the basftedences of attitude between the developed
industrial nations and those in process of devetytn This difference manifests itself in the

international tax world through the somewhat conmgetmodel tax treaties, and related
interpretations, promulgated respectively by theCDEand the UN. The UK presents, among
the selected country studies, the added dimendidBUomembership: see paragraph 3.174ff
below.
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governmental attitudes (including conflicting atties) to the question. Then the
published literature of academics and practitionerxitically examined, both as

regards the specific role of passive associatiahraare generally in relation to

the meaning in that respect of the arm’s lengthggpie (chapter 4). Others have
not to date convincingly proposed a closely-readoaeademic legal analysis
leading to a conclusion. I confess to leavingdasnon-English language

literaturé@®. A yet deeper dive into my subject could engagé this, as it could

with non-English laws (see paragraph 3.237 below).

1.31 My conclusion (chapter 5) draws together the amalysf the
international and national material outlined abcam] proposes the affirmation of
the recognition of the effects of passive assamatin pricing controlled
transactions (not, it is reiterated, the compeasabtf benefits from passive
association in favour of the putative provider)heTconclusion reached is based
upon the assumed desirability of the arm’s lengihgple as the fundamental
global tool for (a) the balanced allocation betweststes of taxing rights over
MNE groups, and thus (b) the minimisation of intgronal economic double
taxation. To re-emphasise, the objective is a steyards the elimination of
uncertainty and the development of consistency.

Chapter structure

1.32 Thus the chapter structure of this thesis is devi!

Chapter 1: introduction;
Chapter 2: analysis of guidance from internatidialies;
Chapter 3: analysis of relevant legislation, cdse and tax authority

practices from selected countries;

61 | acknowledge the possibility of relevant litenat in languages other than English not

having been identified. However, | believe thekris somewhat mitigated because (i) the
countries where my topic has received most attergie English speaking (not least because of
the emerging case law and other relevant sourees), (i) it is common for non-English
commentators in this area to publish in Englisteluding in the main international transfer
pricing periodicals.
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Chapter 4. critical review of the academic and irfess literature
addressing the significance of passive associatiotransfer pricing and the
meaning, so far as relevant to this study, of thésalength principle;

Chapter 5: summary of conclusions.
1.33 Finally, the_Annex offers proposed guidance for hgetaxpayers and

tax administrations. The Annex to the TPG recdhgsinstruction of the OECD
Council to the CFA “to monitor implementation oetA PG in cooperation with
the tax authorities of member countries and wieh phrticipation of the business
community and to recommend to the Council to ameamitl update, if necessary”
the TPG, and “to identify areas where the Guidslimay require amendments or
additions” including in relation to “problematicsises”. In my view the function
of passive association is one such issue. So tie)to this thesis proposes
some brief new material for inclusion in the TPGhis may be a “courageous”
venture, as Sir Humphrey Appleby could have saidl, &t a time when the OECD
is in the process of establishing new and improyeidance on transfer pricing,
including in the financial transactions area, mightceivably contribute to the

international debate.

1.34 | have deliberately adopted a numbered paragrapfoaph, especially
to assist with cross-referencing, given the impadrteomparative aspect of this

study and the interwoven character of the materealgewed.

1.35 The law is stated as at 25 January 2016.

Page 31
LON27983956/13



2. ANALYSIS OF GUIDANCE FROM INTERNATIONAL BODIES

“Transfer pricing is the modern battleground, tlextArmageddon. No more duelling at

dawn with gentlemanly Inspector¥.”
Introduction

2.1 This chapter reviews guidance from internationgjamisations to the
extent it bears upon the relevance of passive &d&ot in pricing controlled
transactions. A forensic review of the materialesidered indicates that passive
association should indeed be taken into accoupti@ing controlled transactions.
| have identified from each of the instruments added below the statements with
direct or indirect relevance to the topic of thisdy, and commented on what

those statements mean for my analysis.

2.2 An important question in relation to any internatb instrument
concerns its legal status. The answer may wely viarm country to country.
Directly effective EU law can apply across the MemiStates, and tax treaties
may take immediate effect in “monist” states. @tlestruments may more
properly be characterised as “soft” internatiorad/ Iwhich, for example, states
agree in principle to observe, but without formatigorporating the relevant rules
into national laws. An intermediate class comg@rigestruments which may be
received into national laws by some legal act ofification or other
implementation. Chapter 3 illustrates some difie@untry approaches.

2.3 The key themes emerging from the materials consitibelow are: (1)
the fundamental objective of transfer pricing ofabsishing taxparity between
controlled and uncontrolled transactions; (2) tleedc for a causal connection
between the exercise of control and pridestortiony (3) the arm’s length
principle’s reliance upon comparability analysiste- test what would have
happened between independent parties; (4) thusetbe to take into account the
circumstance®f the parties to the controlled transaction arekng necessary to
adjust an uncontrolled transaction to align itwmnstances (and those of its

62 Carroll (2004), page 40, with thanks to Frandéiscent.
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parties) with those of the actual transaction; tf%9 requirement to test arm’s
length behaviour by reference to thgtions realistically availabl¢o the parties to
the controlled transaction; (6) the express redagniof passive association in
paragraph 7.13 TPG and the implication that it isredevant factor in a
comparability analysis — now confirmed by the BE#&ect materials.

OECD MTC Commentary

24 The OECD’s Model Tax Convention is exactly thaimadel treaty for
use by OECD member states or others who may fatfurThe grand unification

of law project promoted by comparative lawyersa®lio some extent on the
production of model lawé the MTC represents a high achievement towards tha
goal in the international tax field. The Commewtan the MTC importantly aids
interpretation of bilateral double tax treaties ethadopt the model form. The
OECD has made a non-binding recommendation to megtamtries to follow

the Commentary in applying their treaffes

&3 See e.g. Wittendorff (2010a) pagese@Sedfor historical background to the OECD,

established in 1961 as successor to the 1948 QGagaom for European Economic Co-operation,
and the adoption of the OECD’s first Model Draftube Taxation Convention on Income and
Capital with Commentary in 1963 containing an Agti® in identical form to that in the current
MTC. Paragraph 12 of the Commentary on Articleoitained reference to “ordinary market
prices” for goods, and the Article 9 Commentaryerefd to “normal open market commercial
terms” for transactions between associated ensagri As an early foray into international tax
ethics, the 1976 OECBuidelines for Multinational Enterprisesncouraged MNEs to comply

transparently with the arm’s length principle; thiésreiterated in the modern version of the
Guidelinesrevised in 2011 (Part I, s. Xl, paragraph 106he MTC was revised in 1977 and

again in 1992, 2008, 2010 and 2014.

64

See e.g. Zweigert and Kotz (1998) page 25.

& Recommendations of the OECD Council ConcerningMbdel Tax Convention on

Income and CapitaC(97)195/Final. Under Article 18(b) OECD RulesRybbcedure, members
are left with discretion to consider whether iafgpropriate to implement a recommendation.
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2.5 The Article 9 Commentary probably falls short afikeng as customary
international lak’. National tax systems may however explicitly pdevfor the
Commentary to be used as a guide, or judges mayrdgared to refer to the
Commentary, as a form of “soft laif” to gain insights into what must have been
intended by contracting parties in finalising thegaty having full knowledge of
the contents of the Commentary. The 1969 Viennav€uotion on the Law of
Treaties may aid treaty constructiin Its rules of interpretation are recognised as
customary international law, even where parties tioeaty have not ratified the
Convention, though there are a range of views okggr how the MTC

Commentary is properly aligned with those réies

2.6 Detailed guidance on the interpretation and appdinaof Article 9
MTC is provided in the TPG. Therefore the OECD @uentary on Article 9,
which adopts by cross-reference the TPG, is extisebréef, especially as regards
Article 9(1). The introductory description of Aste 9 in paragraph 1 of the
Commentary describes “associated enterprises” aareit and subsidiary
companies and companies under common control)”.wever, the notions of
“parent”, “subsidiary” and “control’ are themselvesot defined in the
Commentary. As Article 9(1) (recited at paragrdph above) uses the broader
language of “participat[ion] directly or indirectiyp the management, control or

capital” by one enterprise in another, | doubt gigant interpretive assistance can

66 See e.g. Wittendorff (2010a) pages 123-124, 200mpare Kofler (2013) page 646
and materials citedVega (2012) page 9, in discussing the TPG, “idiagtisoft law with legally
non-binding instruments which, nonetheless, aratetkwith the intention of having an impact
on the behaviour of states”, but also notes (p&yeytioting Rose and Page (2001)), “that soft
law could be seen as legislation through the bamk,dwith the corresponding deficiencies in
terms of public scrutiny and accountability”. Compghe comment of Boyle J in the Canadian
McKessorcase: note 258 below.

&7 See e.g. Engelen (2006).

&8 See e.g. Avery Jones (1984; 2002; 2008); Wardale{2005); Weiss (2008);
Wittendorff (2010a) section 3.3.2.2; Schwarz (20p&ayes 93-98, also covering UK principles
derived fromIRC v Commerzbank A{3990] STC 285. A recent example of the UK apploa
(though not relying ol€ommerzbankis Anson v HMR(2015] UKSC 44. For some Australian
judicial commentary see e.@NF (Australia) Pty Ltd v Commission§2011] FCAFC 74,
paragraphs [107]-[117].

69 For detailed coverage of the Vienna Conventiath isiapplication to tax treaties see

e.g. Engelen (2004) Part Il; also Bullen (2011)gwg7 and 33, and materials cited; paragraph
2.16 below regarding the TPG.
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be derived from this rather casual parentheti@dle nuances are in any event not

relevant to this study.

2.7 Despite the apparently permissive tone of Artic(@)9(“any profits
which would, but for those conditions, have accrtedne of the enterprises, but,
by reason of those conditions, have not so accraag,be includeth the income
of the enterprise and taxed accordingly”), paralgr&p of the Commentary
indicates that a readirgcontrariois appropriate, i.e. that, if the conditions made
or imposed do not differ from those that would haween made between
independent enterprises, then no other income reainduded’. Paragraph 2
states that “[n]o re-writing of the accounts ofasated enterprises is authorised if
the transactions between such enterprises have pd&ee on normal open market
commercial terms (on an arm’s length basis).” ThAwuscle 9 “is designed to
avoid economic double taxation” (fsirposg; “DTCs merely restrict, rather than
generate, domestic law”; and “the word ‘where’ mbst read to mean ‘only
where’ and the word ‘may’, as used in Art. 9(1)connection with ‘any profits’,

must be taken to refer to ‘any profits, and onkysi™ ",

2.8 Importantly for this study, it is plain that, for @ansfer pricing
adjustment to be made, @usal connectiormust exist between the control
relationship and a transactionaice distortion Paragraph 2 of the Commentary
contemplates a re-writing of accounts by a statesauthority “if, as a result of
the special relations between the enterprisesatieunts do not show the true
taxable profits arising in that state”. Thus “adjuents envisaged by Art. 9 may
be carried out,but only if such interconnection was theause of special

0 Vincent and Bloom (2006) prefer a “restrictiveppmioach to an “illustrative”

interpretation. Maisto (1992) pages 60-62 dessriarying national approaches to this issue:
“[t]he illustrative theory is not convincing” — affectively depriving Article 9 of effect and
being inconsistent with the binding applicationttoé arm’s length principle in Article 7. Baker
(2015) paragraph 9B.05 describes a purpose ofl&@id) as “limit[ing] the methods which may
be used in the domestic law of Contracting Statesafljusting profits between associated
enterprises: only the arm’s length principle isegtable”.

n Vogel (2015) pages 603-604; also pages 597-588bfthg Article 9(1)’'s purpose as
anti-avoidance); Wittendorff (2009) pages 109-11Rane (2014), section 3.1, observes that
Article 9 both (a) permits states to make adjustsibased on the arm’s length principle, but (b)
limits such adjustments to accord with an outcoraeel on that principle. (He draws the
conclusion that, in the context of potential MNEhersgy value, Article 9 “does not require
allocation of total profits under an arm’s lengtarslard”.)
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conditions being made or imposed ... and beyond @hst according to arm’s
length criteria”; “[p]articipation in managementpntrol or capital must be the
cause of the non-arm’s length conditions”; and “[a] pto&djustment may be
made only if the conditions made or imposed on account & thfluence
exercised result in a diminution of the profitsarfe of the two enterprises ... the
divergence from the arm’s length price must ultiehathave beerausedby the
conditions made or imposed” According to Bullen (2011), Article 9(1):

“is only concerned with profit adjustments triggdréecause the amount of profits is

distorted as a result of a community of interessteng between the parties to a relation

affecting the amount of such profité%.

2.9 “Conditions” in Article 9 bears a naturally broadeaming, but most
obviously focuses on the terms of a transactiotigel says:

“[c]londitions may be either ‘made’ (i.e. the resuf negotiations) or ‘imposed’ (i.e. the

result of the exercise of control}?”

2.10 The object of Article 9(1) is the “commercial ondincial relations”
between the relevant parties. This is not furtthefined in the MTC, but “the
Commentary uses the term ‘transactions’, and th€@Euidelines use the term
‘controlled transactions’ synonymously with ‘commi@t or financial relations’ in
Article 9(1)"". The transactional focus of Article 9(1) is highted by paragraph
3.9 TPG which asserts that ideally the arm’s lemgthciple should be applied on

a transaction-by-transaction ba¥ls.

2 Vogel (2015), pages 638; author’'s emphasis.

& Page 70, my emphasis. But Baker (2015) at paphgfB.16 note 1 observes that
“[c]uriously enough, the Article does not expresstsite that the conditions must be made or
imposed by virtue of the participation in the magragnt, control or capital of the other
[enterprise]”.

" Vogel (2015) page 638, referring to the XSG Retailcase, paragraph 66, see

paragraph 3.165ff below. Bullen (2011) pages 10%-hddresses the broad meaning of
“conditions”.
75

the TPG.
76

Wittendorff (2010b), note 3, citing the Commenmtan Article 9 and the Glossary to

Vann (2010b), page 140, suggests that “[i]t i5 however, necessary that the [arm’s
length] principle be based on transactions, becthese is nothing in article 7 or article 9 of the
OECD model convention to require it, but it is @pleseated intuition for separate entities”.
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2.11 Paragraph 3 of the Commentary notes the interabidween Article 9
and thin capitalisation concepts. In essencechkr® does not obstruct domestic
thin capitalisation rules provided the outcomeassistent with the arm’s length

principle.

2.12 The arm’s length principle also appears in Arti¢ZleMTC. Under
Article 7(2) profits attributable to a PE are tabeaim the host state to the extent of
“the profits it might be expected to make, in partar in its dealings with other
parts of the enterprise, if it were a separateiadependent enterprise engaged in
the same or similar activities under the same amila conditions”. This
“corresponds to the arm’'s length principle whichaiso applicable, under the
provisions of Article 9, for the purpose of adjuagtithe profits of associated
enterprises”. Wittendorff (20095 observes that “[a] contextual interpretation of
Art. 9(1) should, in particular, take Art. 7(1) entaccount since Art. 9(1)
determines the amount of business profits fromsaations between associated
enterprises which is covered by the exclusive gaxights of the two residence

states according to Art. 7(1)".

2.13 Note also Articles 11(6) and 12(4) MTC. The aresgth principle is
used here to determine the extent to which treatieving provision§ are
disapplied as regards transactions between pamtibe enjoy a “special
relationship” (a potentially broader test than Mréicle 9(1) associated enterprises
concept). The general view is that Articles 11465 12(4) supplement Article
9(1) to the extent they operate in an overlappiagmme?°.

" Commentary on Article 7, paragraph 16.

8 Page 116.

& Commentary on Article 11, paragraph 32; CommerdarArticle 12, paragraph 22.

80 See e.g. Vogel (2015) pages 627-628: whereaslé8i(1) would permit adjustments

to the profits of the payer of interest/royaltiesan arm’s length level, Articles 11(6)/12(4)
permit the source state to tax the recipient on dkeessive amount. See also Wittendorff
(2010a) page 188.

Page 37
LON27983956/13



2.14 See also the brief discussion of non-discriminationhe PEs context
(Article 24(3) MTC) at paragraph 2.67 below, whischs some relevance to the
passive association deb¥te

OECD TPG

2.15 This section provides a comprehensive review ef @ECDTransfer
Pricing Guidelines for Multinational Enterprises @rifax Administratio§ as
they relate to the topic of passive associatioclushng important related aspects
concerning the nature of the arm’s length standacdithe assumptions to be made
in arriving at an arm'’s length pri¢a.

2.16 The legal importance accorded to the TPG by differgational tax
systems varies. The OECD Commentary on ArticleT@\aragraph 1 considers
the TPG to represent “internationally agreed pplesd”. In some systems the
TPG have little or no persuasive effect, indeed mayofficially renounced as a
basis for policy and la%f. Other legal systems accept the TPG as a molessr
powerful aid to interpretati A third group directly applies the TPG into

81 On the interaction between Article 24(4) (whicbed not apply where Article 9(1)
does), see Marres (2015). As regards the interattétween Article 24(5) (non-discrimination
regarding controlled enterprises) and Article 9€ifce the latter forms “part of the context in
which [the former] must be read ... adjustments wtaoh compatible with [Article 9(1)] could
not be considered to violate [Article 24(5)]": pgraph 79 OECD Commentary on Article 24.

82 TPG paragraph numbers used in this study are thedlecting the BEPS 2015 Final
Reports, i.e. anticipating the changes being incf@ning into) effect: “[the guidance in this
Report takes the form of amendments to the Trarafising Guidelines”: page 10, Executive
Summary; “[sJome of the revisions may be immediatgiplicable such as the revisions to the
[TPG]": OECD Explanatory Statement to the Final 8#p, paragraph 23. However, a pending
OECD Council Recommendation formally incorporatthg BEPS 2015 Final Reports into the
TPG has not, at the date of writing, been madeyraucas of the OECD’s Transfer Pricing
Unit told me (by email, 22 January 2016) that sadRecommendation was expected in the first
half of 2016, “probably by March”.

8 See e.g. Wittendorff (2010a) chapter 3 on thergemee of the TPG, including the

contribution of Working Party No. 6, appointed i87B to look into the taxation of MNEs
including transfer pricing, and the US influencenphe TPG.

84 Brazil is a notable example, see e.g. Tax Judliesvork (2012) reacting to Falcéo

(2012), and KPMG (2013), cited in IMF (2014) footm@6: “Brazil does not follow the OECD
guidelines, rather imposes unique standards fduatiag transfer prices ... with related parties
and [other] companies located in low-tax jurisding”. But, enigmatically, it will “use the
guidance in [the BEPS 2015 Final Reports] in tloistext” (note 1 to those Reports).

8 E.g. Canada. The TPG “are clearly a type of lsgftand represent, arguably, the most

important source of information on transfer pri¢ingi (2012), page 78. But see the qualified
approach in the Canadian courts described at ri@de&ow. Vogel (2015) says the TPG “have
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national transfer pricing la®s The trend is an increasing embrace across the
globe of the TPG (even in many states which indowards the parallel approach
promulgated by the UN). Thus the TPG have gragwatuired, and continue to
acquire, legal or quasi-legal authority. An Appentb the TPG replicates the
OECD Council's Recommendation on the Determination of TransfeciRyi
Between Associated Enterprise3his operates on a political level and, having
recited “the fundamental need for cooperation antasgadministrations in order
to remove the obstacles that international doublatton presents to the free
movement of goods, services and capital between bBdentountries”, it
recommends to Member countries’ governments theit tax administrations (i)
follow the TPG for arriving at arm’s length pricinipr transactions between
associated enterprises, and (ii) encourage taxpatso to follow the TPG. It is
thus a form of “soft” international law, with “powfal influence®’. Bullen
(2011§® argues that the Vienna Convention’s canons ofrpnétation can be

applied by analogy to the TPG.

2.17 After first summarising the conclusions which | pose may be drawn
from the content of the TPG, | review below a nunifeextracts from the TPG in

detail because of their importance to the propwsstideveloped in this study.

virtually the same weight as [the OECD MTC Commagjtapage 612. See also Bullen (2011)
page 34 on the possibility of the arm’s length giple itself acquiring the status of customary
international law, or at least an internationattgepted standard or norm.

8 E.g. the UK: section 164 TIOPA. Vega (2012) pagerefers to several tax treaties
where the TPG are adopted by protocol or exchahgetes.

87 Li (2012) page 78; see also the discussion wfdltbws (pages 79-86) as to the role

of this soft law, and the potential for its devetggnt into yet more compelling authority. It
seems uncontroversial to view the TPG as the lmstcs of international transfer pricing
thinking (see the UK'®SG Retailcase, paragraph 3.165ff below) on the arm’s lepgticiple,
despite the colourful but scathing alchemy simffered by Durst (2012): “The reason for their
[the alchemists’] success seems to have been ammirgf greed, embarrassment among those
who were deceived, and a large dose of pure humbhg.crowned heads of Europe were
desperate for revenues, largely for military pugspshey desperately wanted to believe that they
had obtained a rich source of revenues, and tresywsanted their competitors to believe this.
Also, once a customer had paid the alchemist forkwaerformed, the customer, even if it
became clear that the alchemical services wereldilant, generally did not want to admit that he
or she had been deceived. Further, the more stigkcassong the alchemists were adept at using
the appearance of scientific terminology to prontbemselves; at times, they published lengthy
guidelines for how to conduct their work, which ked wonderful on the printed page but, to the
apparently few who attempted really to read themayex to contain nothing but speculation and
empty, flowery prose. And the institution of alchesurvived in Europe for hundreds of years.”

8 Pages 45-49.
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Commentary and analysis: TPG

2.18 Several key themes appear in the TPG which beangy on the

recognition of passive association as a pricindofac The concept is explicitly
described in paragraph 7.13 TPG (paragraph 2.46WpelBEPS-led amendments
are directly relevant (paragraph 2.80ff below). @dhawsis is given to the central
principle that transfer pricing law serves to cotrdistortions caused by the

control relationship, and thus restqgrarity between controlled and uncontrolled
transactions. Importantly, it is necessary for antwlled transaction to be
compared with the “options realistically availablegb the parties, and

comparability analysis must postulate independearterprises in “comparable
circumstances” and thus take into account thebates of the parties. Risk is a

significant factor in assessing comparability.

2.19 The preface to the TPG introduces the arm’'s lemqgthciple — thus
(paragraph 6) “individual group members must bedasn the basis that they act
at arm’s length in their transactions with eachedth The context is explained by

reference to potential distortions in intra-groghaviour:

“the relationship among members of an MNE group rpaeymit the group members to
establish special conditions in their intra-grouglations that differ from those that would
have been established had the group members bdeg &s independent enterprises
operating in open markets. To ensure the corrggtlieation of the separate entity
approach, OECD member countries have adopted tlme’'satength principle, under

which the effect of special conditions on the |e¥girofits should be eliminated.”
Chapter I: the arm’s length principle

2.20 Chapter | TPG addresses the fundamentals of ths &&ngth principle.

It is “the international transfer pricing standandt OECD member countries have
agreed should be used for tax purposes by MNE graug tax administrations”

(paragraph 1.1). The BEPS project has emphati@ityorsed this, despite its
flirtation with “special measures” to counteractrfe of avoidance where transfer
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pricing seemed an inadequate renf@dywWhen independent enterprises transact
with each other, the conditions of their commerciadd financial relations
ordinarily are determined by market forces (panplara.2). The tax position can
be “distorted” when pricing does not reflenarket forcesso the solution is that
“for tax purposes the profits of the associatecegmtses may be adjusted as
necessary to correct any such distortions and llgezasure that the arm’s length
principle is satisfied” (paragraph 1.3). Even vweheutonomous MNE group
members bargain hard between themselves, “it mayrothat therelationship
between the associated enterprises m#yencethe outcome of the bargaining”
(paragraph 1.85.

2.21 TPG paragraph 1.6 promulgates the “separate empipyoach”. This
lies at the heart of the controversy concerningipasassociation. Paragraph 1.6

provides, importantly:

“By seeking to adjust profits by reference to tlomditions which would have obtained
between independent enterprises in comparable acimns and _comparable
circumstances (i.e. in ‘comparable uncontrollednsactions’), the arm’s length principle

follows the approach of treating the members olViME group as operating as separate

entities rather than as inseparable parts of a Engnified business. Because the

separate entity approach treats the members of adEMyroup as if they were

independent entities, attention is focused on #iare of the transactions between those

members and on whether the conditions thereofrdiféen the conditions that would be

obtained in comparable uncontrolled transactiosich an analysis of the controlled and

uncontrolled transactions, which is referred to ascomparability analysis’, is at the

heart of the application of the arm’s length priplei”®*

8 See Actions 8-10 in the 2013 BEPS Action Plan: $pecial measures, either within

or beyond the arm’s length principle, may be respgiiwith respect to intangible assets, risk and
over-capitalisation to address these flaws [in ¢berent system]”. Various potential special
measures were described in the December 2014 disnupaper on Actions 8-10. See e.g.
Boidman and Kandev (2015) pages 841-842 proposiagthe way in which certain (“brazen”)
changes promoted by OECD as arm’s length measorestdstand up as such.

% Emphasis added. This is a potential weaknesth@f‘negotiated price method”

promoted by Hamaekers (2002): paragraph 4.19 below.

o Emphasis added.
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2.22 Paragraph 1.6 TPG is a foundation for any discassidhe recognition
of passive association in pricing controlled tratsems. Comparability analysis is
at the heart of the arm’s length principle. Thephasis is ortransactions Not
only must comparable transactions be identified égually an analysis of
circumstancess required. In my view, the effect of passiwgsa@ciation upon a
party to a transaction is as clearly a “circumst¢dras any other. The question is
then whether such effects should be pushed asidefersence to the concept of
independence MNE group members are to be treated as “opegrasseparate
entities rather than as inseparable parts of desingfied business” and “as if they
were independent entities”. Traditionalists (amdhere it suits them, litigants)
have taken the view that this requires all consege® of affiliation to be
disregarde®f. But on closer inspection (with some illuminatitom case law
and other developments in recent years), thistisuhat paragraph 1.6 prescribes.
The very essence of transfer pricing requires émaateness of corporate entities
within an MNE group to be respected. The rejectiba “single unified business”
approach requires (in contrast to application & #hm’s length principle) that
notions of the integrated multinational “firm” aignored. “Operating as separate
entities” simply respects legal actuality (evenutjo businesses which are in fact
integrated or divisionalised frequently behave withmuch regard to the legal
personality of group members). There is no funddalanconsistency between
treating group members “as if they were independatities” and respecting their
actual characteristics, including those which arecansequence of group
membership. What is required, however, to arrivaraindependent treatment, is

to disregard distortions to pricing caused by tkereise of control.

2.23 TPG paragraph 1.8 offers as a major reason fortadaopf the arm’s
length principle that it “provides broad parity t#x treatment for members of
MNE groups and independent enterprises”, achiexingn-distortive “more equal
footing for tax purposes”. Hamaekers (1992) cHiis the neutrality principle
(paragraph 4.21 below). Indeed, it has been saidthe TPG “give pride of place

92 See e.g. Wilmshurst (2012): “Ignoring the impatimplicit support may seem

appropriate if the statement of the arm’s lengtingiple in paragraph 1.6 of the OECD
Guidelines is interpreted narrowly and the memioéra group are treated as entirely separate
entities. Indeed, to do so has been the norm iarléysis of debt for transfer pricing purposes.”
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as a justificatory matter to the claim that the 'arlangth standard gives parity of
treatment to commonly controlled enterprises ana-cammonly controlled
enterprises®. The lending of money is considered to be a esaksere arm’s
length prices from comparable transactions “mayditgabe found” (paragraph
1.9). Paragraph 1.10 notes, but brushes ovelgisnit from some quarters of the
arm’s length principle because “the separate erafigroach may not always
account for the economies of scale and interrelatfadiverse activities created by
integrated businessed” This just touches on passive association irsémse that
MNE group synergies may benefit group members mescespects without there
necessarily being transactions or other activitigsich create the relevant

benefits’™ On group synergies, see paragraph 2.80ff below.

2.24 TPG paragraph 1.14 defends the arm’s length pima@p “the closest
approximation of the workings of the open marketd dreflects the economic
realities ofthe controlled taxpayer’s particular facts and airostances (my

emphasis).

2.25 Newly-revised Chapter | Part D.1 explains the pssoaf comparability
analysis. Various amendments and expansions offlPhave now been made by
the BEPS 2015 Final Reports. There are two ketsudrthe analysis (paragraph
1.33) —

“the first aspect is to identify the commercial éinancial relations between the
associated enterprises and the conditions and evaraly relevant circumstances
attaching to those relations in order that the colied transaction is accurately
delineated; the second aspect is to compare thditons and the economically relevant

circumstances of the controlled transaction as aatly delineated with the conditions

o Kane (2014) section 3.1. Thaarity concept finds express articulation in US
legislation: Regs. §1.482-1(a)(1): paragraph 3d&dw.

o Schon (2011) page 38 says: “[tlhe arm’s lengdndard is rather a legal than a

commercial concept, trying to grant equal treatmintgroup companies and independent
companies, but it cannot be defended as a busioasept as it generically misses the efficiency
requirements within the firm.” Also literature aitgbid., footnote 96.

9 Wittendorff (2010a) at page 335 considers thaatws now paragraph 1.10 TPG
“implies that economies of integration should bd&eta into account for transfer pricing
purposes.”
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and the economically relevant circumstances of @aige transactions between

independent enterprises”.

2.26 The economically relevant characteristics to beswred include “the
economic circumstances of the parties’/“the circdamses of the associated

enterprises” (paragraphs 1.36-37)

2.27 Independent enterprises will compare a potentiahsaction to the
“other options realistically availableo them, and they will only enter into the
transaction if they see no alternative that offarsclearly more attractive
opportunity to meet their commercial objectives’ucB enterprises “would
generally take into account any economically ret¢wvadifferences between the
options realistically available to them (such affedénces in the level of risk)
when valuing those options ... [and it is importamit} the transaction adopted
offers a clearly more attractive opportunity to meemmercial objectives than
alternative options realistically availabléparagraph 1.38, my emphasis, see also
Chapter IX discussed below).

2.28 Paragraph 1.40 robustly asserts that “[a]ll methbds apply the arm’s
length principle can be tied to the concept thdependent enterprises consider
the options realistically available to them andamparing one option to another
they “consider any differences between the opttbas would significantly affect
their value”; “before purchasing a product at aegivprice, independent
enterprises normally would be expected to considegther they could buy the
equivalent product on otherwise comparable terndscamditions but at a lower
price from another party”. The comparable uncdledoprice (CUP) method,
described as comparing “a controlled transaction similar uncontrolled
transactions to provide a direct estimate of theepthe parties would have agreed
to had they resorted directly to a market alteuedtibecomes less reliable “if not
all the characteristics of these uncontrolled taatisns that significantly affect the
price charged between independent enterprisescanparable”. And “[w]here

9% TPG paragraph 2.16 alludes to the determinati@omparability adjustments “where

differences exist between the controlled and urroliatl transactionsr between the enterprises
undertaking those transactich@mphasis added).
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there are differences between the situations beamgpared that could materially
affect the comparison, comparability adjustmentstnae made, where possible,
to improve the reliability of the comparison” (@lér paragraph 1.40). Reference
to realistically available alternatives is an aspet comparability analysis,
including the way in which comparability adjustm@should be undertaken. It is
not a justification for recharacterising the actattrolled transactich

2.29 An important post-BEPS theme is a more acute focuthe conduct of
the parties beyond merely taking into account @mttral terms. “Where there are
material differences between contractual termstaedconduct of the associated
enterprises in their relations with one anotheg, ftinctions they actually perform,
the assets they actually use, and the risks theevlac assume, considered in the
context of the contractual terms, should ultimatdyermine the factual situation
and accurately delineate the transaction” (pardgfa#6). Sometimes “the actual
outcome of commercial or financial relations may have been identified as a
transaction by the MNE, but nevertheless may reisulh transfer of material
value, the terms of which would need to be deduceth the conduct of the
parties. For example, ... synergies may have beeaten through deliberate
concerted action ...” (paragraph 1.49).

2.30 The assumption ofisk is highly relevant in a comparability study: it
will “influence the prices and other conditions trhnsactions between the
associated enterprises ... The level and assumptfomisk, therefore, are
economically relevant characteristics that can igeificant in determining the

outcome of a transfer pricing analysis” (paragragbt). “Where an associated
enterprise contractually assumes risk but doegxarcise control over the risk or
does not have the financial capacity to assumeigkethe risk will be allocated to
the enterprise exercising control and having fif@lncapacity (paragraph 1.98)

However, whereas aavaluation of risk is naturally intrinsic in the financing

context to an assessment of creditworthiness amsl phicing (such that passive

o7 See e.g. Wittendorff (2009) page 127. CompaeeUB approach: paragraph 3.202

below.

9 Compare Schon (2014), who urges that the impoetasf control should not be

overstated, in contrast to the important capacityetar risk.
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association may have an effect), that should notdmused with arrangements
which allocate risk (or purport to allocate risk, perhaps implalyy across an
MNE group — which is more the focus of concernhia BEPS projeét.

2.31 Chapter | Section D.2 addresses “Recognition of #ueurately
delineated transactions”. This authorises taxaittes to disregard the character
of a controlled transaction “where the arrangementde in relation to the
transaction, viewed in their totality, differ frothose which would have been
adopted by independent enterprises behaving imenewcially rational manner in
comparable circumstances, thereby preventing detation of a price that would
be acceptable to both of the parties taking int@oant their respective
perspectives and the options realistically avadabl each of them at the time of
entering into the transaction” (paragraph 1.12But this controversiaf® rule
(and its fascinating interaction with purportedkrallocations) does not have a
significant bearing on the passive associatiorctopi

2.32 Importantly for this study, the BEPS 2015 Final Bep introduce a
new'®* Chapter | Section D.8 TPG dealing with “MNE grosynergies”. See
paragraph 2.80ff below.

Chapter II: transfer pricing methods

2.33 The modern TPG abandoned the traditional “hierdrablfy transfer
pricing method®? in favour of “finding the most appropriate methéat a
particular case” (paragraph 2.2). Nonetheless,efeht is possible to locate
comparable uncontrolled transactions, the CUP naeibothe most direct and
reliable way to apply the arm’s length principl€onsequently, in such cases the
CUP method is preferable over all other methodatdgraph 2.14). In the case of
straightforward lending transactions, it should ioadlly be possible to locate

9 Paragraph 1.56ff TPG contains substantial neveriaon risk.

See e.g. Wittendorff (2009), challenging the psifion that Article 9 permits
transactional adjustments.

101 Albeit trailed since July 2013.
102

100

Paragraph 2.49 of the 1995 TPG, explicitly staled “traditional transaction methods
are preferable to other methods”.
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comparables of good quality, or at least compasalach are readily susceptible
to adjustmertt®

Chapter Ill: comparability analysis

2.34 TPG Chapter Il provides guidance on comparabiithalysis. “By

definition, a comparison implies examining two tsrrthe controlled transaction
under review and the uncontrolled transactions #uat regarded as potentially
comparable ... the process of identifying comparaldedependent upon a prior
analysis of the taxpayer’s controlled transactiang of the relevant comparability
factors” (paragraph 3.1). Thus empirical transaml comparison is at the heart
of the arm’s length principle. To price straightf@ard loan and guarantee
transactions, in applying the CUP method, one shaelarch for evidence of

comparable transactions in comparable circumstances

2.35 TPG paragraph 3.4 offers a stepped summary ofgacéi/process” for
comparability analysis. Step 2 is a “broad-basedlysis of the taxpayer’s
circumstances” whiclnter alia considers all “elements that affect the taxpayer
and its environment” to “understand the conditiamghe taxpayer’'s controlled
transaction as well as those in the uncontrollesdgactions to be compared, in
particular the economic circumstances of the tretiwa’ (paragraph 3.7).

2.36 Step 4 prescribes a “review of existing internamparables, if any”
(ahead of Step 5 which is an assessment of soaf@dernal comparables where
they “are needed, taking into account their re@tigliability”). An “internal”
comparable is a comparable transaction betweenpamgy to the controlled
transaction and an independent party. In applimegCUP method to a purchase
(or, by analogy, a borrowing) transaction, an inékrcomparable would be the
purchase price (or cost of finance) paid by thepager for comparable goods or
services (loan) obtained from an unrelated partgomparable circumstancts.
An “external’ comparable is a transaction betwe&a tndependent enterprises,

103 The Indian case law repeatedly resorts to the @etod: paragraph 3.1171f below.

104 This formulation is drawn from the OECD’s 2006 ppa on comparability

CTPA/CFA(2006)31, paragraph 16.
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neither of which is party to the controlled trangac (paragraph 3.24). Paragraph
3.28 observes that “[o]ne obvious and forceful aspé internal comparability is
that the taxpayer will self-evidently itself havenstant characteristics whoever it
is dealing with*°®.

2.37 Comparables may need to be adjusted to enhanceaagc@examples
include adjustments for differences in capital, chions, assets and risks
(paragraphs 3.47 and 3.48). Adjustments must béenta the reference
transaction i.e. the candidate comparable, notahérolled transactiot?

Chapter IV: administrative approaches

2.38 The significance of a borrower company's credit ingt is
acknowledged in the TPG’s discussion of advancenyiagreements for loans:
paragraph 4.125.

Chapter VI: intangibles

2.39 New paragraph 6.60 TPG notes the integral connebedween funding
and risk-taking, and hence the connection with icredrthiness. The updated
guidance on intangibles further emphasises theidogtrealistically available”,
both generally (e.g. paragraphs 6.112-113 TPG) spatifically in relation to
“financing options” (paragraph 6.62). Funding deams and the ability to
evaluate and monitor risk are given prominence. (@gagraph 6.64).

Chapter VII: intra-group services

2.40 Chapter VII TPG addresses “Special Consideratiamsiritra-Group

Services”. Two core issues are identified: (a) thle intra-group services have
been provided, and (b) if so, what the charge shdel (paragraph 7.5). The
BEPS 2015 Final Reports introduce new materialaam Value-adding services.

The changes are not material for the purposes®study. In particular, financial

105 Proponents of the “lender as guarantor” viewpdisée e.g. HMRC's position,

paragraph 3.188 below) might argue otherwise.

106 This is apparent from paragraph 3.47 and alsontrking capital example in the

Annex to Chapter .
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transactions are not to qualify for the simplifiadproach proposed in the draft
(paragraph 7.47).

241 Chapter VII emphasises the need for pleeformance of an activitin
order to constitute the provision of a service:agaaphs 7.6, 7.9, 7.12 and 7.14.
This fits with the dynamic terminology “made or ioged” in Article 9(1) MTC.

It may also follow from the use in Article 9(1) 66ommercial or financial
relations”. thus Wittendorff (2010a) observes thae TPG “use the term
‘controlled transactions’ synonymously with ‘comrmiat or financial relations™
and argues that “[a]ccordingly, the arm’s lengtin@ple of Article 9(1) only
relates to the valuation of transactions which ifpads commercial/financial
relations under domestic law”.

2.42 Usually a service will confer upon the recipientbanefit Thus
(paragraph 7.6):

“Under the arm’s length principle, the question e an intra-group service has been
rendered when an activity is performed ... shoulceddpn whether the activity provides
a respective group member with economic or comrakevalue to enhance or maintain
its business position. This can be determined dnsidering whether an independent
enterprise in comparable circumstances would haaenbwilling to pay for the activity if

performed for it by an independent enterprise ouldchave performed the activity in-

house for itself ...”

2.43 Activities (on the part of a member of an MNE grpupay “produce
economic benefits for other group members not direcvolved in the potential
decision”; but such “incidental benefits ordinariyould not cause these other
group members to be treated as receiving an imtrapgservice because the
activities producing the benefits would not be of@swhich an independent
enterprise ordinarily would be willing to pay” (@@raph 7.12).

107 Section 3.3.6.3.1, footnote 791, page 222; sed®?2.1.2, page 479.
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2.44  TPG paragraph 7.13 is the bedrock guidance onygassiociatioff®

It is worth reciting in full:

“Similarly, an associated enterprise should notdmnsidered to receive an intra-group
service when it obtains incidental benefits atttéhle solely to its being part of a larger

concern, and not to any specific activity beingfpened. For example, no service would

be received where an associated enterprise by reatdsaffiliation alone has a credit-
rating higher than it would if it were unaffiliatedbut an intra-group service would
usually exist where the higher credit rating wergeedo a guarantee by another group

member, or where the enterprise benefitted fronbelelte concerted action involving

global marketing and public relations campaigns.this respect, passive association

should be distinguished from active promotion of #MNE group’s attributes that

positively enhances the profit-making potentigbaiticular members of the group. Each
case must be determined according to its own fadscircumstances. See Section D.8 of

Chapter | on MNE group synergie$>®

2.45 It is hard to improve upon the American Bar Assbards description
of the functioning of paragraph 7.13:

“Paragraph 7.13 provides in effect that if the pag do not do anything, there is no
transaction or service that can give rise to a s#ar pricing analysis. The mere fact that
one company is affiliated with another companyasthe performance of a service even
if the affiliation is mutually beneficial. It failvs that ‘passive association’ (a synonym
for ‘affiliation alone’) likewise is not a serviga transaction. The objective of paragraph
7.13 is to prevent tax authorities from imposingaasfer pricing adjustment based solely
on some notion of relative contribution by memb#rs. multinational group. It makes

clear that an adjustment is appropriate only whemnething has been done — where
there is a ‘specific activity’, such as the exeontof a guarantee or the performance of a
global marketing campaign. There is then an afstithat can be subjected to a transfer

pricing analysis and a transaction or service thah be priced.**

108 “Much of the uncertainty that surrounds the tfangricing of guarantees can be

traced to this paragraph and the competing intefioas that have sprung up around it”; Breen
(2010) section II.C.

109 Emphasis added. Wittendorff (2010a) at page<&§3 “[t]his may be explained both
by the fact that no specific activity is performeahd that the benefits are solely caused by the
association of the group enterprises”.

110 ABA Guarantees Paper (2012) page 9.
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2.46 Paragraph 7.13 can itself be proposed as a jaidic for the
recognition of passive association in pricing teast®ns. The argument is that (in
contrast with the case of provision of an explgiarantee) because no service is
received where the beneficiary of implicit suppbas a relatively higher credit
rating due to “affiliation alone”, it must followhat the beneficiary need not pay
for any such benefit. Therefore, where an actualrgntee or loan is provided,
only a fee or interest reflective of the passiveoagmtion benefit already enjoyed
should be paid. In other words, “this paragrapbplies that no interest charge
should be made in relation to the improvement gredit rating due to implicit

support**

2.47 In calculating the arm’s length consideration foseavice, “the matter
should be considered both from the perspectivdhe@fservice provider and from
the perspective of the recipient of the service elevant considerations include
the value of the service to the recipient and hawelma comparable independent
enterprise would be prepared to Payfor that service in comparable
circumstances, as well as the cost to the serviceider” (paragraph 7.29). |
suggest that the value of a loan to an intra-grbapower can be tested by
reference to the cost to that borrower of an idahtoan from a third party. That
benchmark, where available, demonstrates what dheWwer, if transacting with

an independent lender “would be prepared to pay”.

2.48 Again, “the economic alternatives available to teeipient of the
service also need to be taken into account in oeé@ng the arm’s length charge”
(paragraph 7.35); and it is relevant to determiwbéther the intra-group services
represent the same value for money as could banebtdrom an independent
enterprise” (paragraph 7.36). This recapitulatee toptions realistically
available” concept (paragraph 2.27 above), whidte@au appears expressly at
paragraph 7.41. To re-emphasise: if an optionstéally available to an intra-

group borrower includes a third party loan at daserprice (the third party lender

11 Wilmshurst (2012).
12 Or be paid?
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taking account of passive association), why shaléd intra-group loan be any

more expensive?

Chapter IX: business restructurings

2.49 Several propositions contained in Chapter IX, whilgtten in the
context of business restructurings, are of wideliegjion. For example, “[a]n
examination of the allocation of risks between aided enterprises is an
essential part of the functional analysis”, and|s{ially, in the open market, the
assumption of increased risk would also be compedshy an increase in the
expected return” (paragraph 9.10). Risk analysigsfrom an examination of the
contractual terms between the parties though, atefig paragraphs 1.98ff, the
purported contractual allocation of risk may bellemged if it is inconsistent with
the economic substance of the transaction (parbgr&ll, 9.166). Where
“‘comparable uncontrolled transactions are found ¢ékaence a similar allocation
of risks in uncontrolled transactions ... then thskrallocation between the
associated enterprises would be regarded as aemgshl’ (paragraph 9.111). For
lending transactions, credit-worthiness is the gigra risk. A question is
“whether independent parties would have agreed sondar allocation of risk”;
and “[at] arm’s length the party making the invesitnmight not be willing to
assume with no guarantee a risk (termination ftis&} is controlled by the other”
(paragraphs 9.111-112)n a controlled loan, termination risk is manageaih
contractual terms; a variation imposed via the @sgerof shareholder control on
the other hand would itself be non-arm’s lengtts-aalistortion attributable to the

control relationship.

2.50 The concept of dptions realistically available also features
prominently in Chapter IX - upon which “the apptice of the arm’s length
principle is based” (paragraph 9.59). Importantiglternative structures
realistically available are considered in evalugtwhether the terms of the
controlled transactions (particularly pricing) wdulbe acceptable to an
uncontrolled taxpayer faced with the same alteveatiand operating under
comparable circumstances”; and “the consideratiothé controlled transaction

may be adjusted by reference to the profits thatdcbave been obtained in the
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alternative structure, since independent enterprigell only enter into a
transaction if they see no alternative that is rtyemore attractive” (paragraphs
9.60, 9.175). In assessing intra-group loan pgicinis surely a powerful fact that
the borrower could have borrowed externally onaierterms in circumstances

where it would be an “independent enterprise” vigsaits lender.

2.51 “The arm’s length principle requires an evaluatominthe conditions
made or imposed between associated enterpriseébe devel of each of them”
(paragraph 9.63). This implies, in the financimtext, a need to have regard to
the characteristics and circumstances of each efpidrties to the controlled

transaction (notably the creditworthiness of thedaer) 3

Conclusions: TPG

2.52 Taking all these points together, it seems to raé ahcompelling case is
made out, via a careful application of the TPG ftiwst influential instrument of
international guidance on transfer pricing), tooguse the effect of passive
association in pricing controlled transactions. eThkely availability of
parental/affiliate support to a member of an MNEugr is not a pricing distortion
caused by the exercise of control in relation tp particular transaction. It is an
attribute or characteristic of that member. Thus appropriate, in performing a
comparability analysis in the financing context, townsider a notionally
independent borrower which nonetheless possessds au attribute. Indeed,
whether one considers a notionally independentelerghiarantor or borrower, the
notional borrower may be regarded as benefitinghftbe implicit support of its
(notional) parent/affiliate, precisely so as togaliits circumstances and
characteristics with those of the actual borrowdothing in this exercise requires
the effect of passive association to be disregafgedeference to the actual
connection between the parties to the controlladstction.

2.53 Moreover, if the borrower under an intra-group leaawld instead, with

the benefit of group implicit support, have raidedds from a third party at a

13 See also paragraph 54 and note 885 below as rdsegathe

characteristics/circumstances of a lender.
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certain rate (an option realistically availablegseéd upon such an independent
lender’s assessment of risk, there should be rsprefor the borrower to accept a

higher cost of funds on its intra-group fundiegteris paribus
OECD 1979 and 1984 Reports

2.54 The OECD 1979 Report served as the original guidslion the
interpretation of the arm’s length princip!é “The aim in short is, for tax
purposes, to adjust the price for the actual tretiato an arm'’s length pricE®.
The OECD recommended an approach which bore “agtresemblance to the
United States regulatior’s®. In 1992 the MTC Commentary effectively made the
Report part of the Commentatyy The Report unsurprisingly says little about
passive association. It did however include aisecbn loans, including the
remark that “[tlhe arm’s length interest rate ig thte of interest which is charged,
or would have been charged at the time the indebt=darose, in transactions
with, or between, unrelated parties under similauenstances”; and “[iJdeally, in
each case, the interest rate to be determinedaforptirposes should be set
according to the conditions in financial markets &milar loans. In deciding
what is a comparable or similar loan, it is necassa take into account ... the

credit-standing of the borrowér®

2.55 Paragraph 2 in the preface observes (thus focusingrice distortions

caused by the control relationship) that “[tjhecps charged for [intra-group
transactions] do not necessarily represent a restiie free play of market forces,
but may, for a number of reasons and because the MNh a position to adopt
whatever principle is convenient to it as a grodiperge considerably from the

prices which would have been agreed upon betwesslated parties engaged in

114 Though the 1979 Report was not formally adoptedb OECD Council measure, and

so cannot be accorded the same legal status:gse@udlen (2011) page 50.

15 Paragraph 23.

116 Langbein (1986) page 651.
17 Paragraph 3 of the 1992 Commentary on ArticleT&CM

118 Paragraphs 198-199.
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the same or similar transactions under the sansnalar conditions in the open

market (hereafter referred to as ‘arm’s lengthgs’ig.

2.56 The 1979 Report deferred any discussion of loahwd®n enterprises
engaged in banking or financing activities as patheir regular busine§s. That

theme was picked up in the second part of the OBCM84 Reporiransfer

Pricing and Multinational Enterprises, Three Taxatilssuesbut little is found

there which further illuminates the arm’s lengtlnpiple in general, and nothing
in terms touching on passive association. The BP&dort, which as regards the
treatment of bank PEs was largely superseded byYDEED PEs Report, does
confirm that “the appropriate arm’s length rateimterest for a loan between
associated banking or financial enterprises isrébe which would be charged in
similar circumstances in a transaction between lat@@& parties”. Also,

“[nJormally the transactions to be used for compami should be arm’s length
transactions between unrelated banks where the ranent, the term of the loan,
the currency involved and the other conditionstaeesame or similar to those in
question®?’. This does not significantly advance the debateiathe approach to
passive association, but is at least consistert witognising the “conditions”
surrounding controlled transactions when identdyior adjusting, comparables.
What is plain is that a key consideration in prciimancial transactions issk

and thus, as a measure of risk, the creditworthinéa borrower.
OECD 1987 Thin Capitalisation Report

2.57 The 1987 Thin Capitalisation Report offers a fewtHar observations
which bear upon the interpretation of the arm’gytarprinciple. The focus is on
the regulation via tax codes of “excessive” amowfitdebt — which tend to erode
the tax base of the debtor's home jurisdiction g@nsequentially excessive
interest expense. The 1987 Report focuses uporizkeof a loan which would
have been made in an arm’s length situafionThere is also a useful discussion,

119 Paragraphs 181 and 198.

120 Paragraphs 35-37 of the part of the Report edtithe Taxation of Multinational

Banking Enterprises.

121 Paragraph 25(i).
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related to the thin capitalisation context, of lgi9 MTC, generally accepted by
the CFA to be relevant to thin capitalisafith In principle, the application of
rules designed to deal with thin capitalisation lttugot normally to increase the
taxable profits of the relevant domestic enterptss@any amount greater than the
arm’s length profit; and this principle should lmdwed in applying existing tax
treatied®,

2.58 In considering the practical application of thirpitalisation rules, one
approach would be to enquire whether an indepengenson would have
provided such a high proportion of the capital leé £nterprise as debt, perhaps
adopting an approach comparable to that which &drvawould adopt, asking
whether, considering the borrower’s financial andor@mic condition, an
independent banwould have provided the funds as a loan on thedeactually
agreed between the partig's(sometimes referred to as the “independent lender”
test®). Again, this points immediately to an evaluatioirisk, and hence the
borrower’s creditworthiness. It seems self-evidinat if passive association can
enhance the risk proposition for a lender, that magppropriate circumstances
encourage a greater quantum of lending, just asait the conceding of a lower
interest rate. The limitations of the independtmder approach caused by
informational asymmetry are recognised by the 18&port?® e.g. because a
parent company might have a better understandindpeoforofit potential of its
own subsidiary than would a banker viewing thingsnf the outside. Detailed
informational loan covenants may however go a laay towards neutralising

this asymmetry.

2.59 One other possibly useful concept used in the Rapadhat of “hidden
equity capitalisation*?”. The Report focuses in particular on “hybrid”dirting

122 Paragraph 48.

123 Paragraph 50. Compare paragraph 2.7 above.

124 Paragraphs 75-76.

125 E.g. in the ATO’s Taxation Ruling 92/11, paradr&9(g).

126 Paragraphs 75-76.

127 Ibid., paragraph 11.
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such as debt instruments with equity-like feattffesout this is just “one such

manifestation”. It prompts the thought that wharsubsidiary might be regarded
as the beneficiary of implicit support from its eat, such support might arguably
be seen as a form of hidden equity capitalisatienky virtue of the expectation
that the parent would inject subordinated capdatupport the subsidiary in times
of financial stress. Thus conceivably there is‘@sset” aspect to this theory, if
being the beneficiary of implicit support approaxhelding an “asset”. However,
the beneficiary does not hold anything in this esspwhich amounts to a
legal/proprietary right. See paragraph 2.80 below the OECD’s modern

rejection of the notion that MNE group synergiesigl be regarded as intangible
asset¥”,

OECD Task Force Reports on US Proposed Regulatiotts

2.60 Alarmed by certain aspects of proposed US transieing regulations
(particularly the “commensurate with income staddafor transactions in
intangibles), the OECD formed a Task Force to amisithe proposals and
provide the US Administration with the collectiveews of other OECD member
countries. The Task Force’s first report, derestd in December 1992 and
published in January 1993, offers some observaatwosit the nature of the arm’s
length principle and the risk of transfer pricesnge“manipulated” within an
MNE group™® It also quotes from the CFA 1989 Report on Taedaly
Overridé®® which, in noting the purposive approach to treatierpretation
promoted by Article 31 of the Vienna Convention,ncloided that “the
interpretation of [a tax treaty] on the basis efabject and purpose requires a high
degree of coordination between the ContractingeStatsuch that the typical

128 See now the OECD’s final report on BEPS ActionN&utralising the Effects of

Hybrid Mismatch ArrangementS,October 2015.

129 Also paragraph 4.52(ii) below as regards creditding as a “group asset”.

130 Tax Aspects of Transfer Pricing within Multinatibrinterprises: The United States

Proposed Regulation§lanuary 1993) referred to as th@92 OECD Task Force Reppdnd
Intercompany Transfer Pricing Regulations under B&ction 482 Temporary and Proposed
Regulations(April 1993) referred to as th£#993 OECD Task Force ReportSee also CFA
Report on Intercompany Transfer Pricing Under U8 Temporary and Proposed Regulations
(December 1993), reproduced in TMTPR News ArchiveBruary 1994,

131 Executive summary, paragraph A.1; Introductiorageaph A.1.20.

132 DAFFE/CFA/89.13 (?' revision).
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mutual agreement procedure should be used (qudiregtly from Article 25(3)
OECD MTC) “to deal with any difficulties or doubtarising as to the
interpretation or application of the treaties”’oldserve that the use of MAP in this
way could indeed be an efficient way to establisimsensus between treaty

partners as regards the proper recognition of passisociatiol>.

2.61 A follow-up report was issued in December 1993.m8anight think
that the US approach had not been materially adtedy but nonetheless the
OECD was able to feel “particularly pleased to aeeaffirmation of the arm’s
length standard®’. Continued support for the CUP method was voi@aan
where “differences are material, if their effect thve prices concerned is definite

and reasonably ascertainabt&”.
OECD PEs Report

2.62 The generally excellent PEs Report is concernel thg attribution of

profits to PEs under Article 7 MTC. Yet (perhapsumprisingly, given the focus
on the international tax treatment of a single tgraind thus the credit-related
aspects discussed below) there is very little tyeelevant to the meaning of the

arm’s length principle as it relates to passiveaission.

2.63 It is attractive to apply a degree of consistermyhe application and
interpretation of Articles 7 and 9 given that theye both concerned with the
taxation of MNE businesses. Indeed the arm’s lepgtitiple should be regarded
as an equivalent concept for the purposes of hdést°. But certain conceptual

limitations are inescapable.

133 A broadly-based amendment to paragraph 4.29 Td@Signed to develop this

proposition, is included in the Annex to this studyn a confidential client matter, | was told on
13 February 2015 that a UK headed MNE group willoke MAP in a situation where the

French tax authority is promoting the implicit soppconcept to limit interest deductions on a
loan from the UK parent to its French subsidiary

134 Paragraph 2.1.

135 Paragraph 3.14.

136 OECD Commentary on Atrticle 7, paragraph 14.
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2.64 Article 7(2) OECD MTC contains its own version @letarm’s length
principle. Where an enterprise has a permanenblestment in a host state, the
profits that may be taxed in that state are:

“the profits it might be expected to make, in pautar in its dealings with other parts of
the enterprise, if it were a separate and indepah@aterprise engaged in the same or
similar activities under the same or similar comatis, taking into account the functions
performed, assets used and risks assumed by tepesé through the permanent

establishment and through other parts of the emisep

2.65 Thus the “authorised OECD approach” promotes timeept of a PE as
(notionally) a “functionally separate entity”, anbus attributes to the PE the
profits it would have earned at arm’s length. Anparison ofdealingsbetween
the PE and other parts of the enterprise of whicls ipart withtransactions
between independent enterprises is reqtiifedThus where dealings are capable
of being recognised, they should be priced on ansalength basis, assuming the
PE and the rest of the enterprise of which it ist pa be independent of one
another — by analogy with the transfer pricing methin the TP&2 In the PE
context, some of the “conditions” of the PE as adikiesised separate and
independent enterprise are to be derived from etifumal and factual analysis of
the internal attributes of the enterprise itsethes “conditions” will be derived

from the external environment in which the functi@f the PE are performed

2.66 However, as a markworthy exception to the notieplarateness of the
PE, the creditworthiness of the entity as a wheletiributed to each PE. “Itis

an observable condition that PEs generally enjeysdime creditworthiness as the

enterprise of which they are a paft' Thus there is no scope for the operation of

187 OECD PEs Report, Part | paragraph 183.

138 Part | paragraph 39.

139 Part | paragraph 58.

140 Part | paragraph 100; Part Il paragraph 83; Plaparagraph 230; Part IV paragraph

122. “Creditworthiness is the perception by arejpehdent party, e.g. a credit rating agency, of
the likelihood that a company (e.g. a bank) willenés commitments in respect of any
borrowings it has made and investments it hasved&i Part Il paragraph 29.

141 Part | paragraph 99. Section 21(2)(a) Corpanaliax Act 2009 is the UK statutory
articulation of this proposition.

Page 59
LON27983956/13



passive association - or indeed explicit suppartfavour of (or from) a PE within
the entity of which it is part. Accordingly, dea® in respect of guarantee fees
between a PE and its head office, or between tharfédEanother PE, are not to be
recognisef>.  Equally, it makes sense, in relation to priciag intra-entity
“dealing” in the nature of lending (e.g. from hedtice to a PE), to “equalise” the
credit-standing of the respective parts of the rpnige: all of the capital of the
entity is available to all parts of the entfty Of course, a business carried on
through a PE may itself be a beneficiary of passasociation with other
members of the MNE group - just not from the entityich is “itself”.

2.67 The “authorised OECD approach” does not purpoddoieve equality
of treatment between PEs and subsidiaries where #re economic differences
between them: “the legal form chosen, PE or sulagidimay have some economic
effects that should be reflected in the determamabf taxable profits” e.g. as
regards efficient capital utilisation or risk digéication**®. Thus there is no
discrimination between PEs and subsidiaries byeidf applying transfer pricing
principles in different ways — because the legaim® have different economic
consequences. An enterprise can guarantee the aedtsecond enterprise, but a
purported “guarantee” given by one part of an ¢mise in respect of
“obligations” of another part is not legally meagifal. Thus “PEs in their
dealings with other parts of the same enterpristhéncontext of guarantee fees
may not be in similar circumstances to a subsidjamyd “[ijn general, the factual
situation of a PE determines that it necessarily the same creditworthiness as
the enterprise of which it is part. In contrassudsidiary may or may not have the
same creditworthiness as its parétt” Therefore, in my view, there is no room
for a taxpayer to invoke a treaty provision modelen Article 24(3) MTC to
assert that a PE has been discriminated againstefeyence to the unified
creditworthiness of the entity (e.g. by allegingttits “separate entity/stand alone”

142 Part | paragraph 103.

143 Save in exceptional circumstances where spelfis or regulations may in some

way “ring-fence” particular assets from the enstyreditors in general. See e.g. Part Il
paragraph 30; Part Il paragraphs 204 and 230;IPgéaragraph 122.

144 Part | paragraph 55; Part Il paragraph 4.

145 Part | paragraphs 103-104; Part Il paragraph 31.
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credit has been “dragged down” by the financial kmegs of other parts of the
entity)**®.  The effect on creditworthiness of passive asdimei should be
experienced across the entity as a whole, thusgstbmfortably with the unified

creditworthiness rule.

2.68 One possible clue to the correct way to hypothesiseparable
transactions with independent parties is found m ikustration concerning
distribution of goods — where the internal dealm@ “purchase” of goods by the
PE from its head office. If the head office algdissthe product to third parties
operating in circumstances similar to those of Pie the CUP method might be
used to determine the price at which the PE woalgelobtained the products had
it been a “separate and independent enterpfiseOne can analogise this with the
provision of finance: it is relevant to considee tprice at which a third party
would transact with (lend to) the enterprise —lyr,extension, in assessing the
arm’s length price of intra-group lending, it idensant to consider the price at
which a third party would lend to a subsidiarytte PEs context, “the part of the
enterprise making such a ‘provision’ should recei® return which an
independent enterprise would have received for ngaki comparable ‘provision’
in a transaction at arm’s lengtf®. Of course, where finance is concerned — and
as reflected in the PEs Report itself — the pritéransacting should, so far as
creditworthiness goes, be the same for a PE afhdonead office or other part of
the enterprise. But the principle of seekpayity with uncontrolled transactions
is nevertheless manifest in the Report.

2.69 Article 7(2) MTC offers potential support for argants on both sides
of the passive association controversy i.e. forhbatstand-alone approach to
pricing transactions (“separate and independemrpnse”) or, to the contrary, the
recognition of passive association having regardthe “same or similar

149

conditions™™. It seems to me however that the Article 7(2)ternin this respect

146 Paragraph 42 OECD Commentary on MTC Article 2dficms that Article 7(2) is
part of the context in which Article 24(3) mustread.

147 Part | paragraph 185.

148 Part | paragraph 191.

149 As suggested by van der Bregggral (2007).
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is no different to that of Article 9(1) which insitterms applies an independent
enterprise hypothesis to evaluate the “conditiafghe transaction (paragraph 1.6
TPG: paragraph 2.21 above). The reconciliatiothese two strands lies simply
in respecting the separateness of the taxpayerdéemed notional separate
taxpayer in the PE case) while at the same timmdakto account all relevant

circumstances.

Transfer Pricing Legislation — A Suggested Approach

2.70 In June 2011, the OECD released the above-titlgebpaontaining a
suggested approach to the drafting of transfenngiéegislation. Its status is
“purely illustrative” and it is without legal for¢endeed, it does not necessarily
represent the views of any particular OECD membates Nonetheless, it
represented a further assertion of the arm’s lepgticiple as the best available
method for preventing artificial profit shiftingygviding MNE groups with some
certainty, reducing the risk of double taxatiom\pding a level playing field for
international investment and also as between MNifisiadependent enterprises.
And it is presumably at least “illustrative” of alsstantial body of OECD member

states’ thinking.

2.71 In the Introduction, reference is made equally tacke 9 in each of the
MTC and the UN Model. The proposition that the ‘arteangth principle is more
favourable to developed economies than to devedopimd transitioning ones is
firmly rejected: “transfer pricing is not as muclboat a tension between
developed and developing countries, as about @tebgtween high and low tax

jurisdictions”. Also, importantly:

“[tthhe arm’s length principle simply states that amsactions between associated

enterprises should not be distorted by the spe@kitionship that exists between the
» 150

parties.

2.72 The proposed legislation itself expressly required the tax effects of
controlled transactions shall be determined “inamner that is consistent with the
arm’s length principle”; and taxable profits “deztl by an enterprise that engages

150 Page 3; my emphasis.
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in one or more commercial or financial transactiaith an associated enterprise
shall be consistent with the arm’s length princiflehe conditions of those

transactions do not differ from the conditions thatuld have applied between
independent enterprises in comparable transactangd out under comparable

circumstances®L

2.73 There is not too much in this which is radical emn but the paper is at
least a positive recapitulation and global promotd the arm’s length principle,

including a legislative formulation of comparabyjliand a purposive focus on the
elimination of transactional distortions attribu&ato control.

Thin Capitalisation Legislation: A Background Paperfor Country Tax
Administrations

2.74 More intriguing is the above-mentioned “initial &rdpilot version for
comments” paper released by OECD in August 20X2erharks that the arm’s
length approach “involves taking a view on the antoaf debt that third party
lenders, acting at arm’s length, would be williogend to the specific company in
question, taking into account the specific attrisuof that company®’. But it
then describes several perspectives on the “separdérprise approach”, noting
that “there is less than full consenstid” Draft legislation is tabled based on
“approach 3", which tests borrowing capacity ofcempany “on the basis that it is
not a member of a wider group of companies, ancfidlenfrom no explicit or
implicit guarantees from group members, but alstherbasis of owning the same

subsidiary companies”. In the Annex, draft clausesproposed:

“Non-arm’s amount of length debt [sic] means thecammt of debt that exceeds the
amount that the borrower would be able to obtainuld obtain] from a lender that is

not associated, and acts at arm’s length.

“The amount of debt that the borrower would be al®@btain [or would obtain] from a

lender that is not associated shall be determinedhe basis that such a lender takes no

151 Section 1(1).

152 Page 9.

153 Page 10.
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account of any guarantees (whether explicit or ioif)l provided by an associated

enterprise, nor of the borrower’'s membership ofeup of associated enterprises.”

2.75 It is interesting that this particular approach wasoured ahead of
“approach 2” (“determining the borrowing capacify{the company] on the basis
that it is a subsidiary of a group of companies émoys an AAA rating”), despite
what was then the fairly recent Canad@aneral Electricjudgment (paragraph
3.16ff below). And it is more interesting stillathonly the following year the
OECD Intangibles workstream produced an exampleptauyp “approach 2”
(paragraph 2.83 below). Maybe the fingerprint$iIMfRC can be detected on the
2012 draft (see paragraph 3.160 below)?

BEPS

2.76 As a reaction to a sustained political and medizrguabout perceived

tax avoidance by MNE groups, and against the backgt of stressed national
budgets in the wake of the global financial crisis,2012 the leaders of the
world’s major economies, represented through tbegof G20 finance ministers,
called upon the OECD to develop an action planddress Base Erosion and

Profit Shifting (“BEPS”) issues in a comprehensarel coordinated manner.

2.77 After an initial report in February 2013 (dramaliiga “[w]hat is at
stake is the integrity of the corporate income Y&’ the OECD BEPS Action
Plan®> was published in July 2013. It has been an esdinarily radical, intense
and rapid programme of international tax reformmpasing 15 “Actions”,
backed by political determination at the highestels from 44 countries
representing the preponderance of global EBPMoreover, the UN established a

154 Addressing Base Erosion and Profit Shiffipgge 8.

155 Action Plan on Base Erosion and Profit Shiftivgzcording to Owens (2015) (page

20) “[tlhe multilateral instrument [contemplated Bgtion 15] will not include any provision
dealing with transfer pricing, which conceptuallyeams that, although soft law, the transfer
pricing guidelines are considered sufficient to liempent the changes needed”. (I imagine the
multilateral instrument may in fact address dispesolution (Action 14).)

156 The 44 countries comprise the 34 OECD members two OECD accession states

(Colombia and Latvia) and the eight members of 20 which are not OECD members
(including the BRICS states). Using figures froMHA (2013), the aggregate of the BEPS
countries’ 2013 GDP figures was US$83,681bn oat giobal total of US$101,934bn, or 82.1%.
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Subcommittee on BEPS for developing countries &rdQECD has developed a

programme of active engagement with such countries.

2.78 Unsurprisingly, transfer pricing is a central foafghe BEPS project: it
is self-evidently capable of producing base erosawd/or profit shifting!
Moreover, “the use of interest (and in particulalated party interest) is perhaps
one of the most simple of the profit-shifting tecjues available in international
tax planning®’. It has emphatically not been the BEPS plan howevabandon
the arm’s length principle; instead, several aspedit transfer pricing were
identified for investigation, notably in Actions & and 10. These have
respectively addressed intangibles, risk and dapaiad “other high-risk

transactions”.

2.79 Yet none of this — aside from the materials on greynergies in the
updated TPG (see paragraph 2.80ff below) - beaecttli on the relevance of
passive association. Action 4 promised to “limise erosion via interest
deductions and other financial payments”, and is \@anounced that “transfer
pricing guidance will ... be developed regarding tr&cing of related party
financial transactions, including financial and fpemance guarante€s®. On 5
October 2015 the OECD released its final repartiting Base Erosion Involving
Interest Deductions and Other Financial Paymernitsis presents a recommended
“best practice” formulaic restriction of interestdlictions by reference to a fixed
ratio rule limiting deductions to a percentage 8i DA (possibly supplemented
by a worldwide group ratio rule). Developing caigg have identified Action 4
as a priority ar€a”. But the review of transfer pricing for relatedry financial

transactions “will be carried out as a separatgeptd®.

157 OECD's discussion draBEPS Action 4: Interest Deductions and Other Firiainc
Payments18 December 2014, page 6.

158 From the text of Action 4 in thiction Plan(note 155 above).

159 OECD, Strategy for Deepening Developing Countnng&gement (2014).
www.oecd.org/ctp/strategy-deepening-developing-tgtengagement/pdf (accessed 5 June
2015).

160 December 2018EPS Action 4liscussion draft, pages 8 and 66. See also 168te 1
below.
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BEPS 2015 Final Reports: “MNE group synergies”

2.80 The OECD’s July 2013 discussion draft on the tranpficing aspects
of intangibles, now significantly modified and filynintegrated into the BEPS
2015 Final Reports, included proposed new mateidal Chapter | TP&!
addressingnter alia location savings, other market features, assemiteiforce
and MNE group synergies. That work was completedhe 5 October 2015
BEPS Final Reports. After some vigorous debateyas concluded that these
phenomena are not to be regarded as intandiblest instead are relevant to
comparability analysis. The material on synergiew delivered represents new
Section D.8 Chapter | TPG, including Examples 5.to

2.81 Among the group synergies mentioned is “increasexdrolwing
capacity™®. It is also noted that while synergies are oftarofirable to the group,
there may be circumstances where synergies havegative effecf’. New
paragraph 1.158 TPG, cross-referring to paragrap®, prescribes that no intra-
group service arises when a MNE group member:

161 In evidence to the Australian Senate’s EconorReferences Committee on 9 April

2015 Pascal Saint-Amans of OECD indicated that @ocesensus on changes to the TPG was
achieved “it will mean that judges in Australiainrthe US or in Europe will interpret the cases
based on these new interpretations, so it willhplémented immediately — it will not need
legislative translation” (transcript available atphy/parlinfo.aph.gov.a@ccessed 5 June 2015)
i.e. advocating a form of “ambulatory” approachhisTis possibly an over-enthusiastic view of a
wide range of national law approaches; comparegpaphs 2.84 and 3.157 below.

162

New paragraph 6.30 TPG. Kane (2014) offers afally reasoned rejection of the
case for recognition of a form of “synergy intarigtb In 2007, group synergies barely merited a
mention in the 2007 IFA General Report Bransfer Pricing and IntangibleBeyond a passing
reference on page 24 to “affiliate structure, neibf intangible property for want of substantial
independent value”.

163 Paragraph 1.157 TPG. The International AlliafarePrincipled Taxation argued at

page 5 of its 30 September 2013 submission to OBGD “if implicit parental support is
relevant to the pricing of financial transactiotfgn it should be taken into account not only in
the interest rate but also in the quantum of ddimraower can support”. Submission signed by
Caroline Silberztein (former head of the OECD’:sifer pricing unit) for the IAPT. Public
comments available at www.oecd.org/tax/transfecipgicomments-intangibles-discussion-
draft.htm (accessed 2 December 2015). Despita¢heguidance, Andrew Hickman, head of
the OECD’s transfer pricing unit, was recently qubas saying “One of the thorny issues is the
different views among delegates about how Artickn8l domestic transfer pricing rules apply to
the quantum of debt in evaluating the pricing o thrrangements”: interview with BNA,
TMTPR news archive, 14 December 2015.

164

Paragraph 1.157 TPG; see paragraph 1.5 abovee ré@terence to “increased

borrowing capacity” is important in assessing themt to which passive association may be
relevant to questions of thin capitalisation. Pesph 3.188 below notes HMRC's current
resistance to this.
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“obtains incidental benefits attributable solely its being part of a larger MNE group.
In this context, the term incidental refers to W#@mearising solely by virtue of group
affiliation and in the absence of deliberate conedractions or transactions leading to
that benefit. ... Consistent with this general viefvbenefits incidental to group
membership, when synergistic benefits or burdengamfp membership arise purely as a
result of membership in an MNE group and withow tieliberate concerted action of
group members or the performance of any servicetloer function by group members,
such synergistic benefits of group membership metdbe separately compensated or

specifically allocated among members of the MNERugro

2.82 A brief discussion of centralised purchasing poisenteresting (for the
comparison it presents), given the emphasis plamedaffirmative steps” or
“deliberate concerted group actidff noting the distinction drawn between such
arrangements and the effects of pungdgsiveassociation. In the latter category
is the case “[w]here a supplier unilaterally offe’ee member of a group a
favourable price in the hope of attracting businesn other group members,
[where] no deliberate concerted group action wcdde occurred” (paragraph
1.160 TPG). Examples 3, 4 and 5 illustrate “debibe concerted group action” in
the purchasing power cont&& Observing that group synergies can include

“streamlined management, elimination of costly dgtlon of effort, integrated

165 “Deliberateness” is criticised by Feinschreiberd aKent (2014) page 37 as “too

uncertain from a proof standpoint”, though | do ek it as especially more challenging in
evidential terms than the plethora of factual issire transfer pricing cases. The focus in
paragraph 1.158 TPG is on thksenceof deliberate concerted action. Incidental besefuld

of course arise because of unilateral (unconcestetit)ns.

166 Compare Example 19 in the US section 482 SerReggilations: paragraph 3.210(v)

below. The Business and Industry Advisory Comraitie OECD expressed concern in its 30
September 2013 comments on the July 2013 papett #epotentially blurred line between
benefits of “scale” and cases of “deliberate coteckaction” e.g. where a parent with substantial
purchasing power merely “allows” a subsidiary teess discount arrangements with a supplier.
Deloitte’s comments of 29 September 2013 propokatl ‘Any action solely resulting from a
unilateral decision of an unrelated supplier wobjddefault be characterised as an incidental
benefit, and therefore should then not deserveseifspcomparability adjustment since it is the
result of an unrelated party’s decision (which ktume is consistent with the arm’s length
principle)’. Deloitte, KPMG and EY also criticisethe presumption that the benefit of
purchasing discounts should be shared between grmmmbers proportionately to purchase
volumes as overly simplistic (but this is maintaine new paragraph 1.162 TPG). See note 163
for public comments website.
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systems, purchasing or borrowing power ... [s]uchuess should be addressed
for transfer pricing purposes as comparability dast°".

2.83 Most tellingly, two examples, illustrated in Figs.and 11l below, and
surely inspired by the Canadi@eneral Electriccase®® (especially Example 2,
which essentially reflects the facts of that caasg,provided in the financing area.
These are highly relevant to this study.

Fig. Il
“Example 1”
AAA P
Independent
lender
€50m loan
T » S
€50m loan

Baa — A

P is the AAA-rated parent of an MNE financial sees group; S is a member of
the group engaged in similar business on a largle st an important market. On
a stand-alone basis, S could support a creditgatinBaa but, because of its
affiliations, large independent lenders will advantinds at interest rates that
would be charged to independent borrowers with aratihg. S borrows €50m
from an independent lender at such an interestaatealso borrows a similar
amount from its sister company T on the same teimosconditions. Example 1
(paragraphs 1.164-166 TPG) asserts that the imtnapginterest rate is arm’s
length because it is the same as for the compataate from the independent

167 New paragraph 6.30 TPG.

168 Paragraph 3.16felow.
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lender; no payment is required for the group syné&enefit because it arises from
group membership alone (consistent with TPG papgral3). The Example
presents a clearcut utilisation of the CUP methaxi] an application of the

“options realistically available” principle, takingto account an analysis of risk.
Fig. Il

“Example 2”169

AAA P Guarantee

Guarantee Bagks

fee

€50m loan

Baa —» A

Here, similarly-placed S borrows €50m from BankB&nk A would be prepared
to lend to S at an A-rated interest rate (becatis®'affiliations). However, P
guarantees the loan so S accesses an AAA-rategshiate. S pays a guarantee
fee to P. Example 2 concludes that this shoulkctethe benefit of raising S’s
credit-standing from A to AAA (not Baa to AAA). Elguarantee is a “deliberate
concerted action”. This is manifestly based ®aneral Electricand is a clear
assertion of the recognition of passive associatiorpricing the intra-group
provision of the guarantéé®

169 According to note 6 to the BEPS 2015 Final RepotExample 2 should not be

viewed as providing comprehensive transfer prigjugdance on guarantee fees in respect of
financial transactions. Further guidance will beblshed on transfer pricing for financial
transactions including identifying the economicalljevant characteristics for determining arm’s
length conditions. This work will be undertakeridl6 and 2017.”

170 One potentially interesting extra twist is thesgible effect on theyuarantor of

passive association from other affiliates: see Rugsoet al (2014). In other words, the credit
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2.84 The adoption of these amendments to Chapter | THIG not
necessarily or automatically create binding trangfecing law at the national
level in all BEPS participant countries. Yet theanges will surely have a
powerful effect in encouraging tax authorities ampayers to embrace the
passive association recognition propositioh.

2.85 Despite the reference in new paragraph 1.157 TPGbdorowing
capacity”, the Examples themselves do not engagécély with the “thin cap”
dimension to my enquiry mentioned at paragraph atf/e. Perhaps this will be
an aspect of the forthcoming “additional considerdt promised by OECD in
note 6 relating to Example 2. My Annex proposadude an additional Example
on this.

standing of a guarantor entity (which will not nezarily be the ultimate parent company of a
group) can be influenced by implicit support frofeesvhere in the group. In their 1 October
2013 comments on the 2013 Intangibles discussiaft, draxand pose an alternative supposedly
problematic scenario in which a second subsidiatly an A-rating, rather than the AAA-rated
parent, provides the guarantee. It is said that tBen no better off than it was by virtue of the
implicit guarantee (which already enhanced S's itigednding to A); but the sister subsidiary
guarantor will nonetheless require payment. Thee"tbeneficiary” is said to be P, being
“relieved of its implicit economic burden”. But thexample fails to recognise that some value
should attach to the guarantee reflecting the skstiing recourse granted to the lender against
another A-rated obligor: if S falls on hard timesdadefaults, its sister guarantor may still be
good for the money. See note 163 for public contmeebsite.

ok The continuing divergence of views on the rectigni of passive association is

apparent from the comments of BDO dated 6 Febr@@db (contained at page 126 of the
comments received by OECD on BEPS Actions 8-10,lighdd 10 February 2015:
http://www.oecd.org/tax/transfer-pricing/public-corants-actions-8-9-10-chapter-1-tp-
guidelines-risk-recharacterisation-special-meashi@s(accessed 30 December 2015)): “We are
concerned that the OECD is recommending the retiogrof ‘implicit support’ provided to one
company by other companies in the group ... This appéo deviate from the arm’s length
principle ... Recognizing any ‘benefit’ from being rpaf a group of companies is a direct
contradiction of the arm’s length principle thattree’ foundation for the OECD Transfer Pricing
Guidelines”.
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United Nations

2.86 By 2001, the UN had concluded that “[ffrom a finehqerspective
transfer pricing is probably the most important issue in the world”2 In the
tax treaty and transfer pricing fields, the UN headitionally represented the
interests of less-developed and developing ecorgrag something of a counter-
weight to the views of the “rich” countries artiatéd by the OECH® Several
emerging world economic powers periodically exprése view that their
concerns are not fully addressed by ongoing intemal tax policy debaté® In
1968 the Ad Hoc Group of Experts on Tax Treatiesvben Developed and
Developing Countries was formed; their work in cdweirse evolved into the UN
Model, formally adopted in 1980 and revised in 2000he Ad Hoc Group was
upgraded in 2005 to become the Committee of Experis International
Cooperation in Tax MattefS. There is a Subcommittee on Article 9, originally
established in 2009 to work on the UN Manual (peapg 2.90 below) and
reconstituted in 2013. Its mandate is to “provittaft revised commentary on
Article 9 and especially with regard to paragrapdf that article [and it] shall, in
particular, take into account the common arm’s flergginciple embodied therein
and in the corresponding Article of the OECD Mo@einvention®’®. A further

revised version of the UN Model Double Taxation Gemtion referred to as the

172 UN (2001) page 2.

173 See e.g. Wittendorff (2010a) page 95 on the msigif the UN Model, including the
League of Nations 1943 Mexico Model and the subsetjd946 London Model, the latter
restricting the source state’s taxing rights, dralformer representing the basis for the eventual
UN Model.

174 See e.g. Owens (2013), citing, illustrativelyMarch 2012 letter from the Indian tax

authority to the UN regarding the UN Committee ofpBrts on International Taxation, at 20
TMTPR 1249, 1284 (2012).

175 At the Financing for Development conference ity 2015, a proposal to replace the

Committee with a fully-fledged global tax agencysh@en debated, though various countries,
including the UK, are not supportive, see &lge Guardiaril5 July 2015.

17 E/C.18/2014/CRP.15, 21 October 2014, available at
http://www.un.org/esa/ffd/tax/tenthsession/indexhfaccessed 26 July 2015).
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2011 Update was issued in 2012, together with ar@emary which is “regarded
as part of*’” the Model. A future update to the Model is expedn 20172

2.87 Article 9(1) of the UN Model is identical in forno tArticle 9(1) of the
OECD MTC. The UN Commentary on Article 9 is subsigly based on the
OECD Commentary on the MTC, including reciting tB&CD position on thin
capitalisation (paragraph 2.11 above). Articleglhnd 12(3) of the UN Model
are also the same as those in the OECD MTC. Yapplying what one might
expect to be a universal principle, several divecgs of view emerge; the UN is
sometimes criticised for promoting approaches wiacd hard to reconcile with
arm’s length treatmeht. Nevertheless, a commitment to Article 9 andah®’s
length principle were reaffirmed in a call for féadk from developing countries
in January 201%°. The Secretariat to the Committee of Experts pced a note
on 15 August 2014 on the Article 9 Commentary update, standing leyaim's
length principle but shifting the emphasis a litti'om the previous
recommendation that countries should follow the OEXPG. The proposal was
that the Commentary would “recognise the valuethef TPG while noting that
they are “not the only source of guidance” and iexpl mentioning the UN
Transfer Pricing Manual as providing “authoritatiessistance in the field of

transfer pricing**?

New paragraph 4 of the draft UN Commentary ndit¢ol be
“highly important for avoiding international doubkaxation of profits that a

common understanding prevails on how the arm’stlemgrinciple should be

ok Introduction to the 2011 version of the Modekgzmaph 20.

178 Economic and Social Council meeting on intermaticcooperation in tax matters, 22

April 2015: E/2015/51 paragraph 19.
179 See e.g. Liguori and Dicker (2014).

180 Letter of 14 January 2014 from Stig Sollund, @ator of the UN Subcommittee on
Article 9.

181 E/C.18/2014/4.

182 The US Council for International Business wrote 24 October 2014 to the UN
(available at: _http://www.un.org/esa/ffd/tax/tergbsion/index.htm accessed 26 July 2015)
objecting to the proposed changes as a “significaave away from the OECD'’s Transfer
Pricing Guidelines”, observing that the “broad dstesicy” proposed by the UN “is not
necessarily consistency at all” and criticising ‘@tempt to retroactively change the status of the
Manual”. At least “broad” has now been droppeé: garagraph 2.88.
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applied, and that the two Model Conventions proadeommon framework for
preventing and resolving transfer pricing dispwtsere they would occur”.

2.88 The 10" session of the Committee in October 2014 decidedefete
paragraph 3 of the UN Commentary on Article. Tresited the view of the
former Group of Experts that “the Contracting Stateill follow the OECD
principles, which are set out in the OECD Trang?eicing Guidelines”. The
deletion of paragraph 3 was “because it could bd es suggesting that countries
are bound to follow the [TPG]”. Nonetheless, theision would confirm that the
TPG contained “valuable guidance relevant for theliaation of the arm’s length

» 183

principle under Article 9 of bilateral tax conveots In referring to the UN

Manual, the Commentary will note the desirabilitf “consistency” with the
TPG®

2.89 In identifying the origins of transfer pricing laws both (i) several
continental European countries which focused orraextlinary shareholder
benefits, and (ii) specific rules introduced in td& and the US, the UN has
observed that:

“both approaches are based on the concept of edquedtment or in the neutrality
principle; shareholders with a controlling intereist a company are placed in the same
position as other shareholders and controlled tasqua are placed on a parity with
uncontrolled taxpayers through application of thems length principle which

neutralizes the advantage of the formé&f.

2.90 On 29 May 2013 the UNPractical Manual on Transfer Pricing for
Developing Countri¢d® was launched. It significantly draws on the TPG: @s

regards comparability analysis. The Article 9 Suhmittee is mandated to

183 Bell (2014b); formally reported: E/2014/45-E/6/2014/6.
18 bid.

185 UN (2001) page 5.

186 Available at  www.un.org/esa/ffd/documents/UN MahTransferPricing.pdf

(accessed 23 July 2015).
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provide its final updated draft Manual for discessiand adoption at the 2
annual session of the Committee of Experts in 2516

2.91 The 11" session of the Committee, held in October 2018 prasented
a draft chapter on intra-group services. It corgaa section on passive
associatioff®. The emphasis (like paragraph 7.13 TPG) is on hmidental
benefits of association within an MNE group do aose from the provision of a
chargeable service, rather than going to the niexa sf analysing the effect of
passive association on pricing controlled transasti Nonetheless, it is noted that
an “associated enterprise may be viewed by [angpeddent supplier as a low
risk customer that is unlikely to default on angde credit”. And “[t]he passive
association of an associated enterprise with itsEMiMoup may improve the
associated enterprise’s credit rating”. Examples @&lso given of “incidental
follow-on benefits” arising to group members othigan the primary beneficiary
of a service. This new material should providérang) foundation for recognising
passive association effects in pricing transactionsountries that adhere to the

UN approach.

2.92 Chapter 10 of the Manual is innovative, containithg individual
country viewpoints on selected transfer pricing teratfrom Brazil, China, India
and South Africa. See paragraph 3.143ff below emam Indian perspectives

relevant to this study.

European Union

2.93 In the direct taxation field, the most strikinglurdnce of European law
has been exerted by the ECJ. In relatively regeats, the Court has ventured

187 E/2015/51 paragraph 19.
188 E/C.18/2015/CRP.12; paragraph 29ff, expectectfinalised in 2016.
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into the thin capitalisation and transfer pricimgraas. The arm’s length principle
has acquired an important status in EU direct aax |1t has been adopted by the
Court as a vyardstick for testing artificialty anabuse, as well as the
proportionality of national measures (see parag@apf3ff). Thus arriving at a
consensus on the relevance of passive associatipncing will have an impact
on these threshold issues. The jurisprudenceeo€Cdurt has not, however, itself
engaged with the passive association topic.

2.94 Despite the formulary apportionment inspired Comn@onsolidated
Corporate Tax Base (“CCCTB”) projéét the EU has in general long been a
supporter of the arm’s length principle, and hasceoned itself with the distortive
or obstructive effects of asymmetric transfer mgcadjustments. According to
the “Ruding Report”:

“[tlhe establishment of the single market will ive ... expansion of cross-border flows
of intermediate products and services within groapBrms ... transfer pricing within the
Community is bound to assume greater importance. this regard, the Committee

supports the arm’s length principle as the basisifetermining transfer prices:®

2.95 The Ruding Committee expressed concern about dimérgountry
practices:

“diversity of treatment within the EC could not gnlead to distortions, but also to

disputes between tax administrations on what isaffyggopriate transfer price to accept

189 Refreshed enthusiasm for which has been appdolioting the Commission’s

Action Plan of 17 June 2015 Fair and Efficient Corporate Tax System in thedpean Union:

5 Key Areas for Actio€OM(2015) 302 final, which contemplates making dBGnandatory; a
public consultation launched on 8 October 2015p:H&uropa.eu/rapid/press-release IP-15-
5796 _en.htm (accessed 10 January 2016); and adzawdtarliament resolution of 16 December
2015 proposing a common corporate tax base as s fitep towards a CCCTB:
http://www.europarl.europa.eu/sides/getDoc.do?péibHEP//NONSGML+TA+P8-TA-2015-
0457+0+DOC+PDF+VO//EN (accessed 11 January 2016).

190

Report of the Committee of Independent Experts ampg@any TaxationChapter 10,
Part 1l (page 205), Policy Recommendations, Mal&®92, Commission of the European
Communities. The Committee saw the arm’s lengihcple as “essentially a fair market value
criterion that requires the hypothetical determoratof prices” (page 40); compare e.g.
Wittendorff (2011).
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for the purposes of reaching a taxable base. Timderlines the need for ... greater

uniformity of transfer pricing practices under them’s length principle.***

2.96 The arm’s length standard is recognised explicitly the 1990
multilateral Arbitration Conventiofl>. Article 4 demands that “the following
principles shall be observed in the applicatiortto§ Convention”, and Article
4(1) reproduces virtuallyerbatimAtrticle 9(1) OECD MTC®® while Article 4(2)
reproduces in essential respects Article 7(2) OBLIEC in its pre-2010 format.
The TPG are not referred to, but “[a]ldoption of AQE@anguage means that
interpretation is facilitated by reference to th&@D Commentary on these
articles, and the various OECD studies on trangfdacing are implicitly
recognised. In furtherance of this, a Code of @etid requires the arm’s length
principle ‘as promulgated by the OECD’ to be apghlidJnder Article 3(2) of the
Convention, undefined terms are to take their nmegnirom the relevant bilateral
tax treaty between the states concerned, whictrm &s far as transfer pricing is
concerned, will take their meaning by referencéticle 9(1) MTC and thus, to
the extent that the MTC Commentary and the TPG igeovnterpretative
guidance, from those instrumentdn principle, the Vienna Convention may also
be brought to bear (paragraph 2.5 above and mistératnoted). The Arbitration
Convention is expressed “to give effect to” Artid20 of the Treaty Establishing
the EEC® (later Article 293 of the EC Treaty) which has nalisappeared
because that provision was not replicated in thEJ.FBut this “is probably of no
consequence for the validity of the Conventionitas an instrument of ordinary
international public law, for which (Member) Statds not need any EU law

1o1 Ibid., page 129.

192 Convention of 23 July 1990 on the Eliminationéuble Taxation in Connection

with the Adjustment of Profits of Associated Entéses (90/436/EEC).

193 There is a further echo of Article 9(1) MTC intites 78 and 79 of the European
Commission’s proposal for a Council Directive o€ammon Consolidated Corporate Tax Base
(CCCTB) (COM(2011) 121/4) which, although generalbased upon the formulary
apportionment model, must engage with conventianal's length pricing for non-consolidated
group members.

194 See paragraph 2.109 below.

195 “Member States shall, so far as is necessargr eénto negotiations with each other

with a view to securing for the benefit of theirtioaals ... the abolition of double taxation
within the Community.”
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basis. ... [T]he Arbitration Convention is not an H&alw instrument, but an
ordinary, though multilateral, international publiov instrument™®®. The ECJ is
not competent to interpret the Conventitnthe Convention does not have direct
effect, there is no deadline for implementationg an State could unilaterally

withdraw*%8

2.97 The Arbitration Convention could clearly play aedh a case where
two Member States disagree over the recognitiopasisive association e.g. in
relation to a parent company’s loan to a subsididfyhe parent’s country refused
to recognise such effects, but the subsidiary’saiathority insisted that passive
association should be taken into account to lowbatwwould have been an
interest rate based on stand-alone creditworthjritessparent jurisdiction would
be taxing more interest income than the subsidiapntry permits the borrower to
deduct - a classic form of economic double taxation

2.98 Article 4(2) of the Interest and Royalties Direefi? contains a “special
relationship” rule essentially modelled on Articl&&(6)/12(4) OECD MTE&".
Thus the arm’s length principle is applied in thene way to payments potentially
within the Directive; so notions of passive assb@mshould equally be brought
to bear in that context.

ECJ case law

2.99 The case law of the ECJ has engaged with transi@ng and also on
multiple occasions specifically with thin capitali®on. The arm’s length principle
has become an important component in the Countisprudence on these topics.

It has not however touched expressly upon the yassisociation concept.

196 Terra and Wattel (2012) pages 367-368.

197 Though query whether the Court might accept gliction to ensure the Convention’s

uniform application.
108 Terra and Wattelbid, note 196 above.

199 2003/49/EC.

200 Implemented, for example, by the UK in sectior Tiicome Tax (Trading and Other

Income) Act 2005.
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2.100 In the direct tax field, the ECJ’s principal task io assess the
compatibility of domestic law rules with the fundamial freedoms of the

TFEU™ 1t is plain that cross-border thin capitalisatand transfer pricing rules
have the potential to operate as a restriétfoon the fundamental EU freedom of
establishment (Article 49 TFEU, companies or firessablished in the EU being
assimilated to individual nationals by Article 54), conceivably the freedom to
provide (lending) services (Article 56) or the fremvement of capital (Article

63Y°%  Alternatively, transfer pricing/thin capitaliga rules could present

discrimination on grounds of nationality.

2.101  Where national transfer pricing rules operate tiihout regard to the
location of the transaction parties, no unlawfistrietion or discrimination will be
present. But such cases demand a forensic anadysistermine whether in fact
unjustifiable procedural or evidential disadvantagee still imposed upon cross-
border situations, possibly resulting in indirectcovert discrimination or at least
a restrictioA” (see paragraph 3.173ff regarding the UK positioffie freedom of

establishment principle requires that foreign nedle and companies are treated

201 But not generally to police the prevention of dieutaxation: see e.g. Case C-298/05

Columbus Container Services BBVA v Finanzamt Rieléfinenstadt,paragraph 46; Case
513/04Kerckhaert & Moores v Belgiunparagraph 20; Case C-128/0&mseaux v Belgium
paragraphs 30, 33.

202 “[N]Jational measures that apply indiscriminatety all persons but which in fact

hinder intra-Union trade”; HJl Panayi (2013) page.1

203 Where national legislation is premised on a antlationship, and thus the ability to

influence financing decisions, it is primarily fomm of establishment that is affected; thus
restrictive effects on freedom to provide serviaas free movement of capital “must be seen as
an unavoidable consequence of any restriction @edfsm of establishment and do not justify an
independent examination” of the legislation undédicles 56 or 63: see e.g. Case C-5247@4t
Claimants in the Thin Cap Group Litigation v InlaR&venue Commissionepgragraphs 33-34.
In Case C-282/12elcar, free movement of capital was engaged because dftagbese thin
capitalisation rules under review encompassedt&@tgbeyond shareholding relationships. In
Case C-492/04asertecthe German national rules only applied to caseésgefinite influence”
and thus freedom of establishment was the reldvaatlom, to the exclusion of free movement
of capital. Compare Case C-452f@dlium Finanz,nvolving consumer loans from Switzerland
to German borrowers: freedom to provide services pradominant so free movement of capital
displaced; Case C-433/@bmmission v Belgiumvhere withholding on payments to contractors
restricted freedom to provide services. See eJj.Rdnayi (2007), and (2013) page 148ff, on
identifying the relevant freedom.

204 See e.g. Tryfonidou (2014) on the separate nstiofy and relationship between,

“discrimination” and “restriction”: “discriminatin’ can include discriminatory measures which
do not lead to restrictions that are contrary tftee movement provisions, and ‘restriction’ can
cover national measures that are not discrimina{gage 386).
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in the host Member State in the same way as nasimfahat Member State; it
also prohibits a Member State “of origin” from herehg (restricting) the
establishment in another Member State of one ofnétonals or a locally
incorporated compaRy. Restrictions on such freedoms can, however, be
justified if the national rules are aimed at whdltificial arrangements designed
to circumvent national tax rules, or by reference securing the balanced
allocation of taxing rights combined with the pretien of tax avoidance; but

those rules must @roportionateto securing such objectives.

2.102 The leading modern ECJ authority on transfer pgicis the Court’s
decision inSociété de Gestion Industrielle SA v Belgflimthe ‘SGI” case. The
case concerned the legality, in light of the exs&ciof the freedom of
establishment, of Belgian tax code provisions whsenved a transfer pricing
functiorf®’ — expressed in terms of adjustment to a Belgianpamy’s income
where it had granted an “unusual or gratuitous athge” to a person outside
Belgium. The Belgian company, SGI, had made asrast-free loan available to
its French subsidiary and had paid allegedly exeesdirector's fees to a
significant Luxembourg shareholder. Advocate-Gelnokott’s opinion notetf®
that transfer pricing rules and treaty rules likegiddle 9 MTC can be tested for
legality under [what is now] Article 49 TFEU. Tlelgian rules, which only

applied in a cross-border setting, were readilyntbby the ECJ to constitute

205 See e.g. Case C-196/Gadbury Schweppeparagraph 42 and cases cited there.

206 Case C-311/08, representing a development oédniger jurisprudence of the Court

including Case C-347/0Marks & Spencer Case C-324/0Qankhorst-Hohorst(where the
German thin capitalisation rules were held unlawlespite a saving for cases where the taxpayer
could have obtained the loan capital from a thmdyunder similar conditions; the German and
UK Governments argued that the relevant domesticas an expression of Article 9 OECD
MTC, but — other than to reject this as a basigter‘coherence” justification - the ECJ did not
react in any detail to that argument: see e.g. &weder (2003)); th&hin Capdecision, note
203 above (where the ECJ at paragraphs 36-63 risembthat application of the arm’s length
principle can be justified by overriding public teégments, and “accepted the arm’s length test
as an objective and verifiable test of absencertdfce, the failing of which may give rise to a
presumption that the loan arrangement is artificietrra and Wattel (2012) page 383); and Case
C-231/050y AA Thin Capwas recapitulated in Case C-105/0¥mmers & Van Cleeffind in
Case C-282/1Relcar.

207 Article 26Code des Imp6ts sur les Revet@92.

208 Paragraph 52.
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restrictionson both inward and outbound investnféht Nonetheless, the Court,
noting the basis fojustificatior?*° of a national measure where it specifically
targets “wholly artificial arrangements designed trcumvent [nationall
legislation”, considered that the objective of metng tax avoidance taken
together with preserving the “balanced allocatiofthe power to tax, could be a
justification for a restriction on the freedom aft&blishment. The Belgian
legislation in question was suitable to prevent tifiaral arrangements
[facilitating] income transfers ... within companidmving a relationship of

interdependence®!

2.103 To beproportionate(and thus satisfy the Court that the legislation i
guestion did not go beyond what was necessaryhm@\ae justifiable objectives),
the tax measure in question had to be confinedhat was necessary to establish
a result that companies would have agreed if actingler fully competitive

conditions®'?

— apparently synonymous with, or approximating “@&t, arm’s
length®*3, Thus if arm’s length pricing is applied by apayer, there is no room
for the national legislation to impose an adjusthigcause the national measure
must not go beyond the part of the price which eslsewhat would have been
agreed absent interdependetite The ECJ in effect accepted the arm’s length

principle as a relevant indicator of whether “wlddirtificial arrangements” were

209 gGljudgment, paragraphs 44-55.

210 In Case 55/945ebhard at paragraph 37, the ECJ summarised four conditfor

justification of restrictive national measures, @thimust: (1) be applied in a non-discriminatory
manner; (2) be justified by imperative requirementshe general interest; (3) be suitable for
securing the attainment of the objective which thaysue; (4) not go beyond what is necessary
in order to attain it.

21 Paragraphs 65-69. Madbury Schweppdsiote 205 above) the UK CFC legislation
was “suitable to achieve the objective for whickvéts adopted” (paragraph 59). ltelcar, note
206 above, the Portuguese thin capitalisation nubre “capable of preventing practices the sole
purpose of which is to avoid tax that would normalke payable on profits generated by activities
undertaken in the national territory. It followlsat such rules are an appropriate means of
attaining the objective of combatting tax evasiod avoidance” (paragraph 35). Similarly, an
unregulated ability to transfer tax losses acrassldrs could be liable “to jeopardise a balanced
allocation between Member States of the power tpose taxes”: Case C-446/08arks &
Spencerparagraph 46.

212 SGljudgment paragraph 71.

213 The ECJ's ruling inThin Cap permitted interest disallowance “only so far dse[t

interest] exceeds what would have been agreed afpamm’s length”.

214 SGI paragraph 72.

Page 80
LON27983956/13



targeted (satisfying the arm’s length principle matgelf demonstrate
commerciality and thus displace the notion of “Whattificial arrangement$™),
and as a limiting agent upon the extent of transfizing adjustments®. “Clearly
the judgment confirms that such cross-border teangficing provisions may be
justified, even if they operate only cross-borded aven if they have a restrictive
effect, provided that they secure the balancecdcaion of tax jurisdiction and
they are necessary for combating tax avoidaftie.”

2.104 In my view it follows (given the conclusion | reach this thesis
regarding the recognition of passive associationpag of the arm’s length
principle) that if the tax law of EU country X rests a borrower’s interest
deduction by refusing to accept that passive asSoni effects may support a
relatively high level of debt (i.e. refusing to &agassive association into account
in determining acceptable capitalisation), thems friesents @otential claim for
TFEU infringement where some difference of treatimtween cross-border and
domestic cases is appareft Conversely, if an EU taxing jurisdiction attemipo
impute an excessive interest rate to a lender Wgreece to an assumed
borrower’s (lower) credit rating on the basis o$rdgarding passive association
(contrary, | say, to the arm’s length principlehen equally its laws might
contravene the TFEU. In short, national thin casiition and transfer pricing

215 Thin capitalisation and transfer pricing legislatwill not generally “have the specific

purpose of preventing wholly artificial arrangermeent but [will apply] generally”Lankhorst-
Hohorst paragraph 375Gl at paragraph 66 reflects this.

216 This is all consistent with the thin capitalisatijudgment inLammers & Van Cleeff

note 206 above, which (citinghin Cap paragraph 80) noted that anti-abuse legislatiay be
justified where it renders interest non-deductildely if, and so far as, it exceeds what those
companies would have agreed upon on an arm’s ldragtis”, and that terms not corresponding
to those which would have been agreed upon at akemgth constitute an objective and
verifiable element in identifying a purely artifidiarrangement” (paragraph 29). Thin Capthe
Court acknowledged that companies can structuiie ¢hpital as they wish, but “this possibility
reaches its limit when the company’s choice amotmébuse of law” (paragraph 69).

27 Baker (2010). Note also that lack of legal dattain national tax provisions may

make them disproportionate: see Case C-318/10, paragraphs 57-59, cited in Case 282/12
Itelcar, paragraph 44, where reliance on governmental -sxatatory practice left the Portuguese
thin capitalisation rules disproportionate for latkegal certainty.

218 An ECOFIN resolution of 8 June 2010 noted thain‘tbapitalisation rules which
observe the arm’s length principle are capablere¥gnting tax avoidance, or maintaining the
balanced allocation of taxing powers, or both™;
www.register.consilium.europa.eu/doc/srv?I=EN&f=81597 2010 INIT (accessed 17
December 2015).
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laws which require passive association effects goleft out of accouAt® fail
adequately to permit taxpayers to rely upon thesatemgth standard in justifying
a level of interest expense, so may go beyond whattoportionate, and are thus

potentially (subject to the cross-border dimensiamiawful in the EU context.

2.105 A possible additional ingredient of proportionality that, under the
relevant national legislation, taxpayers must be&eigi an opportunity to
demonstrate the commerciality of their arrangemedie can argue from the ECJ
case law that, even where a taxpayer’'s arrangenialhtshort of arm’'s length
pricing, the national law must, to be proportiongkrmit the taxpayer to
demonstrate a commercial justification for the mgemert?®. Lankhorst-Hohorst
is an example: the Dutch parent’s loan to its Germiabsidiary was a “rescue
attempt ... with the sole objective of minimising tigpenses of [the subsidiary]
and achieving significant savings in regard to bimtérest charge$®".

2.106  For the ECJ, the arm’s length principle is perhapstherefore the be-

all-and-end-all. The blending of the principlearthe justification recognised by
the Court of the anti-abuse notion (which is to soextent dependent on the
taxpayer’s subjective motives) may translate intpeamission to taxpayers to
challenge justification by reference to their gemeucommercial reasons for — or

219 Such as the UK’s sections 152(5) and 153(5) TIO#hagraph 3.160 below.

220 See e.gSG|, paragraph 71. Section 13 Taxation of Charge@hblies Act 1992 was

found to fail to allow the taxpayer to demonstithie economic reality of a shareholding: Case C-
112/14 Commission v UKparagraph 28. Henderson J at paragraph 60 oHite Court
decision inThin Capdescribes how the abuse concept in Htadifax case (Case C-255/02)
inspires the discussion: the arm’s length principla “valid starting point”. In Case C-103/09
Weald Leasingthe terms of the leasing transactions would bequdarly likely to be contrary to
the Sixth Directive if the rent was “unusually lowr did not reflect any economic reality”
(paragraph 39) i.e. “not at arm’s length ... [theeids important as the Court openly embraced
the arm’s length principle as a means of delingaglements that could go towards establishing
the abusive nature of a transaction”: HJI Pana3i8} page 336.

221 Lankhorst-Hohorstparagraphs 14-15. Yet the majority in the UK GafrAppeal

decision inThin Capthought that adherence to the arm’s length prieciphs the only relevant
test. O’Shea (2012-13) criticises HMRC’s 2011 cdiaion document on CFC reform which, in
Annex |, assumes that “wholly artificial arrangen®&requate with that beyond what would have
been agreed between parties at arm’s length. €'8hdorses the approaches of Henderson J in
the High Court inThin Cap GLQat paragraph 70 (arm'’s length test not a compftexy” for
determining whether there was abusive tax avoideente of Arden LJ dissenting in the Court of
Appeal (even where transaction not on arm’s lenigthms, taxpayer must be given the
opportunity to demonstrate commerciality: paragraP8): see paragraph 3.172 below.
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the “commercial rationality” of - a transactféh However, in the context of an
MNE firm, “commercial rationality’ of related-payttransactions — as pronounced
by the ECJ in the afore-mentioned judgments - isneazessarily related to the
arm’s length pattern. To the contrary, commercadionality of transfer prices

within firms has to follow the rationality of the&r itself, i.e. the specific reasons
why the founders of the firm have put togethereadrichical and integrated entity
£

in order to beat the operations of competitorshan dpen marke As regards

the Court’s approach to the arm’s length principleas been said that —

“[o]lne of the most striking features of Lankhorstthat the ECJ took into account the
relevant commercial reasons behind the loan grambethe German subsidiary, even if,
from an arm’s length point of view, a third partfpr(example, a bank) would not have
granted the same loan to the German company. Tdmslasion, in itself, amounted to a
significant departure from the OECD'’s transfer pnig logic ... [I]f what the ECJ means
by ‘commercial justification’ is that the subjedibusiness reasons of the taxpayer (or its
group) should be taken into account in the evabraif transfer pricing policies, this
would mean a significant departure from the OECihgples as established in the 1995
OECD TP Guidelines (or the 2009/10 OECD Draft THdglines).”***

2.107  But | doubt that the ECJ should be accused of addare from logic”.
The arm’s length principle, as informed by the OECBpproach to transfer
pricing, seems now clearly to be a reference gomhon-discriminatory and non-

restrictive national measures. Schon (2015) seeE@J viewing the OECD MTC

222 See e.g. Boone et al (2010) page 187. CompatePhidayi (2013) page 356
expressing some uncertainty. Argual®¢l does blur the analysis. Although at paragraphs 71
72 the Court enumerates (“first”) the taxpayer'pajpunity to demonstrate “any” commercial
justification, and (“second”) the requirement thia¢ legislation should only counteract excess
expenditure beyond arm'’s length conditions, it @scepted the proportionality of the legislation
based on the Belgian Government's position (papdg?a) that the taxpayer had the opportunity
to establish that no unusual or gratuitous advanteas involved (which somehow blends the
two points together). Jiménez (2010) suggestse(@aq) that “inSG|, the ECJ failed to make it
clear whether the ‘commercial justification’ thexqpayer can provide as a defence for the prices
used in transactions with associated entities it gfathe arm’s length analysis (as one of the
comparability factors) or is more a justificatiohtbe kind considered ihankhorst(a non-tax
reason for the transaction)”.

223 Schén (2011) page 35.
224 Jiménez (2010) page 276.
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“as a sort of ‘gold standard’ for international talocation®®. “Commercial

justification” has emerged as a potential taxpayefience i.e. an escape-clause
which must be available under national laws forrgdevant rule to be sustainably
proportionate. Although commerciality may of causverlap conceptually with
arm’s length pricing to some extent, the concepés reot perfectly coincident.
Instead, “commerciality” is at most an overlay whghould be seen primarily as a
limb of the Court’s formulation of proportionalityather than as an attempt to

redefine the arm’s length standard.

2.108 Whether or not the jurisprudence of the ECJ “hasvedotransfer
pricing control within the European Union into armer where the arm’s length
standard will gradually be eroded and has to bmedfor replaced by another

model?2°

, the recognition of passive association as a coepoof the application
of the arm’s length principle of itself in no wagrmerates any friction with EU law
principles. Such recognition is, | contend, mer@ge component in the
computation of an arm’s length price. It will thaperate in an even-handed way
as between the respective taxing jurisdictions eored with a cross-border
transaction. Possibly the proposition favours tdsetake in countries in which
borrowers rather than lenders are preponderanthyated (see paragraph 1.27,
though compare paragraph 5.13), but, as betweeaa EBgtems, the point of
principle cuts both ways, fairly and without disaimation. It should therefore be
seen as a refining element of objective transagiraeing which can be common
to all national transfer pricing systems based ughenArticle 9(1) OECD MTC
format. From there, one can readily conclude thodtilure to recognise the
pricing effects of passive association, at leaser@hany difference between
national and cross-border cases is present, maly adeprive an EU government
of the ability to justify national transfer pricingiles which could otherwise
operate as a restriction on EU fundamental freedoms

2 Page 275, and cases cited at note 43. Meus§d0)(at page 249 says “[t]I&GI
case ... demonstrates that the ECJ accepts thatrit'& langth principle is indeed a principle of
EU law that gives Member States the tools to setheg tax bases in cross-border transaction
[sic] between related companies”.

226 Schén (2011page 8.
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EU Joint Transfer Pricing Forum

2.109 The EU Joint Transfer Pricing Forum (JTPF) was te@an 2002 with
terms of reference focusing on practical probleatkar than fundamental matters
of principle. However, the brief as originally c@mned extended to considering
“the scope for improving and rendering more unifortransfer pricing
methodologies within the OECD guidelinés” The Commission has observed
that variations in the interpretation and applmatof the arm’s length principle
between countries, and between businesses andtaristrations, “can result in
uncertainty, increased costs and potential dowation or double non-taxation.
These aspects impact negatively on the smooth iimcg of the Internal
Market??®, A recommendation of the JTPF led to the Europ@auncil adopting
a Code of Conduct for the effective implementatioh the Arbitration
Conventio”, which noted that “profit adjustments arising frofimancial
relations, including a loan and its terms, and Base the arm’s length principle
are to be considered within the scope of the Aatidn Conventior?*®, and “the
arm’s length principle shall be applied, as adveddty the OECD, without regard
to the immediate tax consequences for any partidember State®!. Still in
2014 “the approach adopted by EU Member Statesti@ctly evaluate the price
of [associated enterprises’ cross-border] transastis that of the arm’s length

"232 The most recent report on the JTPF's work progne>* focuses

principle
on the use of comparables in the EU, profit splthnds, economic valuation
methods and effective transfer pricing adminisbrati Relevantly for this study,

one important point identified by the JTPF's wokk the continued lack of

221 Commission Communication COM(2001) 582, 23 Oat@f®1.
228 H
Ibid.

229 First adopted in 2004, then revised in 2009: 20@22/01.

230 Paragraph 1.2.

21 Paragraph 6.1(b).

232 Communication from the Commission to the EuropBarliament, the Council and

the European Economic and Social Committee on thek wf the EU Joint Transfer Pricing
Forum in the period July 2012 to January 2014 CAQNi@ 315 final, page 2.

233 JTPF Program of Work 2015-2019 (“Tools for thdeRU), meeting of 25 June 2015
JTPF/005/Final/2015/EN. The OECD’s BEPS work araficial transactions will be “monitored
and evaluated” to determine whether further workhis should be done by the JTPF (page 8).
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uniformity concerning Member States’ application tbe Convention to thin
capitalisation casé¥'

2.110 There has not to date been any deeper JTPF inagstiginto the
meaning of the arm’s length principle. In any dyefittendorff (2010a) notes
that such an initiative may be problematic: “[flirthe value, as a source of law, of
the JTPF's interpretation of the arm’s length pipte must be considered modest
in relation to the Member States’ tax treaties andmost cases, in relation to
transfer pricing provisions in domestic law. Seom would not be appropriate
to develop a consensus on arm’s length rules irEthevhich departed from the
OECD Guidelines?*® However, at the 42 JTPF meeting in Brussels on 12
March 2015, a proposed topic for the future workgoamme was “financial

transactions®®®.

Other EU work

2.111 The Commission’s 2007 Communicati®he application of anti-abuse
measures in the area of direct taxation — withie 88U and in relation to third

countrie$®’ summarised various propositions to be drawn frd®J Ease law. In

relation to financing arrangements, emphasis id lgon whether terms and
conditions “deviate from those that would have besmeed upon between
independent persorf$® in testing whether a purely artificial arrangemeést

present. As an aspect of proportionality:

“adjustment to the taxable income as a result @& #pplication of the anti-abuse rules

should be limited to the extent that is attribugald the purely artificial arrangement.

234 The JTPF identified certain Member States exaolgdthin capitalisation from

Convention resolution on the basis that such riggsesented general anti-avoidance concepts
(discussion paper JTPF/002/2013/EN section B.1)renently noted “application of the AC to
issues of thin capitalisation” as a “possible iskreconsideration” Final Report on Improving
the Functioning of the Arbitration Conventidit PF/002/Final/2015/EN), and as an “open item”
(“Tools for the Rules” report, page 11, note above)

235 Page 283.
236 Doc: JTPF/004/2015/EN.
237 COM(2007) 785 finall.

238 Page 4, citing th&€hin Capcase.
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With regard to intra-group transactions, this meaadherence to the arm’s length

principle” 239

2.112  Thin Capitalization Rules and Multinational Firm @igal Structure
(2014¥%° is a report examining the impact of thin capittiisn rules limiting the
deductibility of interest on the capital structures foreign affiliates of US
multinationals. It does not address passive agBoni effects, but does
interestingly distinguish between tax codes whigplga an “automatic”, or
formulaic, approach and those which operate oniscretionary” basis, said to
mean a system based on comparisons with corpo@édtedness in arm’s length
situations. The “automatic” approach does noteasily with the restriction in
Article 9(1) MTC (where applied by a tax treaty)ompgovernments tempted to
tax a greater amount of profits than those whichuldiaarise according to the

arm’s length standard (paragraph 2.7 above).

2.113 A newsworthy modern EU intervention into the tramgbricing world
has been the invocation of concepts of unlawfukessad, particularly with regard
to the rulings practices of certain national taxhauties. 2014 saw decisions
from the Commission to initiate the procedure inide 108(2) TFEU as regards
the treatment by Ireland of Apple, Luxembotifepf Fiat and The Netherlands of
Starbucks and Amazdt. Decisions finding selective tax advantages have

239

Page 5.
240 Commission Taxation Working Paper N.42—2014.
241 See also the “LuxLeaks” company rulings revelatio
http://www.icij.org/project/luxembourg-leaks, whichay provide the Commission with further
ammunition.

242 C(2014) 3606 final (Apple); C(2014) 3626 finaltd@ucks); C(2014) 3627 final
(FFT) (all of 11 June 2014); C(2014) 7156 final (@&mon) (7 October 2014). The Commission
brings to bear the concept of a “prudent independgerator acting under normal market
conditions”, stating that “market conditions canadpaved at through transfer pricing established
at arm’s length” (e.g. Starbucks, paragraphs (76)}( The precise relationship between the
prudent independent operator concept (which appeatsave roots in the “market economy
investor principle”: see e.g. Slocock (2002)) ahd arm’s length principle remains unclear.
Somewhat earlier Commission forays into transfesiny are listed in Micheau (2014) page 198
and footnotes, including tHeorum 187decision (Case C-217/03), where it was found ‘et
transfer prices do not resemble those which woeldharged in conditions of free competition”
(paragraph 96).
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been made in the Fiat and Starbucks ¢4%esAn investigation regarding
McDonald’s was announced on 3 December 38f15\one of these cases touches

on the passive association topic however.

2.114  But the issue has arisen in the Commission’s imyasbn into the

Belgian “excess profit” rulings system. This alledvBelgian members of MNE
groups to reduce their taxable profits by amoutisbatable to the synergetic
advantages of being a member of the group. Thendssion has said that
“laJccording to the Belgian authorities, this tasopisiorf*> only implements the

OECD ‘arm’s length’ principle. However, at thisage the Commission doubts
that this interpretation of the OECD principle ialig”?®.
paragraphs 1.10, 7.12, 9.57 and 9.58 TPG to arbat “the attribution of

synergies to individual group entities, which amdyorealised because a group

Belgium referred to

entity is part of a larger group, is a very difficexercise. Therefore, when
analysing the tax situation of a ‘tested party,|gdem adopted a stand-alone
approach, leaving out the profits from synergiee@snomies of scale which are
only realized not because of the activity itselt lnecause the tested party is
integrated in a larger grouf¥”. The Commission for its part asserted that
“Belgium does not apply the arm’s length principl®perly by excluding from
the tax base profits resulting from synergies aodnemies of scalé®”®. The
Commission appeared, therefore, to be promoting ribigon that a company
benefiting from group synergies should retain shehefits in an application of
the arm’s length principle.

243 Decisions of 21 October 2015 available at wwwopareu/rapid/press-release 1P-15-

5880 _en.htm (accessed 8 November 2105).
244

2015).
245

www.europa.eu/rapid/press-release |P-15-6221tran.Haccessed 17 December

Article 18582,bCode des Imp6ts sur les Reved®@92, which authorises a form of
unilateral downward adjustment.

246 Commission press release 3 February 2015 avaikbhttp://europa.eu/rapid/press-

release 1P-15-4080_en.htm (accessed 12 June 20#5)etier of the same date C(2015)563
(final).
247

Letter of 3 February 2015, paragraph (36).

248 Ibid., paragraph (71).
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2.115 Translating the Commission’s stance into the pasassociation/debt
financing context, a Belgian subsidiary which tharket would expect to be the
beneficiary of parental support should enjoy a cemsarately reduced financing
cost (the 7% rate in Fig. |, paragraph 1.14 aboWeill be interesting to see how
far the Commission presses this argument. Theiude is presumably coloured
to some extent by the way that “the deductions tgcathrough the excess profit
ruling system usually amount to more than 50% efplofits covered by the tax
ruling and can sometimes reach 90%”. On 11 Jandafys the Commission
announced its decision that the Belgian schemegaillg granted selective tax
advantages to at least 35 MNEs. The press réfasdserves that the scheme
departed from “the ‘arm’s length principle’ undelt)Estate aid rules” because
excess profits generated by group synergies shbaldshared according to
economic reality, not “discounted unilaterally frothe tax base of a single
company”. This suggests that the Commission stdmdshe arm’s length
principle in general, and in doing so maintaing grafits attributable to a Belgian
enterprise’s share of group synergies should indeethin within the Belgian tax
net. This appears supportive of the propositi@t gassive association should be
taken into account in pricing transactions, i.eatthwhere passive association
benefits are present, the consequent economicteffecthe profile of the
beneficiary company should be respected as pahedfctual matrix. At the date

of writing the formal decision is unavailable.
Conclusions

2.116 The OECD’s BEPS 2015 Final Reports, including matesn group

synergies added to Chapter | TPG, have clearlgwdatied the appropriateness of
recognising passive association in pricing a cdiegiaransaction. Th&eneral

Electric Capital Canadacase is obviously the inspiration. Other moreglon
standing pillars of the arm’s length principle ({@erity, the counteraction of price
distortions caused by the exercise of control,arndtirealistically available) on a
careful analysis all militate in favour of the rgoition of passive association.

249

At: http://europa.eu/rapid/press-release |IP-16eAzhtm (accessed 11 January 2016);
decision under case number SA.37667 to follow.

Page 89
LON27983956/13



One might reasonably be quite surprised therefdréh@ extent of ongoing
controversy surrounding the topi¢ and the divergence of national opinions.

250 E.g. HMRC's persistent position that implicit gapt cannot affect borrowing

capacity.
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3. ANALYSIS OF RELEVANT LEGISLATION, CASELAW AND TAX

AUTHORITY PRACTICES FROM SELECTED COUNTRIES

“The question asked by the ‘arm’s-length’ method/ieether, if you had a brother, he

would like cheese?*
Introduction

3.1 This chapter reviews in detail the legislation,ecésv and tax authority
practices that bear on the effects of passive &gmt in transfer pricing in six
common law countries (Australia, Canada, India, NBealand, the United
Kingdom and the United Stafé9. While some introductory exploration of the
basic workings of the respective countries’ trangfacing rules is necessary, it is
beyond my scope to provide comprehensive narrativehe workings of national
codes.

3.2 The object is to learn from a comparative study. the extent that
transfer pricing laws are founded on tax treatespecially where the format of
Article 9(1) MTC, or its analogues, is adopted, andany event where laws
require the application of the arm’s length pritejpone is dealing with the

interpretation of a form of “uniform” law.

“Such laws result from international conventionspvgrnmental cooperation, or
supranational or international legislation, and sethe underlying aim is to unify law,
their construction and development must be geasddis goal. This means that when a
national judge is faced with a uniform law, he muast simply deploy his trusty old
national rules of construction but modify them s ta arrive at an internationally
acceptable result which promotes legal uniformiltigis often calls for a comparative law
interpretation: the judge must look to the foreighes which formed the basis of the

provision to be applied, he must take account of bourts and writers abroad interpret

1 Rosenbloom (2004) page 28, alluding to the Ufése examples” in Regs. §1-482-
4(f)(3)(iv) 68 FR 53447, examples (2), (3) and @)or to rewriting of the regulations governing
services, now at Regs. §1.482-9. See paragrafth arl note 705.

22 In the case of Canada and the US, analysis iineshto federal income taxes, not

state or provincial taxes.
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it, and he must make good any gaps in it with garlegal principles of law which he has

adduced from the relevant national legal systefi$.”

3.3 The discussion below begins with Canada becausgheofsingularly
developed state of case law there bearing on paassociation. The Tax Court’s
2009 decision inGeneral Electric Capital Canaddparagraph 3.16ff below)
served as catalyst for the international debatehe Dther common law
jurisdictions are then considered alphabetiéally All the selected countries are
OECD members, other than India, which provides reshtin being a leading, but
developing, world economy which resists unqueshgrind wholesale acceptance
of OECD norms; instead it has traditionally prederrthe international tax
constructs promoted by the UN — which tend somewhdavour “source”-based
taxation. India is nonetheless an “observer” aCDEregarded as a “key partner”

and is an active participant in the BEPS project.

3.4 It is apparent from this comparative research {f)athere is a high

degree of consistency between the selected cosinage regards statutory
implementation of the arm’s length principle in geal; (i) Canada and Australia
aside, the courts have yet to engage with the tH#skecognising passive
association as a factor in the proper pricing oftialed transactions; (iii) none of
the countries considered explicitly rejects theorgution of passive association;
and (iv) in most, regulation or tax authority pieetsupport recognition to a

greater or lesser extent.

3.5 Fig. IV illustrates in a very high level manner tiegree of recognition,
in national tax systems, of passive associatidhentransfer pricing context. The

23 Zweigert and Kotz (1998) page 21. Avery Jones34]Page 101) observes that
foreign case law can rank as a supplementary mefimgerpretation under Article 32 of the
Vienna Convention.

24 Also, Zweigert and Koétz, page 19: “Courts in Engl, Australia, Canada, and other

commonwealth countries have long made reciprodaterce to each other’'s decisions and are
now invoking continental law to a remarkable dedrbtoreover, “decisions of foreign courts on
the interpretation of a convention or treaty tegpehd for their authority on the reputation and
status of the court in question”; Lord DiplockJames Buchanan & Co Ltd v Babco Forwarding
& Shipping (UK) Ltd[1987] AC 141, 295, cited i€IR v Commerzbank A{32990] STC 285.
See also th& (A.P.) v Immigration Officecase, note 58bove In the transfer pricing context
see e.g. the Canadian Federal Court of Appealidacis GlaxoSmithKline Inc v The Queen
2010 FCA 201 paragraph [80] referring to the AdgtraRochecase (paragraphs 3.30, 3.73
below respectively) .
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indicators are numbered (1 to 7) and colour-codedepresent the state of
development of tax systems to accommodate passseci@tion in this way: 1 =
least degree of recognition, including rejectiorpatsive association as a pricing
factor; 4 = little or no developed law or practeofficial ambivalence; 7 = full
recognition.  This scoring is inherently impresssbio, but attempts a fair
evaluation based upon the selective country suivekiis chapter and, for other
countries, summary narratives contained in BNA Biberg’s Transfer Pricing
Forum on the topic of implicit support, and PwQO\avigating the Complexity
survey(2013¥°°.

Fig. IV
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25 As regards divergent country approaches to thipitalisation see e.g. Lund,

Korsgaard and Albertsen (2008), the IFA 2@hiers vol. 93b and Zielke (2010).
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3.6 The Transfer Pricing Forumsurvey was reporté¥ as finding that, of

the 23 countries reviewed, 11 (Australia, Aust@&rmany, Ireland, Luxembourg,
Mexico, the Netherlands, Portugal, Singapore, tl®AUand the UK) would

usually reduce a guarantee fee, paid by a subgithaa parent, to the extent an
arm’s length lender would assume a level of impBapport for the borrower. Six
(Argentina, Denmark, Japan, South Africa, Southdsoand Switzerland) would
assess a borrower’s creditworthiness on a stanteddasis. And the positions of
another six countries (France, Hong Kong, Indiaadk Italy and Spain) are
unsettled. | have tried in the world map diagrarowve to adopt a slightly more

nuanced evaluation.

i

3.7 For a comprehensive survey of Canadian transfezingrilaw and

Canada

practice, see Francois Vincent's excell@mansfer Pricing in Canadd’. What
follows attempts to pick out key elements of thasprudence relevant to the

passive association controversy.

3.8 Canada has led the world in developing law ontilyisc. TheGeneral
Electric case (paragraph 3.16ff below) ignited the debated subsequent
decisions of the courts have entrenched the reag@uiopted. In essence, passive
association, or the implicit support that may bestdered to be derived from
passive association, must be recognised as an mataity relevant circumstance

in a comparability analysis when pricing controlteahsactions.

256 Bell (2014a).
257 Carswell (2013).
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Legislation

3.9 The transfer pricing provisions in the legislatigovern and are
determinative of the approach to be taken by a tcommt any particular
methodology or commentary from the TP& The TPG have nonetheless been
referred to and relied upon by the Canadian caortisiform the application of

domestic legislatiof®.

3.10 The central modern Canadian transfer pricing rglesection 247
Income Tax At (ITA). It is heavily influenced by the 1995 version thé
TPG®. The key operative rules are in subsection (&),08it below (omitting
material relevant to partnerships, and also thetutstiey transaction

258 Opinion of the Supreme Court per Rothstein GlaxoSmithKline Inc v The Queen

2012 SCC 52 at paragraph [20]: “The Guidelinesrartecontrolling as if they were a Canadian
statute and the test of any set of transactiopsioes ultimately must be determined according to
S.69(2) rather than any particular methodology anmentary set out in the Guidelines”. Per
Boyle J inMcKessonat paragraph [120] (also citinglaxoSmithKling “l would add that the
OECD Commentaries and Guidelines are written nbt oy persons who are not legislators, but
in fact are the tax collection authorities of therld. Their thoughts should be considered
accordingly.” Boidman and Kandev (2013) at footn62 note that it is conceivable that a
different approach might be taken to the moderna@em transfer pricing rule in section 247
ITA. In Marzen Artistic Aluminium Ltd v The Que2dl4 TCC 194 it was said of the TPG that
they “do not have the force of law but rather atenided as tools to assist in determining what a
reasonable business person would have paid ifdhtéep to a transaction had been dealing with
each other at arm’s length” (paragraph [177]). ddlet the transfer pricing arena,Rnévost Car

Inc v The Queen2009 DTC 5721 the Federal Court of Appeal wadinglto recognise the
potentially persuasive effect of the MTC Commerseven where changes occurred subsequent
to adoption of the treaty in question if the matledould be regarded as clarifying or better
informing the relevant provision (see on this W&IKR009) page 399). Nat Boidman pithily put
the point to me as follows: “The SCC@laxo post-dates all prior FCA comments on OECD and
basically tells the courts below that they can lablOECD if they would like, but they are not
bound by it.”

29 Bakker and Levey (2012), Canada chapter by mesntie®sler, Hoskin & Harcourt
LLP, page 142. Indeed this is true (by referengetite 1995 version of the TPG) in
GlaxoSmithKlineitself. See also Rip ACJ's approbation,GlaxoSmithKlinebefore the Tax
Court, of the Federal Court of Appeal’s confirmatia SmithKline Beecham Animal Health Inc
v Canada2002 FCA 229 that the OECD Commentary should infohe interpretation and
application of section 69(2). The Supreme Couafhada irCrown Forest Industries Ltd v The
Queen[1995] 2 CTC 64 used the MTC Commentaries to ddtex the proper interpretation of
the Canada-US tax treaty. Given the adoption lbagraph 1 of the Commentary on Article 9
MTC of the TPG, it is possible that, where a taaty applies to a particular case, the TPG may
even prevail over the ITA via the application o€ tkegislation which implements the relevant
treaty: Vincent (2013) page 147.

260 R.S.C. 1985, c.1 {5Supp).

261 Bloom and Vincent (2012), section A.1(a), cititge Supplementary Information to

the 1997 Federal Budget: one of the Governmentisctibes was to “harmonize the standard
contained in section 69 of the Act with the arngsdth principle as defined in the [1995] revised
OECD Guidelines”.
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recharacterisation rule in section 247(2)(b) and dither of which is needed for
present purposé¥):

“Where a taxpayer ... and a non-resident person witlom the taxpayer ... does not deal

at arm’s lengtR® are participants in a transaction or a series wfrtsactions and

(a) the terms or conditions made or imposed, irpees of the transaction or series,
between any of the participants in the transactiorseries differ from those that would

have been made between persons dealing at arngghlen

any amounts that, but for this section and secfidb, would be determined for the
purposes of this Act in respect of the taxpayeror. ttfe taxation year or fiscal period
shall be adjusted (in this section referred to asadjustment’) to the quantum or nature

of the amounts that would have been determined if,

(c) where only paragraph 247(2)(a) applies, thernterand conditions made or imposed,
in respect of the transaction or series, between phrticipants in the transaction or
series had been those that would have been madedretpersons dealing at arm’s

length ...".

3.11 It is worth also noting the predecessor rule —ngafrom 1972 - in
section 69(2) ITA. Some of the case law relateth& provisiof®’. Taking the

1985 versiof® of the provision for comparison:

“Where a taxpayer has paid or agreed to pay to a-nesident person with whom the

taxpayer was not dealing at arm’s length as priestal, royalty or other payment for or

262 There is also a no charge safe harbour for ldarfereign subsidiaries engaged in

active business and guarantees of third party Idansuch subsidiaries: sections 247(7) and
247(7.1).

263 Paragraph (a) of section 251 ITA deems relatedope (including those inde jure

control relationship) not to be dealing at armisgih with each other. IHighland Roofing Ltd v
MNR 1998 TCC 310 at paragraph [20] the court referceRevenue Canada’s use of the notion
of a “common mind which directs the bargaining footh parties to the transaction” in
Interpretation Bulletin IT-419 as an indicator aftmealing at arm’s length. The court noted that
MNR v Sheldon’s Engineering L% DTC 1110 (SCC) arINR v Merritt Estate69 DTC 5159
(Ex. Ct.) “basically stated that where the samednifrat directs the negotiations or bargaining
for one party is the same mind that controls negjotis for the other party, then the Court must
conclude that there is a common mind and that #rées do not deal with each other at arm’s
length”. Note here the flavour of pricing beingtdited by the exercise of control.

264 NotablyGlaxoSmithKlingparagraph 3.30 below.

265 If only because this was the version under camaiibn in The Queen v

GlaxoSmithKline2012 SCC 52.
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for the use or reproduction of any property, orcassideration for the carriage of goods
or passengers or other services, an amount gretd@n the amount (in this subsection
referred to as ‘the reasonable amount’) that wouldve been reasonable in the
circumstances® if the non-resident person and the taxpayer hashb#ealing at arm’s
length, the reasonable amount shall, for the puepofscomputing the taxpayer's income
under this Part, be deemed to have been the amthattwas paid or is payable

therefor.”

3.12 Section 69(3) then provided the converse rule terccases where the
non-arm’s length non-resident had not paid to theadian taxpayer an amount
equal to or greater than the “reasonable amoudjtiséing the taxpayer’s income
to reflect the reasonable amount.

3.13 In Alberta Printed Circuits Ltd v The Que@hit was said by the judge
that the Federal Court of Appeal in tBeneral Electriccase confirmed “there is
no meaningful difference between paragraphs 248 2(d (c) and subsection
69(2) of the Act”. In fact the Federal Court of ggal inGeneral Electricmerely
observed that the parties had agreed, and the dax (lidge had accepted, that
“for present purposes” there was no meaningfuledéfiice. Bloom and Vincent
(2012¥°® note that the Australian Federal Court in §¢Fcasé®® considered that
subsections 69(2) and (3), in contrast to the Aliatr transfer pricing rules,

posited an arm’s length price between the actuatigsato the controlled

266 The “reasonable in the circumstances” componeas dhot appear in section 247(2),

but it has been suggested that this is implicithe comparative exercise mandated by the
adoption of the arm’s length principle in that psien: Tobin (2012); Bloom and Vincent (2012)
section A.1(b). See also Wilkie (2009) page 39Thé' reference to ‘reasonable in the
circumstances’ imported the possibility that thetipalar circumstances of a taxpayer might well
explain and justify an outcome for that taxpayeanadt in spite of what strict transactional
pricing, as now understood, might recommend ancpitteshow other seemingly similar
taxpayers might be treated.” Boidman (1987) consitleat “reference in the provision to arm’s
length dealing ... seems to contemplate the pricelwhireasonable person would have agreed
to in the same circumstances and in order to magirhis own profit where he has a separate
economic or profit interest” (page 451).

267 2011 TCC 232 at paragraph [147] citing paragfaghin General Electric2010 FCA
344,

268 At section 2(b).

269 Paragraph 3.74ff below.
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transaction rather than as between undefined ademgth persons (as in
paragraphs 247(2)(a) and @9)

3.14 The question normally asked by paragraphs 247(2){d)(c) has been
described as: “[a]Jssuming all of the (non-price)nte and conditions remain
constant, what would have been the price or residiltbe controlled transaction
had it been concluded by persons dealing at amngth with each other?” — also
referred to as actteris paribusapproach®*.

3.15 Canada operates a separate statutory code govermimg
capitalisatioA’>. This is essentially formulaic, applying a degtiigy ratio limit of
1.5:1, rather than relying on the arm’s length déad to determine borrowing
capacity’®, and so is beyond the scope of this study.

Case law

3.16 It is not the chronologically first important Careaadl transfer pricing
casé’® but General Electric Capital Canada Inc v The Qu&émeserves —
internationally - pole position in the collectiorf case law relevant to the
recognition of passive association as a pricingofa®. | hesitate to assume,
regarding the facts, that “only aliens from othetlagies could possibly be
unfamiliar with them®”’, so briefly scene-set here by noting that the case
concerned the deductibility in Canada of 1% p.asféamounting to C$136.4m)
paid to the taxpayer company's AAA-rated US parfamt the provision of a

210 Though this seems at least arguable given thethgtical “would have been” and “if

[the parties] had been dealing at arm’s length”.

2 Bloom and Vincent (2012), section 2(a).

22 Section 18(4)—(8) ITA.

2 Other quantitative rules may be relevant to teetteatment of interest e.g. section

80.4(2) ITA, which operates by reference to a “priked rate” rather than the arm’s length
standard.

24 Some early cases are summarised in BaistrocchRaran (2012) page 122ff.

275 2009 TCC 563, affirmed 2010 FCA 344.

276 The AustraliarChevroncase notwithstanding: paragraph 3.82ff below.

2 Tremblay (2011).
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formal guarantee in favour of third party holderstile Canadian company’s

debentures and commercial paper.

Fig. V
GECUS
(AAA rated)
Guarantee
Guarantee Market
fees at investors
1% p.a.
Commercial
GE Capital paper/

debentures

Canada

3.17 The Canadian subsidiary did not have its own foranadit rating but,
after hearing and evaluating substantial expetintesy, the Tax Court concluded
that its rating absent the guarantee would be @ rdmge BBB/BB+. This
represented an uplift from its “stand-alone/stajue” rating to take account of
implicit support of three notches on a standardescd the type operated by
Standard & Poor’¥® Of the various pricing methodologies put befirethe
court preferred a “yield” approach under which thierest cost savings to the
appellant attributable to the parent guarantee cbame a ratings differential
between BBB-/BBB+ and AAA (the parent’s rating) waggproximately 1.83% (y
—z, in Fig. VI below). Accordingly the 1% p.aefdid not exceed an arm’s length
price as the appellant enjoyed a significant netnemic benefit from the
arrangement; thus the taxpayer’s deduction fofebavas uphefd®.

278 2009 TCC 563, paragraph [301].

29 The yield approach in principle only provideswgper bound for the fee a borrower

would pay.
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Fig. VI?%°

Borrowing
cost %
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General Electric
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General Electric
decision = maximum
guarantee fee
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implicit support
| } » Rating
Junk a b c AAA
Stand With With
alone implicit parent
subsidiary support guarantee
(no implicit
support)
CRA in General Electric argued for notching up to point “c”, thus equalisation of ratings, thus no
benefit/value in guarantee.
3.18 “At the centre of the dispute was the issue of Wéetin determining an

arm’s length price, taxpayers should disregardgeltioer the factors which are
particular to the relationship between them or Wwaetthose factors form the
framework in which an arm'’s length price is detered.”® The Court found it
straightforward to dismiss the CRA’s contentiontthlae economic effect of
passive association was so strong that the credhimess (and thus rating) of the
Canadian subsidiary should be equalised with tHaitso US parent. Also

280 Intended as a general illustration. In factdbeelation between rating and borrowing

cost will not be linear as depicted. And in tBeneral Electriccase, as described above, point
“c” was in fact the AAA rating of the US parent cpamy.

281 Brooks (2013) page 135.
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dismissed was the Crown’s alternative argument that Court should make
adjustments to any interest rate differential feetaccount of benefits flowing to
the US parent under the arrangement. The taxpagehe other hand, had argued
that passive association should be disregardeflt djstortions that arise from the
parties’ relationship must be eliminated to arratean arm’s length result”; and
that the Crown’s argument, based upon parent coynpanefits, should similarly
be dismissed because such benefits, e.g. the ptosphligher dividend income,

arose because of share ownership and again thersfould be ignorétf.
3.19 Justice Hogan articulated the choice between tvpmsipg positions:

“Do all of the economically relevant factors hawelie considered in the definition of an
arm’s length price for the transaction in order @orive at a meaningful comparison, as
suggested by the Crown? Does the scheme of pdf&2)2a) and (c) suggest that all
factors which are particular to the non-arm’s lehgtlationship must be discarded, as

suggested by counsel for the appellaft?”

3.20 After observing that “dealing at arm’'s length” nefeto how
independent parties negotiating in the marketplaoeld behave, such that the
arm’s length principle is tied to modern econontiedry, including cost-benefit
analysis, considering available alternatives andekisg out relevant
informatiorf®®, the judge found that what was required was “ifiging the
economically relevant characteristics of the tratisa that may influence the
arm’s length parties in their negotiation”. Thusounsel for the appellant
“misapplied the arm’s length principle when he sgjgd to me that the concept
of ‘implicit support’ should be ignored becauseésitooted in the non-arm’s length

282 2009 TCC 563, paragraphs [173]-[175]. Al Meghigunsel for GE, asserted in
argument that “[tlhe real question here is: Shq@&] Canada have to pay for accessing the
parent’s balance sheet, or should they [have &] fide?” (Quoted from the trial transcripts in
Menyasz (2009a).) | would say, and the court amhedl, that the answer is (1) “yes” of course it
must pay as regards the express guarantee, bind2jt need not pay as regards the benefit
already conferred by parental implicit support. évar one feels as a policy matter, the “free
ride” is a fact of business life. See further paagy 4.49(v) below.

283 Ibid., paragraph [187].

284 The judge also cited paragraph 1.6 TPG as this flmsadjusting profits “by reference

to the conditions which would have obtained betwealfependent enterprises in comparable
transactions in comparable circumstances”, andgpaph 1.15 TPG as “reinforcing” this
principle: TCC decision, paragraph [204].
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relationship. That concept has nothing to do wlith exercise ofle factoor de
jure control which defines a non-arm’s length relatlmps The reputational
pressure is exerted by GECUS’ debt holders. IGECUS’ debt holders that

would react negatively if the appellant was allowedefault on its debt®>.

3.21 The statement that implicit support has “nothing do with” the
phenomenon of control is controversial, or at leastone prominent commentator
archly put it, “the logic in this part of the judgmt is hard to follow?®®. In fact
there is not really any articulation in the judgmehthe logic of the proposition,
beyond the judge’s view that counsel for the appellover-simplified the
corporate law applicable to the appellant becadsspite a general power to
appoint and remove directors, a shareholder did haste power to run the
business of the compafly. But this cannot sensibly be taken as judicidahiom
that the limitations on shareholder control overcampany's day-to-day
management neuter the shareholder’s control oeesubsidiary to the extent that
those parties should be regarded as independewictually the key to this
important aspect of the case is that “implicit sippvas simply a fact that existed
independently of whether one of the parties couler@se control over the other

party and did not emanate from #eerciseof control?®,

3.22 Another interesting aspect of the Tax Court's asiglywas the
connection made with “modern economic theory” (¢heés a link here to the
OECD'’s articulation at paragraph 1.38 TPG of thgpantance of the “options
realistically available” to a taxpayer):

“In the final analysis, the ‘arm’s length’ principlin the transfer pricing context is tied to
modern economic theory, which is based on obsemstof how parties act in the

marketplace. Economic theory assumes that indilsdn the marketplace will employ a

285 Ibid., paragraphs [196]-[199].
286 David Ward QC’s commentary in 12 ITLR 508, at &(3.
287 2009 TCC 563 at paragraphs [240]-[246].

288 Bloom and Vincent (2012), section A.1(c). Vinceites the Tax Court decision at
paragraph [199]: “... nothing to do with the exeraiele factoor de jurecontrol which defines
a non-arm'’s length relationshipTransfer Pricing in Canad§2013) page 99.
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cost benefit analysis in choosing among the altivaa available for achieving their

commercial objectives®®

3.23 The Federal Court of Appeal emphatically endorsedudgment of the
Tax Courf®®. The Court accepted the taxpayer’s invitatiomule on the implicit
support aspect of the litigation, even though itswet necessary to do so to
dispose of the case - the FCA’s observations ondpie may thus be regarded as
obiter. (If the Tax Court’s recognition of implicit supgowas overruled, that
would tend to suppress the taxpayer's creditwoessnand thus increase the
credibility of the guarantee fee it had paid, sahat sense a finding that implicit
support had the effect perceived by the judge vaecessary to reject the CRA’s
appeal.) In its submissions to the FEA the taxpayer opposed the Crown's
contention that the trial judge had misapplied‘thesiness judgment rule” which
requires deference to business decisions that itleinva range of reasonable
alternative&2  On that, the FCA observed that the trial judgesidered there
was in fact no need to rely on “business judgméettause he had already found
that the taxpayer’'s unguaranteed debt would notrdied close to AAA.
Accordingly, based on objective factors, the gum@nwas necessdty. The
taxpayer also asserted that “as a matter of lagvatm’s length standard required
the trial judge to situate the parties to the taatien (here, GECUS and GECCI)
as persons unaffiliated with each other”. Thus iaipsupport would not arise
because “the concept of implicit support is rootedthe familial relationship
between affiliated compani€s?. Various case law authorities were given for this
proposition, though in fact these mostly address dhestion whether or not

289 2009 TCC 563 at paragraph [197].

290 2010 FCA 344.

201 Taxpayer’s Memorandum of Fact and Law, filed 8eJ2010, court file A-1-10.

292 Ibid., paragraph 43, citinabco Limited v Minister of National Reven{i®68) 68
DTC 5210, 5216 per Justice Cattanach.

293 2010 FCA 344 paragraphs [80]-[82]. The Crown hisb argued that, if the FCA
refused to equalise the taxpayer’s credit standitly its AAA-rated parent, the taxpayer should
nonetheless be regarded as “strategically impdreemat thus uprated to AA+.

204 Ibid., paragraph [44].
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parties weralealing at arm’s lengthrather than the (pricing) consequences of not
doing sé®>.

3.24 Referring to the Tax Court’s formulation of the mlise (paragraph 3.19
above), the FCA perceived the issue as a “puretignesf statutory construction”;
and “[tlhe only question is whether implicit suppas a factor that can be
considered when applying subsection 69(2) and papag 247(2)(a) and (c),
given that it arises by reason of the non arm'gytlerrelationship®®. In the
Court’s view, it was necessary to take into accdatitthe circumstances which
bear on the price whether they arise from theiozlahip or otherwise”. Evidently
this proposition is to be coloured by the Courtisw of the statutory objective,
namely “to prevent the avoidance of tax resultirmnfprice distortions which can
arise in the context of non arm’s length relatioipshby reason of the community
of interest shared by related partiesThe elimination of these distortions by
reference to objective benchmarks is all that quired to achieve the statutory
objective. Otherwise all the factors which an ar&ngth person in the same
circumstances as the respondent [the taxpayer]dvmnsider relevant should be
taken into account”; and “it is common ground timathe context of the yield
method implicit support is a factor which an arnesgth person would find
relevant in pricing the guaranté&”

3.25 Paragraph 1.6 TPG, and the FCA’s own decisioBlaxoSmithKlin&®®
(to the effect that all relevant circumstances tarde taken into account in a
transfer pricing analysis), were regarded as supgothe Court’s conclusion.
There was “no doubt that the existence of the ioitpdjuarantee is relevant to the

inquiry and must be considered in identifying theva length price®*®. Thus the

29 Taxpayer’s Memorandum of Fact and Law paragrdptcifing e.g.Swiss Bank Corp.

et al v Minister of National Reven{i£974] SCR 1144: parties found to be not dealingren’s
length, although (at 1152) “[tlhe fact that theeirgst actually authorized or paid is consistent
with arm’s length dealing is not enough in itselfavoid this conclusion”. Essentially the same
question arose in e.@eter Cundill & Associates Ltd v The Qug&a91] 2 CTC 221 andhe
Queen v Rema&l009 FCA 340.

296 2010 FCA 344 at paragraphs [51]-[52].
297 Ibid., paragraphs [54]-[56]. My emphasis.
298 2010 FCA 201.

299 2010 FCA 344, paragraphs [57]-[59].
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case “supports the concept of a holistic approaeim $n other cases and the need
to take into account the circumstances of the @astihen interpreting CUPs and
other market datd®.

3.26 The FCA'’s focus on “eliminating distortions whichse by reason of
the parties’ community of interest” is central be tecisiof™’. Arguably, implicit
support arises for that reason. But it seems oy that it is not, in this
context, adistortion in the sense intended — because independent partiald
have regard to implicit support. Moreover, it Bt phenomenon which arises
from theexerciseof control. The prime target of transfer pricindes is the case
where a controlling partynposesconditions on its affiliated counterparty; but the
“condition” which reflects affiliation benefits isot something which is imposed
(or perhaps affiliation is not a “condition” at ali the sense of a transactional
term). Rather, it is part of the factual matrixhim which examination of pricing
must take placg?

3.27 One further feature oGeneral Electricwhich continues to cause
potential conceptual difficulties is the fact thmdth the implicit support and the
transaction being priced (the explicit guaranteagamated from the same person,
namely GECUS. This is the “lender as guarantor’agax mentioned at
paragraphs 4.49(i) and 4.52(v) below. The respansearely that, in constructing
a hypothetical comparable transaction, the dimexss@f ownership and control
should be disregarded. In other words, while tharatteristics of the parties
should be respected and translated into the hypodhdransaction (such as a
borrower being a member of a group of companies wdrtain attributes), the
hypothesis must move away from the proposition thatborrower is controlled
by the actual parent. See further the discussiaiis aspect in relation to the
McKessorcase, paragraph 3.32ff below. To put this anotlegy, the pricing test
must proceed by reference tdgpotheticalcounter-factual — the question is: what

300 Hickman, Rockall and Hall (2011) section L.

301 Cited inMarzen Artistic Aluminium Ltd v The Que2®14 TCC 194 paragraph [178].

302 I commented at the time, in an article entit®& Verdict Will Set International

Precedent that “[t]his need not be regarded as an erosiothe arm’s length principle or
abandoning respect for separate legal persondlity;just part of the factual matrix” (Clayson
(2010)).
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would have happened between hypothetical unrelpgeties albeit in similar
circumstances (including having the same econoingracteristics of the actual
parties), thus eliminating pricalistortions arising because of the control
relationship?

3.28 Further litigation is pending against the GE grompwvhich the CRA
assert both the recharacterisation rule in par&grag7(2)(b) and (d) ITA and the
unlimited liability nature of the taxpayer company resist deductions for
guarantee fees. A preliminary hearing resultedhm Tax Court rejecting (in
December 2011) the group’s allegations that the @RA improperly attempting
to relitigate the subject-matter of the origiréneral Electric Capital Canada
disputé®

3.29 Two other cases on very similar facByrlington Resources Finance
Company v The QueeaandConoco Funding Company v The Queea pending
before the Tax Court. It is apparent from the repba preliminary motiotf* that
again the Crown is arguing that, because the Candmirrower company in each
case was a Nova Scotia unlimited liability compdhgving issued billions of
dollars of bonds supported by its US parent’s gutaey and having paid a 0.5%
p.a. guarantee fee to its respective parent), #ienp/guarantor was ultimately
liable for the borrower’s debts in any event i.éthwut the need for a guarantee —
so that the guarantee was valuef@3s.

3.30 The Queen v GlaxoSmithKIiff is the Canadian transfer pricing case
of the highest authority, having reached the Suprémurt in 2012. The case
concerned the pricing of the purchase by the Gl@anada company of active

pharmaceutical ingredient from its Swiss affiliat€he relevant law was section

303
(2012).
304 2015 TCC 71.

30 See alsHSBC Bank Canada v The QueRdll TCC 37 (preliminary motion for
determination of questions of law or fact) wheresi apparent that the case concerned the
transfer pricing of guarantee fees paid by the Gmmataxpayer to its Hong Kong, Netherlands
and UK parent companies.

306 2012 SCC 52. For a detailed review of the faftthe case, and the decision in the
Tax Court 2008 TCC 324, see e.g. Vidal (2009).

General Electric Canada Co v The Que@011 TCC 564, summarised in Menyasz
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69(2) ITA and thus the test being applied was bé“amount ... that would have
been reasonable in the circumstances if the nadengsperson and the taxpayer
had been dealing at arm’s length”. In the B&Awith whose decision the

Supreme Court did not disagree), Nadon J.A. haddrelponGabco Limited v

Minister of National Revend® in which it was held that “it is not a question of
the Minister or this Court substituting its judgrheor what is a reasonable
amount to pay, but rather a case of the MinisteCaurt coming to the conclusion
that no reasonable business man would have coetrdctpay such an amount
having only the business consideration of the dppieln mind”. Thus the test

“requires an inquiry into those circumstances whacharm’s length purchaser,
standing in the shoes of the appeff&htwould consider relevant in deciding
whether it should pay the price paid by the appella In other words, the test
mandated by subsection 69(R)ow paragraphs 247(2)(a) and (c)floes not

operate regardless of the real business world iciwiie parties to a transaction

participate®*°.

3.31 The Supreme Court observed that “the challeng® iBnd an arm’s

length proxy that replicates the circumstances @&#x& Canada as closely as
possible in respect of its acquisition of ranit&ift’. The statutory requirement to
consider the “circumstances” meant that “transastiother than the purchasing
transactions must be taken into accotit” Support for this conclusion was
drawn from the TPG (1995 version, paragraph 1.5) tbe basis that

“‘economically relevant characteristics of the ditw@s being compared” may
make it necessary to consider other transactiardeaquiring into the price that
would be reasonable in the circumstances “necégsavblves consideration of
all circumstances of the Canadian taxpayer relet@the price paid to the non-

307 2010 FCA 201, paragraph [69].

308 (1968) 68 DTC 5210, 52165abm was a case on section 67 ITA, which also
contained the phrase “reasonable in the circumstinc

309 And, | would add, wearing the appellant’s clotigemerally i.e. assuming its broader

characteristics.

310 2010 FCA 201, paragraphs [73]-[74].

31 Supreme Court decision, paragraph [19].

312 Ibid., paragraph [38].
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resident supplier ... the objective is to determirf@tran arm’s length purchaser
would pay for the property ..3*3. Moreover, the “economic and business reality
of Glaxo Canada” had to be taken into accountpalgh “prices between parties
dealing at arm’s length will be established haviegard to the independent
interests of each party to the transactidh” Thus neither the CRA nor taxpayers
may “under the guise of a strict technical trangfacing approach or fictitious
business world, perform an artificial analysis egarding factors and
circumstances which would otherwise be importardrto’s length parties acting
in the real business worldf®. It followed that the taxpayer's basic pricing
structure, which entailed paying its Swiss affdiahultiple times the open market
price for the API on the basis that this was a comept of a “package deal” under
which it also enjoyed an intellectual property ice from its UK parent, was
potentially in accordance with the “reasonablehia tircumstances” té€3f. The
decision has been described as “recognition froma@a's highest court that the
reasonableness of transfer prices must be assassgfda holistic approach that

takes into account all of the economically relev@rtumstances™’.

3.32 McKesson Canada Corporation v The Quémoncerned the cross-
border factoring, under a C$900m facility, of tradeeivable¥® by the Canadian
taxpayer to its Luxembourg parent. The case doedinectly address passive

313 Paragraphs [42] and [44].
314 Paragraphs [53] and [63].
315 Vincent, Transfer Pricing in Canadé2013), page 194.

316 Albeit a cause of indignation in some quartersthe tax community e.g. Schon
(January 2013): “[t]his is outright profit shiftitig See also the articles cited by Schon at foatnot
67. | rather agree. This is not a case of inteatly offsetting transactions (where mutuality
exists between two parties who “give and take"castemplated by paragraphs 3.13-17 TPG).
Put bluntly, the APl was bought for an above magkéte on terms that the taxpayer received a
cheap IP licence. Could royalty withholding taamiing, as well as a low effective tax rate in
Switzerland, have influenced the structure? NaidBan colourfully observed to me “lest
anybody prematurely pop the champagne or raiserttieg towel, the taxpayer has won nothing
yet because all the SCC did was order a re-heasirthe TCC but this time taking into account
the licence”. The case has now been settled withother recourse to the TCC: see e.g.
taxanalystdVorldwide Tax Daily8 January 2015.

817 Wang (2013) page 193. Cf. Hickmeial note 300 above.
38 2013 TCC 404.

319 New paragraph 7.39 TPG addresses debt factoridgralicates that a CUP method
could be appropriate in such cases.
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association, but is nonetheless interesting foexgosition of the application of
the arm’s length principle, and in particular tlss@mptions or fictions required to
arrive at the hypothetical arm’s length analysithe CRA made adjustments to

the taxpayer’s taxable income under section 24&(3d (c) ITA.

3.33 In dismissing the taxpayer’'s appeal against the SRdfownwards
reassessment of the factoring rate, the judge wddethat: “[w]ithin a transfer
pricing review, the question arises whether factbed exist only because of the
non-arm’'s length relationship are assumed awayhe riotional arm’s length
analysis or remain relevant characteristics andunistances?®. As the
taxpayer’s counterparty was its direct parent camgpahould the court assume
that a notional arm’s length counterparty wouldl kave the power e.g. to change
the taxpayer’'s name, sell the taxpayer or do sangptise to trigger a termination
event under the receivables sale agreement at Witl'eause the taxpayer to agree
to change terms for future transactions, or hawesg to all relevant financial

information concerning the taxpayer?

3.34 Pizzitelli J in Alberta Printed Circuits Ltd v The Queehimself
referring to theGeneral Electriddecision was cited with approval on this issue:

“It is important to note that factors or circumstegs that exist solely because of the non-
arm’s length relationship of the parties should betignored, otherwise the reasonable

businessman would not be standing entirely in tippefant’s shoes ... In General

Electric, the Federal Court of Appeal confirmedttha error of law was made in taking
into consideration the Appellant in that case, asuh of its larger parent company, stood

in the position of having an implicit guaranteeitsyparent of its bank debts. ...

“In short, all circumstances means ‘all’ the circstances an Appellant finds himself in

before a reasonable businessman steps into hisshde

3.35 Thus the Court inMcKesson concluded that “all circumstances,
including those that arise from, derive from or eveted in the non-arm’s length
relationship should be taken into account”; anck “better view is therefore that

320 McKesson paragraph [128].

321 2011 TCC 232 paragraphs [160]-[163], my emphasis.
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the court can and should consider notional continaentrol type rights in
appropriate circumstances when looking at termxecetory contract rights. Not
to do so would be to not look at all of the relevarharacteristics and
circumstances of the relationship® It was necessary to consider the position
of a “notional arm’s length MIH” (the Luxembourg neat/receivables purchaser)
and a “notional arm’s length McKesson Canada” (the
subsidiary/taxpayer/receivables seflét) This required that all the characteristics

of the respective parties are taken into account.

3.36 With relevance to a comparability analysis (an@vahce to review of
lender’s circumstances in a lending case — diffetenders will have different
circumstances and thus attitudes to pricing, ab aity commodity supplier e.g.
costs of capital, regulation, portfolio diversitycarisk appetite, markets etc — see
paragraph 5.4 and note 885 below), the judge cereidthat’*

“As a general rule,the value of an asset to be sold is not generdlffgcted by a

particular purchaser’s cost of funds. Generallyhasiness or an investor with cash or a
low cost of funds can profitably make less riskyegtiments with a lower nominal return
on investment than can a person with a high cosuwds. A purchaser’s cost of funds
does not decrease the value of the asset it wishelsuy or the investment it is
considering. Rather, it simply determines whethat particular purchaser can make the

purchase or investment profitably, and if so, howfi@bly.”

3.37 On 11 June 2014 the taxpayer filed a Memorandurfhaat and Law
with the Federal Court of Appeal. This launcheditnering attack on the trial
judge, for “losing sight of his role in the triatqress”. The trial judge (who
regarded the appellant as accusing him of untrirtéés and impartiality) recused
himself from further consideration of the outstamglissues in the ca¥é and the

taxpayer sought a retrial.

322 2013 TCC 404 paragraphs [131]-[132].

323 Ibid., paragraphs [330]-[331].

324 Ibid., paragraph [347].

325 Order dated 4 September 2014; Reasons at 201266.C
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3.38 Aside from the (admittedly transfixing) proceduraiticism of the
judge, the important aspect for this study is tebade around the approach to be
taken to the control relationship in constructimgmparables. The judge was
criticised by the taxpayer for “wrongly concludinigat the [transaction] was a
riskless transaction to MIH” (the foreign counteatgato the receivables sale),
doing so by reference to MIH’s control of the taygaand thus its ability to
“terminate the transaction at will as a resulttsfstatus as McKesson Canada’s
sole shareholdet®®. This was said by the taxpayer to be “a critimégconstrual
of the arm’s length principle and a clear errotasi”*?’. The taxpayer contented
that the arm’s length principle required:

“a comparison of the terms and conditions — suclpease — of the actual transaction
between non-arm’s length persons to those of athgfioal transaction between arm’s
length persons. The hypothetical transaction essame in all respects as the non-arm’s
length transaction — except it takes place betwesrons dealing at arm’s length. ... The
over-arching purpose of the arm’s length principge to eliminate, for purposes of
determining tax liability, distortions in pricindv&t may arise from the non-arm’s length
relationship between parties to the actual trangact... [T]he trial judge disregarded
the consensus view of the taxpayer and the Crowhraade a critical error: in his
hypothetical transaction, he believed that he wapuired to assume that the hypothetical
purchaser somehow would control the supposedlylatee hypothetical seller. In so

doing, the trial judge turned transfer pricing ds head”%?®

3.39 The taxpayer then rounded on the judge’s concludicat “all

circumstances, including those that arise fromjvdefrom or are rooted in the
non-arm’'s length relationship should be taken imttcount” so as thus to
“consider notional continued control type rights appropriate circumstances
when looking at term or executory contract rigts” However, this “is

antithetical to the arm’s length principle. Itas unwarranted extension of the
principles set out by [the FCA] BE Capital and is wholly inconsistent with the

326 Appellant's Memorandunparagraph 10.

327

Ibid., paragraph 44.

328 Ibid., paragraphs 71-73.

329 Ibid., paragraph 75, citing paragraphs [131]-[132hef TCC decision.
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Supreme Court of Canada’s guidanceGlaxoSmithKline& The recognition of
implicit support in theGE Capital case is reconciled with the requirement to
disregard the control relationship on the basis tita former is a “factor which an
arm’'s length person in the same circumstances ...ldvoansider relevant”
whereas “the concept of independent enterprisesmdar to the arm’s length
concept in that both presuppose that neither mantyrols the other or is subject to
common controf®*®. Thus, said the taxpayer fcKesson

“[78] Two things are apparent from the above exmeof this Court’s reasoning in GE
Capital. First, a particular factor must be consrdd if it would be relevant to an arm’s
length person pricing the same transaction. Segcomthe hypothetical transaction to be

considered by the Court, neither party controls dfteer or is subject to common control.

“[79] In other words, the membership of each patdya non-arm’s length transaction in
a corporate group just like the corporate groupvthich it actually belongs may be a
factor that an arm’s length party would consider pnicing a transaction with that
person, in which case it properly informs the tf@ngricing of the non-arm’s length
transaction. But in no case should the fact that parties belong to the same corporate
group, much less the fact that one controls themtimform the application of transfer
pricing rules to the dealings between them. Thatldide the antithesis of the arm’s
length principle, the object of which is to detamman arm’s length price as if the related

parties were in fact unrelated and entered intoghme transaction.

“[80] In this regard, GE Capital is consistent withe reasoning of the Supreme Court of
Canada in_GlaxoSmithKline. In that case, JustiothBtein (speaking for the Court) held

that the requirement, found in a license agreenwth its parent, that the taxpayer
purchase its active pharmaceutical ingredient framapproved source, was a factor to
be considered in pricing the active pharmaceuticgredient because it ‘was not the
product of the non-arm’s length relationship betwe&&laxo Canada and [its parent] or

[its affiliate]’ and an arm’s length party ‘might @i be faced with the same requirement’.

“[81] In summary, both GE Capital and GlaxoSmithi@i are clear that circumstances

must inform the arm’s length pricing of a transactif an arm’s length party wold have

considered them. An arm’s length party in MIH’s ehevould not have considered that it

330 Ibid., paragraph 77, citing paragraphs [55], [57] frdme FCA decision irGeneral

Electric.

Page 112
LON27983956/13



controlled McKesson Canada, because an arm’s lepgtty in MIH’s shoes would not
have controlled McKesson Canada: in the properliicatated hypothetical, the arm’s
length person in MIH’s shoes does not control MaéesCanada, and someone else does

control McKesson Canada™

3.40 It was reported in June 2015 that the case halbd®f so the litigation
will not now provide further judicial elucidationf the arm’s length principle.
Nevertheless, the Tax Court’s endorsement of tlesl ne take into account all
relevant circumstances and characteristics, ineudhose attributable to group
affiliations, and the taxpayer’s (more limited) aptance that affiliation may be an
arm’s length pricing factor, present a solidifyinfj the recognition of passive

association in Canadian tax jurisprudence.

3.41 The Alberta Printed Circuitscasé®® is mentioned above in the
discussion ofseneral Electric It offers a somewhat helpful general statemént o
the “parity” policy underlying transfer pricing es:

“The underlying policy concern behind the transfercing rules is, of course, leakage
from the Federal Treasury due to profits being tediffrom one country to another or,
expressed in more conventional terms, the objett iBnsure that parties not at arm’s
length report substantially the same amount of imedn the jurisdiction in which they

are located as would parties dealing at arm’s ldngt>*

3.42 The case is interesting also because of the judgiBon of paragraph
2.6 TPG and the use of internal and external coatp@s>. In the loan context,
the paradigm internal comparable would be wherartina-group borrower has in
fact also borrowed in a comparable manner (termantym, circumstances, etc)

from a third party e.g. bank lender (as in Fig.abdove, paragraph 2.83). In

331 Ibid., paragraphs 78-81.

332 24 TMTPR 132, quoting McKesson’s Form 10-K fileith the US Securities and
Exchange Commission.

333 2011 TCC 232.

334 Ibid., paragraph 152.

335 Ibid., paragraph [172]. See paragraph 3.24 TPG; paphg?.36 above. The court
found that internal CUPs existed and were inappatgly ignored by the CRA (paragraph
[200]).
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principle, although evidentially more challengitige outcome should be the same
in the absence of such an internal comparable it i possible to prove,
hypothetically, whatwould havehappened had the intra-group funding instead

been raised from an independent lender.

3.43 Vincent, inTransfer Pricing in Canadaidentifies a collection of cases
which did not make it to trial and final court dgon. One of thes¢{SBC Bank
Canada v The Queerntailed a Tax Court decision at interlocutoggst, under

which the court provided an observation relevarftrttormational asymmetry”:

“The arm’s length fee cannot be determined on theidof information that an arm’s
length party would not have. This does raise thieguing question of whether the third
party is deemed to have knowledge that the parentdihave had notwithstanding in the
real world it could not get that knowledge. Mywies that one has to take the real world

approach.”336

3.44 This concept of informational asymmetry is in myewi somewhat
analogous to, but separate from, the effect ofipassssociation. It is probably
best perceived as a comparability factor. In othards, in assessing the
comparability of a transaction involving a thirdriya it may be appropriate to
adjust pricing by reference to informational asyrttyme In the financing context,
information about the borrower goes to the hearthefevaluation of credit risk.
Thus an inadequacy of relevant information wouldidally be regarded as
increasing risk and thus pricing, or diminishindeader’s appetite for lending.
But in the arm’s length lending context, the probles typically ameliorated by
disclosure (as in public debt issues) or by covenaequiring the periodic
delivery of financial information to the lender. d$hthe lender’s understanding of
the affairs of the borrower, so far as relevantthe risk proposition, may be
significantly approximated to the knowledge of (sdiie borrower’s parent
company, such that informational asymmetry is lgrgessipated.

336 TCC file number 2006-3579(IT)G; [2011] 1 CTC 2Q2&agraph [38].
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Tax authority practice

3.45 Canada has been described as “a relatively aggeegsisdiction with
regard to cross-border transactiol§” In the financial transactions context,
guarantee fees have attracted particular (and gist@mt as between inbound and
outbound cases) attentiSh The principal CRA publication on transfer priciisg
Information Circular IC 87-2R (1999) which replacad updated IC 87-2 (1987).
The CRA broadly embraces OECD principles includprgcing methodologies.
Neither the Circular nor its predecessor have eedjagith the topic of passive
association; the publications are in the naturgevferal transfer pricing guidance.
This is unsurprising given that they significanplse-date the case law which has
been the catalyst for the debate. Of course ong amyway be careful not to
defer to tax authority guidance as if it were atwt&®®® indeed, the CRA
acknowledges (paragraph 3) that the Circular “istadbe construed as a formal
interpretation of the law”. It is said nonetheldparagraph 9) that “the arm’s
length principle treats a group of parties not idgaht arm’s length as if they
operate as separate entities rather than as isd#pgrarts of a single unified
business”. But this statement is no more thanitaration from paragraph 1.6
TPG and should not be regarded as a repudiatidheofecognition of passive
association or other group synergy effects (espgcigiven the CRA’s
enthusiastic adoption of the implicit support prsipon inGeneral Electrig.

3.46 Otherwise, of passing interest are paragraphs BE®inlthe intra-group
services section. Paragraph 159 notes that thesdemjth charge is a function of
the price at which a supplier is prepared to perfarservice, and also a function
of the value to the recipient. Thus “the determoraof an arm’s length charge
must take into consideration the amount that arisalength entity is prepared to
pay [or, | suggest, be pajdfor such a service in comparable circumstances”.

Moreover, “where a service is rendered by arm'gtlerparties, or the service

337 Zorzi and Rizzuto (2013) page 426.

338 Dujsic and Billings (2004), section 2.5.

339 Interpretive publications by the CRA are not limgdin law, but may in certain

circumstances be of persuasive value in intergyedimbiguous provisions: see Vincent (2013)
pages 60-65 and cases there cited.
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supplier, as part of its ordinary and recurringidti¢s, renders the service for
arm’s length parties, the price charged in thoseuanstances is a good indication
of the arm’s length price”. And “one must alsoddkto account the economic
alternatives available to the recipient of the sgrv All these statements are at
least consistent with the proposition that, invang at an intra-group charge, it is
appropriate to enquire what the service recipientlfy analogy, borrower) would

have paid to an arm’s length service provider éader/guarantor).

3.47 In January 1994, the CRA and Department of Finareleased a
statement criticising various aspects of the USi@ect82 Regulations. Aside
from the US dimension, the release is interestimgmfa Canadian-domestic
perspective (albeit at a time when section 69 ItfAegned) given the emphasis
on use of “a pricing method unrelated parties wonébotiate” to arrive at
“amounts that would be reasonable if the partieeewmt members of the same

economic group”.

3.48 The CRA'’s Transfer Pricing Memorandum TPM-14 (3ltdber 2012)

provided an overview of changes made in the 201G, Téhd revised certain
cross-references to the TPG in IC87-2R. The CRgnat its practice with the
need to find the “best” method and endorsed the WEQ®-step comparability

analysis. It was also confirmed that the revise® Wbuld be applied to pre-2010
transactions and treaties, on the basis that thages were a “clarification and
elaboration”. TPM-15 (29 January 2015) address#sa-group services. It
touches on interest payments and notes that “iram's length amount is not
otherwise deductible under the Income tax Act,aesl not become deductible
simply because section 247 of the Income tax AdtAmicle 9 of a tax treaty are

1840

applied™™.

3.49 In summary, Canada has led the way, through ite das, to the
recognition of passive association in pricing colted transactions. Th&eneral
Electric case is now cited around the world, though witkediimpact. It provides
the basis for resolution of the paradox: the effedtpassive association should be

340 Paragraph 44, citindtah Mines v The Quee&d®2 DTC 6194.
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recognised, despite inherently emanating from graffipation; but they should
not be regarded as factors which distort pricing do exercise of the control
relationship. TheGlaxo case indicates that “all the circumstances” of ¢hse
must be taken into account to arrive at an arnrmgtle price, and the taxpayer’'s
argument inMcKessonprovides a neat reconciliation of the acceptarncéhat
proposition with the need, in testing the indepemndeansaction hypothesis, to
disregard the distortive effects of the controateinship.

Australia

3.50 The recognition of passive association as a faot@ricing controlled
financing transactions has long been aired in Aliatn tax circles, including
official publications. It established a legisl&itoe-hold in the 2013 re-write of
Australia’s transfer pricing laws, and is clearlypported in official practice
through ATO/governmental statements, although inviaw the statutory position
is not as clear as some commentators seem to assurmethe thin capitalisation
context, legislative clarification has recently baecommended (paragraph 3.67
below). At least for periods prior to the updafetiee legislation however, the
relevance of implicit support was vigorously chafled by the taxpayer in the
Chevron case, but approved in principle by the FederalrCqaragraph 3.82
below.

Legislation

3.51 Australia’s modern transfer pricing laws, introddce 1982*% were
substantially rewritten pursuant to the Tax Lawsefwiment Act (Countering Tax

341 Professional advisory opinion seems to have eoedrgparental affiliation as a

required step in loan pricing. See e.g. the Aliatichapter by members of Ernst & Young at
page 57 of Bakker and Levey (2012).

342 Applicable to income arising after 27 May 198From 1921 Australia had enacted

laws based on the UK'’s section 31 Finance (No 2)1845: see note 579 below.
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Avoidance and Multinational Profit Shifting) Act 28. A new detailed cod®
contained in Subdivisions 815-B to 815-D of Divisi815 of the Income Tax
Assessment Act 1997, was introduced by the 2013 Aot the formerly
applicable Division 13 of Part Il of the Income XTAssessment Act 1936 has
been repealed; interim rules contained in Subdigis®15-A of the 1997 Act
(introduced by the Tax Laws Amendment (Cross-Bortiemsfer Pricing) Act
(No.1) 2012) no longer have effect. Thin capitlsn rules are contained in
Division 820>**

3.52 Subdivisions 815-C and 815-D, respectively, areuabaoe arm’s length
principle for PEs and special rules for trusts goadtnerships. | will focus
therefore on Subdivision 815-B, titled “Arm’s lehgprinciple for cross-border

conditions between entities”.

3.53 Section 101 of Subdivision 815-B applies “if anigmvould otherwise
get a tax advantage in Australia from cross-booderditions that are inconsistent
with the internationally recognised arm’s lengtlnpiple”. In such cases, “the
entity is treated for income tax and withholding faurposes as if arm’s length
conditions had operated”. This is to be achievediétermining “the conditions
that might be expected to operate between entlgaing at arm’s length”, so that
if the actual conditions differ from the arm’s léhgconditions, and — in a cross-
border contexf® — an entity gets a transfer pricing benefit (égtaxable income
would have been greater under arm’s length comdjio the arm’s length
conditions are taken to operidfe There is taken to be a difference between the
actual conditions and the arm’s length conditidn@) an actual condition exists

343 Available at_http://www.austlii.edu.au/au/legtbliconsol_act/itaal997240/ (accessed

27 August 2015).
344

A report of 18 August 2015 on corporate tax aapmk by the Senate Economics
References Committee proposes a final report orN8@mber 2015 (now extended to 26
February 2016) including a focus on transfer pgand “excessive debt loading”.

345 See the table at subsection 815-120(3). Thesrate designed to ensure that
Subdivision 815-B does not apply to purely domeatiangements: Explanatory Memorandum
paragraph 3.60.

346 Paragraph 815-105(1)(b) and subsection 815-105¢ayagraph 815-115(1)(b);
subsection 815-120(1).
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that is not one of the arm’s length conditions(lmra condition does not exist in
the actual conditions but is one of the arm’s larggindition3*’.

3.54 “Arm’s length conditions” are “the conditions thaight be expected to
operate between independent entities dealing wholllependently with one
another in comparable circumstances”. To iderntiyarm’s length conditions, it
IS necessary to use the “most appropriate andbtelianethod, “having regard to
all relevant factors” including “the circumstanc®§” Then, in identifying
comparable circumstances, “regard must be had telalant factors” including
“the economic circumstances”. “[Clircumstances aemparable to actual
circumstances if, to the extent (if any) that tireuamstances differ from the actual
circumstances, (a) the difference does not makeradfect a condition that is
relevant to the method; or (b) a reasonably aceuadfustment can be made to
eliminate the effect of the difference on a couwdhtithat is relevant to the
method®*°.

3.55 The identification of the arm’s length conditionsish (a) be based on
the commercial or financial relations in connectioith which the actual
conditions operate; and (b) have regard to bothfdn@ and substance of those
relationd>®. Transactions may be disregarded/recharacteiisedrtain casés”.
Arm'’s length conditions are to be identified “so lasst to achieve consistency
with” the TPG®2 In thin capitalisation situations (where Divisi820 applies),
the interest rate is to be determined as if thésalemgth conditions had operated
and applied to the debt actually issued; but DwisB20 may reduce or further
reduce the debt deduction’

347 Subsection 815-120(2).
348 Subsections 815-125(1) and (2).
349 Subsections 815-125(3) and (4).
350 Subsection 815-130(1).

51 Subsections 815-130(2)-(4). Taxation Ruling TRI46 provides guidance on the
ATO'’s approach. But passive association and iitarfcial consequences are just relevant facts
for analysis and should have no particular interfaith recharacterisation principles.

352 Section 815-135, emulating the UK statute: parplgr3.157 below.
%3 Section 815-140.
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3.56 In the Explanatory Memorandum accompanying the 2Bili3>* the
required “arm’s length conditions” hypothesis ircts®n 815-125 is described
thus:

“The identification of arm’s length conditions irives hypothesising what independent

entities would have done in the place of the actmlties. This process requires the

postulation of how independent entities in compkrafircumstances would have dealt

with one another had they been dealing at arm’gtlesi*>®

3.57 Thus the enquiry is into how two independent esditivould have
behaved. There is no suggestion that one of thgesnin the counter-factual is
the actual taxpayer; it is implicit in the referento “independent entities ... in
place of the actual entities”, that the requiredpdthesis relates to two
hypothetical parties.

3.58 However, regard must be had to thearacteristicsof the actual entities

in postulating the independent entities. The Exglary Memorandum notes
significant increases in recent years in the volameé complexity of cross-border
intra-firm financing transactions. Importantly fiis study of passive association,
it is said:

“In the more complex cases involving these finagdacilities, determining the arm’s
length conditions could include factors that reldt® an entity’s relative financial
strength, and how the market would perceive thagyenfinancial strength with explicit

consideration given to the fact that the entitpast of a larger financial group ¥°

354 With effect from 1984, section 15AB of the Actedrpretation Act 1901 provided for

the use of extrinsic material in the interpretatidran Act of Parliament. Included in the list of
relevant material is: “any explanatory memorandetating to the Bill containing the provision,
or any other relevant document, that was laid Ieefor furnished to the members of, either
House of Parliament by a Minister before the timeemw the provision was enacted”. See:
www.aph.gov.au/About Parliament/Parliamentary Depants/Parliamentary Library/Browse
by _Topic/law/explanmem/wasthereanEM (accessedugfust 2015).
355

Explanatory Memorandum on the Tax Laws Amendni€ntntering Tax Avoidance
and Multinational Profit Shifting) Bill 2013, pareaph 3.77, my emphasis.

356 Ibid., paragraph 3.78, my emphasis.
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3.59 Accordingly, “[t]his means that the concept of imsfilparental support

is now enshrined into Australian transfer pricirgv/°’

It strikes me though
that, while the pronouncements of the ATO (paralgra93ff below) have built a
strong impression that that is the appropriate @ggh, the words of the statute,
even when taken with the interpretative influencé the Explanatory

Memorandum, do not go quite that far.
3.60 As to comparability:

“The term ‘comparable circumstances’ relates to phrefile of each of the hypothetical
independent entities. By requiring that the indejmnt entities be in ‘comparable
circumstances’ to the actual entities, the natufethe actual entities and the context
within which they operate is directly relevant imonstructing the profile of the

hypothetical entities*®

3.61 Thus “the relevant question for the purposes ofd8ukion 815-B is
whether the conditions which operate between thétien would make
commercial sense if the entities were dealing whaldependently with one
another”, i.e. whether the parties “have actednaependent parties would in
comparable circumstances, so that the outcomeeofi¢faling is a matter of real
bargaining®®. In determining the degree of comparability wiicumstances
being compared, “consideration must be given torémge of options that would
be realistically available to an independent emtsep in comparable
circumstances®®. The OECD's five comparability factors are théstdd, with

summary material derived from the TPG.

3.62 Division 820 of the Income Tax Assessment Act £§9addresses thin

capitalisation cases. Its operation is preseruetiansfer pricing cases by a rule

357 Australia chapter (Fone and Hainsworth) in Bloengo BNA's Transfer Pricing

Forum, vol. 4, no. 4 (December 2013) on Implicit Suppdfi]t is expected that the ATO will
release further guidance on its views as to themable treatment of both explicit guarantees
and implicit parental support” (page 9). At theedof writing they have not done so.

358 Explanatory Memorandum, paragraph 3.79.

359 Ibid., paragraphs 3.88, 3.89, citifigustee for the Estate of the Late AW Furse No.5
Will Trust v Federal Commissioner of Taxatid@®90) 21 ATR 1123, 1132.

360 Ibid., paragraph 3.125, echoing e.g. TPG paragrapBsah@® 9.59.

361 Inserted by the New Business Tax System (Thirit&ligation) Act 2001.
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which requires that where, in applying arm’s lengbimditions, a rate is applied to
a debt interest, the rate is to be worked out &lseifarm’s length conditions had
operated. However, that rate is to be appliedthéadebt interest the entity actually
issued instead of the debt interest that would Haaen issued in arm’s length
circumstances. Division 820 can then opetéte.

3.63 The thin capitalisation rules are extremely dethidend it is not my
intention to examine them beyond noting that oraglalle method for calculating
a tax-allowable amount of déBt is the so-called “arm’s length debt amodft”
This has been described by the ATO as a “modifiuiit's length approadfr.
The determination includes both “would” and “coultimensions, namely (i) an
amount of debt that the entity “would reasonablyekpected®to have” (which is
attributable to its Australian business), and &) amount of debt that would be
provided by unaffiliated commercial lenders — what the taxpayer “could” have
borrowed. Several factual assumptions are requiiedluding that “any
guarantee, security or other form of credit suppprovided to the entity in
relation to the Australian business by its assesii disregardéd. These words
appear to refer only to formal or legal obligationst to implicit credit support
(although the reference to “other form of credport” muddies the water).

362 Subsection 815-140(2); Explanatory Memorandumagraphs 3.143-3.149. This
approach is said to maintain the administrativereggh in TR 2010/7 (paragraph 3.100 below),
which was confirmed in Subdivision 815-A.

363 Division 974 Income Tax Assessment Act 1997 mtesi a mechanism for

characterising instruments as debt or equity, ooy for thin capitalisation purposes. Division
974 is itself subject to a review by the Board akation:
http://www.taxboard.gov.au/content/content.aspx2dedews_and_consultations/debt_and_equ
ity/default.htm&pageid=007 (accessed 17 August 2015

364

Section 820-105 for outbound investment and @e@R0-215 for inbound. However,
most entities subject to thin capitalisation ruleake use of the alternative safe harbour test:
Board of TaxationReview of the Thin Capitalisation Arm’s Length D&bst(December 2013),
paragraph 3.12.

365 Taxation Ruling TR 2010/7 paragraph 63.

366 In Taxation Ruling TR 2013/1 paragraph 33, theDAditesCommissioner v Peabody

[1994] HCA 43 paragraph 31 (a High Court case ostlia’s general anti-avoidance rule): “a
reasonable expectation requires more than a pligsibit requires a prediction as to events
which would have taken place ... and the predictiamstnbe sufficiently reliable for it to be
regarded as reasonable”. There is a possible agads here to the UK’s section 154(4)(b)
TIOPA: paragraph 3.161 below.

367 Subparagraphs 820-105(2)(e)(i), 820-215(2)(e)(i).
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3.64 The Board of Taxatiofi® issued a discussion paper in December 2013,
Review of the Thin Capitalisation Arm’s Length D&bst One of the issues on
which stakeholder comments were sought was “whethnedit support from
related parties could be recognised in particulacumstances when they
correspond to ordinary commercial dealings and @b mepresent integrity
concerns, and how to determine those circumstarféesNoting the uncertainty
as to whether implicit support is currently addeesdy the statute, the Board
observed that “[n]ot excising implicit parent oogp support could undermine the
purpose of isolating the stand-alone busin€8s” Stakeholders were invited to
comment on the extent to which lenders would tak# iaccount implied
support’’, it being noted that “[aJccordingly there is somacertainty as to
whether the policy of identifying and excising thgpport provided to the stand-
alone Australian business should also extend tdicihgredit support that can
arise from parent entities or other group entiti&s”

3.65 And —

“[a]rguably, parent or group affiliation is direc relevant to the amount of debt an
Australian business can borrd(®, The strategic position of the entity in the eoatof

the group’s business directions, reputation, theneenic benefit to the Australian
business of using the parent’'s name and other facan result in implicit support being
provided ... For example, consider a situation wrameAustralian company is rated on
its own as sub-investment grade, but is consideoed to its parent. This could result in
a significant uplift to the Australian company’sirgy, and as a result, it could be argued

by the taxpayers that the company would be abi®tow significantly more defft. The

368 A non-statutory advisory body charged with cdniting a business and broader

community perspective to improving the design okaton laws and their operation:
http://www.taxboard.gov.au (accessed 20 August 015
369

Page 28, question (g).

370 Paragraph 4.58.

3 Page 36 question (e).

372 Paragraph 4.56.

373 Contrast the attitude currently (but in my viewsguidedly) adopted by HMRC:

paragraph 3.189 below.

374 Paragraph 5.38 acknowledges that “the transfeinpgrrules also factor in credit

support, which the thin capitalisation rules exefuednd “if the operations of the subsidiary are
core to the group, the credit rating of a subsida@uld be ‘notched’ up such that it has the same
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fact that the Australian company is making lossesilev not affect the uplifted ‘core’
rating, as the taxpayer could simply argue thasspie the Australian company’s losses,

the ultimate parent will continue to fund the Aaan company’s debt obligations (for
example, through equity injections which coverititerest payments)**°

3.66 Noting that “adjustments to credit support to complith thin
capitalisation rules could be complex and requietaided analysis to be
performed” (against its terms of reference of reayiccompliance costs and
making the arm’s length debt test easier for th®©A® administer), the Board of
Taxation asked “whether there is a need to beténe& and provide guidance on
the identification and exclusion of certain typek avedit support to avoid

inappropriate outcomes and, if so, how this coeldbhieved ?°.

3.67 The Board reported on 19 December 2014; the docuwmas released

on 4 June 2015. Submissions from Chartered AcemisitAustralia and New
Zealand and PwC had contended that “for transfemgyr purposes, implicit credit
support is a relevant factor in determining arng'sgth rates” and proposed that
“only explicit credit support is to be excluded fnahe ALDT analysis [as this]
would provide certainty to taxpayers, would be dstest with commercial
lending practices, and would better harmonise i@ ¢apitalisation and transfer
pricing regimes®’. The ATO interestingly acknowledged the dual effeof
implicit support as tending to (i) reduce arm’s gdn interest rates, and (ii)
increase borrowing capacity. The Board concluded, and has recommended to

credit standing as its foreign parent, resultinghia subsidiary paying the same interest rate that
the parent would be expected to pay for its debfareover, in the transfer pricing context, “[ijn
considering the arm’s length interest rate for &egiloan arrangement, all the relevant
commercial and financial conditions surrounding tilve entities need to be taken into account”
(paragraph 5.40). Thus the Board asked “whethemetfs scope for placing greater reliance on
the analysis undertaken under the transfer prioigs in applying the ALDT and, if there is
scope, how this can be achieved while preserviegritended outcomes of both regimes”. (Q
5.2 Issues/Questions, (b).)

375 Ibid., paragraphs 4.57-58.

376 Ibid., paragraph 1.6 and Q 4.2 Issues/Questions, (g).

s Paragraph 5.17. Presumably the comment abouicitrgipport in the transfer pricing

context relates to the modern law in Subdivisiod8-B to 815-D: paragraphs 3.50 to 3.58
above.

378 Paragraph 5.18. See the diagrammatic repregentat paragraph 5.14, Fig XI,

below.
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the Government, that implicit support should not déeluded (so could be
recognised) in the ALDT analysis. However, thipegrs to be based on the view
that implicit support “tends to affect the price agbt but not the amount of debt
available in commercial dealings” (the latter belitige crucial question in an
ALDT context™™).

3.68 Mention should be made of the formerly applicabl in Division 13
Part Il (sections 136AA-136AG, introduced in 19%82‘overcome difficulties” in
the former Division 13 exposed yommissioner v Commonwealth Aluminium
Corporation Ltd®% of the Income Tax Assessment Act 1936. Thisslagon
was under consideration in the case law discusséalvbat paragraphs 3.72ff.
Section 136AC defined “international agreements” essentially, cross-border
agreements involving an Australian taxpayer for supply or acquisition of
property, “property” itself broadly defined to imcle service§’. Where the
Commissioner was satisfied that the parties weredealing at arm’s length,
section 136AD deemed the consideration receivedamivable by a taxpayer who
had supplied property to be that consideration tvigc‘equal to the arm’s length
consideration”. Section 136AD(2) addressed theasitn where no consideration
(rather than inadequate consideration) was recebyedhe taxpayer. Section
136AA(3)(c) explained “the arm’s length considevati as what “might
reasonably be expected to have been given ... undeaigeeement between
independent parties dealing at arm’s length wittheather”. Section 136AD(3)
provided the converse rule for acquisitions of fpdy” by an Australian
taxpayer, again imputing “arm’s length considenaitio

3.69 Detailed guidance was provided by Taxation Rulifiy9/14, but little

is to be found there of relevance to the recogmibd passive association, and
nothing directly engaging with the topic. IndeéR 94/14 was concerned
primarily with transactions in goods and other thlgyassets. One interesting

379 Paragraphs 5.27-5.29, citing discussions with uamamed Australian lending

institution and with the Australian Prudential Region Authority.
380 (1980) 143 CLR 646; see TR 94/14 paragraph 155.

381 Subsection 136AA(1), the definition encompassiransactions for royalties and

loans.
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comment though is that, in discussing the impoeaot bargaining power, the
ATO decided to “go further” than the OEGB to “add that where [conditions
similar to those existing between unrelated pdrtas exist, failure by the
members [of an MNE group] to exercise that auton@ng operate as separate
profit centres, would be unlikely to lead to a teshat is consistent with the arm’s
length principle®®. TR 94/14 also observes that “independent paviles were
dealing at arm’s length would each compare theooptrealistically available to
them and seek to maximise the overall value of trespective entities from the
economic resources available to or obtainable mmth and “minimise the
consideration to be given in respect of the actioisbf property®**. The ATO'’s
glosses upon these related concepts (relative ibamgapower and options
realistically available) lend support to the vidwat a borrower which could raise
funds externally at a certain price, or in a carguantum, should not be required
to report a less favourable transaction with iteptior other affiliate.

3.70 Subdivision 815-A (no longer applicable) was inioed by the Tax
Laws Amendment (Cross-Border Transfer Pricing) 2@12, controversially with
application to income years beginning on or aftefuly 2004 in part as a
statutory response to governmental dissatisfaatibh the SNF case (paragraph
3.74ff below). The legislation recited its equaate to, but independence of, the
“transfer pricing rules in Australia’'s double tagraements”, and its object as
ensuring that “amounts are appropriately broughtatoin Australia, consistent

382 See paragraph 1.5 TPG.

383 TR 94/14 paragraph 55.

384 Ibid., paragraphs 66, 68(b).

385 The new legislation was considered to be “comsiswith Parliament’s view that

treaties provided a separate basis for making fearmicing adjustments” according to the
Explanatory Memorandum on the 2012 Bill, page Zpite the “contrary argument [which]
relies on a general argument that tax treaty redemot be used to extend taxing rights beyond
the limits of domestic law”: paragraph 1.21. HoeeV'tax treaties do not generally apply to
restrict the right of states to tax their own resi$”: paragraph 1.34, citing paragraph 6.1 OECD
Commentary on Article 1 MTC. Australia’s tax trieatare incorporated into domestic law by
the International Tax Agreements Act 1953. dase 53(1963) 11 CBTR (NS) 261, 279, the
Board considered that a forerunner of Article 9tige IV in the then applicable UK-Australia
treaty) was “not a formula for determining taxaivleome; it is a directive to be observed in the
course of determining taxable income ... the Commisi could, in our view, take into account
in the course of determining taxable income profitgalculated in accordance only with Article
IV". See now theChevroncase (paragraph 3.82ff below) at paragraph 6thfoFederal Court’s
conclusion that Article 9 does not confer a segsaat] independent power to tax.
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with the arm’s length principle”, namely “profitshich would have accrued to an
Australian entity if it had been dealing at arn@éadth, but by reason of non-arm’s
length conditions operating between the entity asidoreign associated entities,
have not so accrue¥®. The key operative provision, section 815-10npted
the “negation” of a transfer pricing benefit, butlpin cases where a tax treaty
with an associated enterprises provision equivalemt Article 9 of the
Australia/UK treaty applied to the entity.

3.71 For Australian resident entities, a “transfer pricbenefit” would arise
if the requirements of a treaty associated entsgprarticle are met; “an amount of
profits which, but for the conditions mentionedtire article, might have been
expected to accrue to the entity, has, by reasothaf$e conditions, not so
accrued”; and, had that amount of profits so actrieethe entity, its taxable
income for the income year in question would betgethan its actual amodt
Thus, in effect, “the transfer pricing articles tmned in Australia’s tax treaties
are able to be applied independently of Divisiontir®ugh explicit incorporation
into the ITAA 199723  Determining whether a transfer pricing beneit tbeen
obtained, and interpreting a treaty provision, werbe done consistently with the
MTC and its Commentaries and the TG

Case law

3.72 Before the importanChevron case (paragraph 3.82ff below), which
bears directly on the passive association topicstralia had provided just two
significant substantiVé® transfer pricing casesRoche Products Pty Ltd v

386 Paragraph 815-5(a).

387 Subsection 815-15(1).

388 Explanatory Memorandum paragraph 1.52.

389 Section 815-20. The TPG were described as ftteriational consensus on transfer

pricing” containing “authoritative know-how on tla@plication of transfer pricing rules”, citing
the view expressed in the UKBSG case (paragraph 3.165 below) that the TPG weme st
evidence of international thinking” on the topicdanatory Memorandum paragraph 1.93.

390 Syngenta Crop Protection Pty Ltd v Commissiof2005] FCA 1646 andV R
Carpenter Holdings Pty Ltd v Commissiorj2008] ATC 20-040 focused on procedural issues;
Daihatsu Australia Pty Ltd v Commissiorf@001] ATC 4268 was an unsuccessful attempt by
the taxpayer via judicial review under the Judigigkct 1903 to invalidate Division 13
assessment§an Remo Macaroni v Commissiofig®99] FCA 1468 concerned the application
of Division 13 to an unrelated party transactiddee the Australia chapter by Richard Vann in
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Commissioner® and Commissioner v SNF (Australia) Pty E%1 Both cases
were concerned with sales of goods to Australidpager companies by their
foreign affiliates, and in both cases the reledam was primarily Division 13 of

Part Il of the Income Tax Assessment Act 1936.

3.73 The Roche case has little to say of general importance about
interpretation of the arm’s length principle. Tloeus was on the “arm’s length
consideration” demanded by section 136AD of the 619%ct, though the
Commissioner also invoked Article 9 of the Austelwitzerland double tax
treaty and the equivalent provision in the Aus&r8ingapore treaty. However,
the parties “spent little time dealing with the wsrof either set of provisions and
effectively accepted that the same result wouldiobivhichever was applied”, it
being “pointed out that the concepts of ‘indepem@érand ‘arm’s length’ are
almost interchangeabf®® The judge did not find it necessary to rule e t
applicability of the treaties, but thought thatéth is a lot to be said for the
proposition that the treaties, even as enacted@®opthe law of Australia, do not
go past authorising legislation and do not confawgr on the Commissioner to
assess. They allocate taxing power between thatytrparties rather than
conferring any power to assess on the assessing $6d The case was decided
on the basis of the expert evidence on pharmaedutiarket pricing, rather than

delving into the significance of the economic cleéeastics of the parties.

3.74 The SNF case, on the other hand, contains some signifd@otssion
of the arm’s length test, as well as opining ugunlegal effect of the TPGSNF
also concerned the application of section 136Alhe Rustralian company had

Baistrocchi and Roxan (2012) at page 397ff for \deme of these casesCase 53(note 385
above) engages with the interaction of the earlyAilstralia tax treaty and the then applicable
domestic law in section 136 of the 1936 Act.

391 [2008] ATC 10-036; [2008] AATA 639.

392 (2011) 13 ITLR 954.

393 Roche paragraph 17.

394 Ibid., paragraph 191. The ATO released a Decision ¢mBtatement asserting that
the Commissioner was not bound by the observatibtise judge on the treaty aspect and would
continue to adhere to the position that a treaty pravide a separate basis for assessing transfer
pricing adjustments. Also the “decision is confindo the facts of the case”:
http://law.ato.gov.au/atolaw/view.htm?DoclD=LIT/I@PT2005/7/00001 (accessed 17 August
2015).
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purchased polyacrylamides from French, Chinesel#diffiliates. It had been
consistently loss-making. The Commissioner deteethithat the prices paid by
the taxpayer exceeded arm’s length prices.

3.75 SNF has been controversial for two reasons. Firstejécted (in the
context of a dispute about the relevance of the @entaries/TPG to the
application of Australia’s treaties with France,ifzhand the US) the applicability
of the TPG — on the basis that the Commentaries weraid to construction only
where the states concerned had agreed that theidgbe so, or it was the practice
of the states to do so. The guidelines were noentban that: guideliné¥.
Secondly, and partly in view of the conclusion dw trelevance of OECD
principles, it was not necessary for comparablest@ations — in the context of a
comparability examination - to reproduce all thecemstances of the taxpayer
apart from the lack of independence: instead, #iscted in OECD thinking, it
was acceptable to have regard to similar casesendgustments could reasonably
be mad&®,

3.76 The latter point is relevant to this study. SNFthe ATO argued that
“the transfer pricing exercise requires the chamdeonly one fact — the
relationship of the parties — and that otherwisettdxpayer was to be regarded as

395 “It is plain from that statemenpéragraph 16 of the preface to the TPGowever,

that the guidelines are just that — guidelines. édradtt 31(3) ¢f theVienna Conventidrthey can

be examined only if they reflect the subsequenéement of the states in question or, under art
31(3)(b), ‘any subsequent practice in the applicatof the treaty which establishes the
agreement of the parties regarding its interpratati ... There was no evidence that any of the
states in question had adopted the practice ofyaqgpthe guidelines to any of the circumstances
in which art 9 of the model law might obtain in ithgrisdictions. ... The guidelines are not a
legitimate aid to the construction of the doublgatin treaties. ... There is no principle of
statutory interpretation which requires domestgidiation of the present kind to be read as if it
were itself an international agreemer8NF, Full Federal Court at paragraphs [116]-[118].

396 The Full Federal Court approved — at paragragii][1 the trial judge’s approach (at

[2010] FCA 635 paragraph [44]) to identifying arnkémgth consideration: “I do not accept the
Commissioner’s submission that the test is to d&tex what consideration an arm’s length party
in the position of the taxpayer would have given tloe products. The essential task is to
determine the arm’s length consideration in respéthe acquisition. One way to do this is to
find truly comparable transactions involving thejaisition of the same or sufficiently similar
products in the same or similar circumstances, a/fteose transactions are undertaken at arm’s
length, or if not taken at arm’s length, where ahli¢ adjustment can be made to determine the
arm’s length consideration that would have takextlif the acquisition was at arm’s length.”
The judge’s reference to the “position of the tapgua should not, in my view, be taken to mean
that the taxpayer’s position (circumstances) islévant, but rather that adjustments could be
made to align a putative comparable with that posit
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having all its other characteristics, includingtivis case that the taxpayer was in
perennial loss*”.

3.77 As in theRochecase, a large portion of ti8NFdecision is preoccupied
with the quality of the competing evidence on coraptes. Much attention is
paid to comparability of contractual terms, compdity of product, differences
in markets and the functional analysis of buyefside from the taxpayer losses
issue, none of this touches on the economic cirtamoss of the buyer in a way
relevant to this study’s discussion of passive @asion. The Court did however
set out the fundamental interpretive challenge sseasing what is meant by a
transaction between “independent parties at armrgyth” (as postulated by
section 136AA(3)(d)). The possibilities contempthtey the Court were: (a) a
purchase by the taxpayer from a hypothetical atemigth supplier; (b) a purchase
by a hypothetical purchaser from the taxpayer'si@csupplier; (c) a purchase by
a hypothetical purchaser from a hypothetical arfergth supplie’®. This can be
analogised into the loans/credit context: (a) adwing from a hypothetical arm’s
length lender; (b) a borrowing by a hypotheticatrbwer from the actual lender
(e.g. the parent company in a simple parent compangting scenario); (c) a
borrowing from a hypothetical borrower from a hypetical arm’s length lender.

3.78 At first sight surprisingly, the Court itsNF took exception to the
Commissioner’s advocacy of the proposition thafrigposimply removes the fact
of interdependence and non-arm’s length dealind, diberwise the exercise
involves taking into account all the circumstanedsch bear on the price” - in
other words, the arm’s length principle requireseaquiry into what a purchaser
in identical circumstances to those of the taxpayeuld have paid, but for its
membership of the group, with reliance being plaocedparagraph 1.6 TPG.
Leaving aside the particular context of the lossing Australian taxpayer, as a
general proposition this does not seem extravadiowever, the Court grumpily
complained that “[tlhe deeply impractical naturetbis submission is manifest
from the outset” — and regarded the consequentkeo€ommissioner’s position

397 (2011) 13 ITLR 954, 958d.

398 Paragraph [91].
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as ‘“requiring a strict norm of operation inflexiblsequiring one kind of

comparable and forbidding all others and it refusesdmit the possibility of

making adjustments for differencé®” It seems however that the Court’s
irritation was with the Commissioner’s insistendesatt the only comparable
situations which could lawfully be examined undect®on 136AD(3) were those
sharing the same characteristics as the taxpay@part from its non-

independence from the grod) rather than with the formulation above:

“but what is to occur, one may ask, if no such caraples are available; what if there

exists no other business sharing all the same featof the taxpayer bearing on price so
that the crystalline perfection the Commissioneorsits is demanded by s136AA(3)(d)
cannot be achieved? The Commissioner's submisgoessarily means that a taxpayer,

who bears the onus in tax appeals, can never sddoesuch a case for the bar will be set
¢

at an unattainable heigh
3.79 This feels like quite an extreme way of rejectihg Commissioner’s

basic formulation of the arm’s length hypothedidoreover, the rejection is not in
terms applied or addressed to the taxpayer’s ladsng history. The Court went
on to explain how the TPG contemplate comparalalitjpistments by reference to
the five comparability factors (which of course luge the “economic

circumstances of the parties”). Referring tothe DSGcase (paragraph 3.164ff
below), the Court concluded that when there weréena differences between
the taxpayer and any proposed comparable, suckrehifes should, where
possible, result in adjustment and not the exctusibthe comparabfé’. The

ATO placed some reliance on the Special Commisssorm@®mments about the
relevance of the actual characteristics of theig@rparagraph 3.165 below. But
“on no reading did [the TPG] support the Commissitsrsubmission that one
was required to examine only putative purchaser® wlere in the same

399 Paragraph [102]f. There is an echo here of tBeTdx Court’s approach in tHéS

Steelcase, paragraph 3.220 below.
400 Paragraphs [9]-[10].
401 Paragraph [102].
402 Paragraph [105].
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circumstances as the taxpay&” Clearly this is correct where credible

adjustments can be made.

3.80 Given the Court’s tantalising formulation of thedrpretive meaning of
“independent parties acting at arm’s length” (paapf 3.77 above), the decision
is disappointing because, having formulated thestue about the hypothesis to
be applied, it fails to answer it. The judgmentiggophises about the notion that
independence is a relative concept: “[a] requirdmdéor example, that two
businesses be more than 20km apart says nothing albere either business is
situated.” In looking at section 136AD —

“it would be unsound to read it as requiring any madhan that the two parties in

guestion should be independent of each other;ithdhe ordinary meaning is not as the
Commissioner contends ... There is no doubt thatiosect36AD(3) is, as the

Commissioner submits, about the taxpayer; howeveges not follow from acceptance
of all those features that arm’s length considemati which does not, in general, refer to
the actual position of either party — must be teghsis overlaid by a further requirement
that the consideration not only be at arm’s lenigth that the arm in question be attached

to the taxpayer.*

3.81 Thus, at least prior to the legislative moderngatdescribed above,
“[tihe decision suggest[ed] that the arm’s lengtingple of Australian tax law

must be characterized as an objective, market-bsisediard that deviates from
the arm’s length principle of Article 9(1) of theEGD model tax treaty®>.

3.82 With judgment delivered in October 201Ghevron Australia Holdings
Pty Ltd v Commission&f has been the first Australian transfer pricingects
address loan pricing, and represents a signifistep in the development of
international jurisprudence on the recognition afsgive association. The
taxpayer in the case was an Australian subsidiZ®AKIPL") of the merged
Chevron/Texaco group. CAHPL borrowed funds fromotwn US subsidiary

403 Paragraphs [104]-[108].
404 Paragraph [99].
405 Wittendorff (2012) page 1132.

406 [2015] FCA 1092.
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(“CFC”) which had been formed to raise finance bguing US$ commercial
paper to the market, guaranteed by Chevron Coripar&to guarantee fee being
charged to CFC). CFC lent substantial amountistparent CAHPL in Australian
dollars. See Fig. VII below, including the red llighting of the loans/interest
which were contentiod®. Over five years, CAHPL paid CFC approximately
A$1.47 billion of interest. For the most part, tikerest rate charged was A$
LIBOR + 4.14%, totalling about 9% p.a. By contraSEC’s commercial paper
carried rates at or around US$ LIBOR (around 1.2%) the interest paid by
CAHPL, the ATO sought to disallow A$601 million,vioking section 136AD
Income Tax Assessment Act 1936 and alternativelpdiision 815-A and
asserting interest and penalties of around A$88omilThe ATO argued that the
rate of interest payable by CAHPL should be summa@sby implicit support
available to it from within the Chevron group. dddition, the ATO considered
that Article 9 of the Australia-USA double tax thgarovided a separate and
independent basis for making an adjustment to dkaktie income of CAHPL.
Whereas the ATO’s expert witnesses suggested thsttamdalone rating for
CAHPL of “BB” should be increased by even as musl6&® notches to A/AA,
the taxpayer denied the legal recognition of impbktpport, failing which “at a
stretch the most that the parent company, ChevipdZation, would be taken to
affect the risk rating of the subsidiary borron€AHPL, is one notch on the risk

rating scale®*®®

407 Chevron’s arrangements have been portrayed bynddia and NGOs as an alleged

tax avoidance scheme: see &gdney Morning Herald® October 2014, referring to the interest
rate differential, and dividends flowing back te ttaxpayer in tax-free form, quoting academic
censure of “effectively eroding the tax base in tfal@”.

408

and 195.

Taxpayer's Outline of Submissions, file 569/2012, August 2014, paragraphs 180
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Fig. VII
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3.83 The case has addressed multiple complex and ieksted issues,

including the validity and interaction of assessteseunder Division 13 and
Subdivision 815-A; the effect of Article 9 of theustralia-US tax treaty, both as a
separate and independent taxing provision and &asanciated enterprise article”
within section 815-10(2); the ability of the taxthlority to recharacterise or
reconstruct the transaction undertaken (e.g. aardegcurrency, loan terms,
seniority, security); and the constitutional valdiof Subdivision 815-A.

Importantly for this study, one particular battiddi was the significance of
implicit support from Chevron Corporation in theigmg of the intra-group

lending from CFC to CAHPL.

3.84 Specifically, the taxpayer contended that the lagiee phrase
“consideration that might reasonably have been @rpeto have been given ...
[by] ... independent partie$* “is one that necessarily requires the removalllof a

409 Section 136AD(3)(d) Income Tax Assessment Act6193
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the connections between the actual parties in tymothesis or comparison
mandated by the provision. Unless all connectemesremoved, parties will not
be independent of each other. That includes comownership by a single
person”’; and “the legislation ordinarily requireseoto exclude the particular
attributes of the parties in question, and to faogtead upon the intrinsic value of
the property or services in question. As a consece, S 136AD should be

construed as requiring the specific circumstancésthe taxpayer to be

1410

disregarded The taxpayer then drew the analogy with propegiuation

where the actual attributes of the seller (e.guaawillingness to sell) are said to
be irrelevant. On the other hand, the taxpayemrécty, of course) accepted that -

“the general rule against introducing [attributesf éhe parties] to the Division 13
hypothetical inquiry needs to be qualified. Thevpsion of financial accommodation is
an example of such a transaction. From an econgreispective the characteristics of
the borrowing entity are of utmost importance irtedmining an interest rate on a

IOan".411

3.85 However, the taxpayer maintained that -

“the assets, risk and functions of CAHPL to beihttred to the hypothetical inquiry are
those of CAHPL as a standalone entity. This isgbet of disagreement with the
Commissioner. ... That would require the exclusidrsich a thing exists as a legal
concept) of what ratings agencies refer to as ‘iniplsupport’, namely the assumed
existence of a willingness (or the perception efékistence of a willingness) of a parent
of the borrower to provide the borrower with cresditpport in the event of default on the
obligation to repay the loan, in the absence of Eggally enforceable obligation to do so.
The concept of ‘implicit support’ or credit benedibtained by reason of the taxpayer’s
affiliation with Chevron Corporation is the very quuct of the non-arm’s length
relationship. To take account of so called implsiipport requires a preservation of a
key aspect of the non-arm’s length relationshipMeen CAHPL and CFC, which is

410 Taxpayer’s Outline of Submissions, file NSD563/2011 August 2014, paragraphs

132(b) and 140.

a1t Ibid., paragraph 151.
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contrary to, and incompatible with, the conceptinflependent parties’ prescribed by s
136AD(3)".**

3.86 Moreover, in testing the conditions on which paagdr 815-15(1)(c)
operates, i.e. the conditions “which might be expécto operate between

independent enterprises dealing wholly indepengeavith one another” —

“[t]he relationship between the lender and the bmwer must therefore be eliminated in
order to undertake this task, and in a situatioreventhey are sister companies, so too
must the relationship between each of them and tteenmon parent. ... The OECD
Guidelines provide that two enterprises are ‘indegent’ if they are not ‘associated
enterprises’. It follows therefore that all andyaattributes that give rise to entities being
‘associated’ within the meaning of Article 9 mus @isregarded in determining the
attributes of the independent parties. ... The teah#rticle 9 thus require one to
hypothesise a standalone borrower and a standaleneer. There is no room for
implicit parental support which of necessity desiieom the common owner, Chevron

Corporation.”™*?

3.87 It is notable also that the taxpayer took the pmsithat —

“in most cases the attribution of the charactedstiof the supplier of financial
accommodation (including their cost of funds) ist nequired because those
characteristics do not, ordinarily, impact on thegng of the financial accommodation.
What is priced is the likelihood of default by thegrower which, in turn, depends on the
characteristics of the borrower. ... On that basis,the characteristics of the actual
lender, and in particular CFC’s own funding coste irrelevant to the statutory
hypothesis. ... The only attributes of the actualiparthat are removed in determining
the attributes of the hypothetical independent ipartare those that arise from the
relationship between the actual borrower and theuakt lender (and their common

parent) which result in those actual parties nainigeindependent’.**

3.88 The Commissioner on the other hand argued thattiagsaagency
would have attributed to CAHPL a rating “having aedjto, among other factors,

412 Ibid., paragraphs 153-154.
413 Ibid., paragraphs 236-239.

414 Ibid., paragraphs 155-156. Compare paragraph 5.4 below
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the implied support CAHPL enjoyed by virtue of pesition as a prominent
subsidiary of [Chevron Corporation], rather thanf&&AHPL was an orphan with
no parental suppoit™®. In particular, the legislation “(a) [did] not thorise the
artificial assumption that CAHPL was not 100% owtyd Chevron Corporation]
(or a hypothetical equivalent parent); (b) [did]}t muthorise the determination of
the arm’s length price to be made on the false thgsis that CAHPL enjoyed no
parental supporf!®. Moreover, “[iimplied support is no different &y other
factor which might influence a lender’'s view of tleeeditworthiness of the
borrower and the terms on which it might be preparelend. ... In this way,
parental support influences a subsidiary’s armrgyile borrowing cosf*”. The
ATO also disagreed that the lender’'s cost of fuadsl risks assumed were
irrelevanf® and argued that it is erroneous to permit a tgespaimply to “enter
into a related party loan on such disadvantageemwsstto the lender in respect of
gearing, covenants, repayments and currency thaldwoevitably lead to a loan
that would be unattractive to a lender and woulthezi not be made by an

independent party or, if so, would involve a veigthrate of interest*®.

3.89 The Federal Court robustly dismissed the taxpayeasé” on the
procedural and constitutional issues and indeeddjasted its argument that the
quantum of its interest payments was at or bel@natim’s length consideratitf
(though the Court found that the tax treaty coutnt be relied on by the
Commissioner as a taxing power independent of thgomal legislatiofd).
Substantial evidence of ratings methodology anthgaagency practices was
heard and summarised in the decision, but ultimatiet judge found that the

415 Commissioner’s Outline of Submissions, filed 25ugAst 2014, file number

NSD569/2012, paragraph 15(a).

416 Ibid., paragraph 122.

all Ibid., paragraphs 140-141.

418 Ibid., paragraph 108.

419 Ibid., paragraph 112.

420 An appeal to the Full Federal Court was filed ®kevron in December 2015:

http://taxinsight.thomsonreuters.com.au/chevrondfer-pricing-case/ (accessed 9 January
2016).

421 [2015] FCA 1092, paragraph 525.

422

Ibid., paragraph 61.
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correct comparator for the controlled transactiomswcommercial (bank)

lending®® and therefore ratings practice was not relé\ant

3.90 On the correct comparability hypothesis, the Céauhd the exercise to
be “to address an agreement between two partiespamdient of each other,
neither being an actual party to the actual loanT]he exercise should [not]
depart from reality more than is necessary ... [asldduld remain close to
undertaking the actual loan ... [including] what hagn shown on the evidence to
be relevant in the market in question ... [e.g. whdtkhe hypothetical borrower
not being the taxpayer has at the time of the tmatain financial resources which
the lender would regard as relevant to the prioifige loan*?*.

3.91 Specifically on the effects of group affiliationsyhile the Court

accepted the requirement to assess conditions eetiwdependent parties —

‘it by no means follows that where, as here, thdities in question are sister
companie¥®, also to be eliminated is the relationship betweeih of them and their
common parent ... [Ilndependent enterprises dealifgplly independently with one
another may still be subsidiaries and may still@aubsidiaries ... | therefore accept the
respondent’s submission insofar as he contendddibee was no legislative warrant for
ignoring affiliation between a hypothesised pandyattransaction and other members of
that party’s group of companies. ... ‘Implicit suppaonay be generally relevant when

assessing a borrower’s credit rating.”

3.92 ThusChevronpresents an endorsement of the requirement t@mne=m
passive association in pricing controlled transansi In any particular case, the
evidential and quantitative aspects may be chalgngin Chevron “implicit
support had very little, if any, effect on pricidg®, but the principle is clear.
Thus the Court has rejected the taxpayer’s view #ti@@ibutes arising from the

group relationship should be excised. This sitgnfootably alongside the

423 Ibid., paragraph 503.

424 Ibid., paragraphs 254, 433, 469.

425 Ibid., paragraphs 499-502.

426 In fact the parties were parent and subsidiany,tihe judge’s point is correct to the

extent of looking to a common controlling parest Chevron Corporation.

421 Chevronjudgment, paragraph 606.
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Canadian jurisprudence. It is appropriate to elate price-distorting effects of
control, but it goes too far to eliminate all etieof affiliation.

Tax authority practice

3.93 Early ATO guidance on Division 13 as it relatedld@ans and credit
balance¥® confirmed that “all relevant facts and circumsemsurrounding an
international agreement will be taken into accdnrdetermining an arm’s length
consideration”; this would include the credit stimgdof the borrowéf®. The
ATO also confirmed their view that “independent tgs when evaluating the
terms of a potential deal would compare the dedhé¢oother options realistically
available to them and would enter into the deal ahthere was no alternative
clearly of greater commercial advantage to theviddal entity**® “[i]t would
not be expected that a seller would accept lesslryer pay more than the open
market price ... or settle, for example, for lessfipro. than would have been
available to an uncontrolled enterpri$d!” Also as to comparability, “the
fundamental principle of the [TPG] and the statytobjective of the Australian
rules are the same, namely, what truly indepengarties acting independently
would probably have donim the taxpayer's circumstancés® In relation to
intra-group services, including the provision afdnce, “the position on incidental
benefits taken by the OECD in paragraphs 7.12 ah8 @f its 1995 Report” is
adopted by the ATH?

3.94 A thoughtful and informative discussion paper wasdpiced by the
ATO in June 2008intra-group finance guarantees and loans — Applaatof

48 TR92/11.
429 Ibid., paragraphs 80(a), 83(g).

430 TR 94/14 paragraph 315; TR 97/20 paragraph 2l4.this context (TR 97/20
paragraphs 2.5 and 2.17) the ATO also posed thgtiqneas “what would have happened if the
ownership link had been severed and the enterprse motivated by its own economic
interest?” | do not consider that one can infamfrthis that the ATO was rejecting the
recognition of passive association; in any evenhsequent developments are clearly to the
contrary.

43t TR 97/20 paragraph 2.17.

432 TR 97/20 paragraph 1.23, my emphasis.

433 TR 1999/1 paragraph 32.
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Australia’s transfer pricing and thin capitalisatiorules™*

, Inviting comments
from the public on the ATO’s “suggested methodolayd framework” for
arriving at arm’s length debt pricing. The paper dot commit the ATO to any
particular position, and has since been withdrabuat nonetheless may be
regarded as a fair summary of their thinking at tihee. One objective was to
build on TR 92/11 which, as noted above, includestlitworthiness as a factor in
determining an arm’s length interest rate, butrdittaddress how creditworthiness

is determined.

3.95 The paper observed that “major lenders and thealamiarkets more
generally will have regard to group relationshipsevaluating the credit risk they
are prepared to assume in respect of any one gyoumustry”, and “a lender
may be prepared to lend to a subsidiary of a majaltinational, which may not
be creditworthy on a strict stand-alone assessmémre the lender judges that
the subsidiary is conducting activities that areectm the group’s activities and
that accordingly the parent is likely to stand behihe subsidiary in the event of

difficulty lest its own credit rating be adversalffected***.

3.96 Four scenarios were discussed in detall: (i) amdoan to a subsidiary
that could not borrow on a stand-alone basisa(parent loan to a subsidiary that
could borrow by itself; (iii) a parent guarantee the benefit of a subsidiary that
could not borrow on a stand-alone basis; (iv) @ptguarantee for a subsidiary
that could borrow by itself, but which enables thédsidiary to access a lower
interest rate. “Explicit credit support” is diggmished from “implicit credit
support”, the latter including “credit support abtd as an incidental benefit from
the taxpayer’'s passive affiliation with the multiomal group, its parent or
another group membéf®. In each of the four cases, the ATO was at least
amenable to implicit support being taken into actomn pricing the relevant
instrument. In scenario (i), the arguments for agdinst are recited: “[sJome say

that to do so would be inconsistent with the arl@rgth principle embodied in the

434 Cited in the IndiaMicro Ink case, paragraph 3.139 below.

435 Paragraphs 25-26.

436 Ibid., paragraphs 52-53.
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Associated Enterprises Articles of Australia’s dieutax agreements and Division

13, which are based on the outcome that would beeaed by independent parties
dealing wholly independently with each other. @shargue that since the

notching advantage flows from the market and natething the parent company
has done or provided, the benefit to the subsidihould be regarded as incidental
and attributable solely to its being part of a éargoncern**’. The ATO then

seemed to lean towards the recognition of passisecation:

“There are no widely accepted objective criteriar fallocating such economies or
diseconomies of scale or benefits and disadvantagfesntegration and in such

circumstances it a may be appropriate to deterntir@eoutcome by reference to what the
subsidiary could achieve itself through dealingedity in the open market, despite the

fact that the market will pay some regard to afitbn.

“Accordingly, if on a stand-alone basis the subaigli had a credit rating below

investment grade which dictated an interest raté5%o but the market was prepared to
notch up the credit rating without any further fir@al support or binding commitment
from the parent to a level that allowed the sulasigto borrow at 12% it could be argued

that the 12% interest rate represents the correat's length transfer price*®

3.97 Similarly in scenario (ii), “it is arguably not aggpriate to adjust a
market price that includes notching benefits thatidentally arise from the

passive association of the subsidiary with the wigteup™*°

(i.e. arguably itis
appropriate to recognise passive association). sdenario (iii), independent
borrowers would not “be expected to pay fees foneliess that are already
available, whether those benefits are availabla ocast-free basis or have already
been purchased for full value”; and “[w]here a sdiasy derives implicit credit
support as an incidental benefit from its pareaféliation, the benefit derives
from the market, not from the provision of any segvby the parent
Depending on the facts and circumstances, it mathéiea subsidiary that is not
creditworthy on a pure stand-alone analysis is &blebtain the debt funding it

needs because the market is prepared to notcheugredit rating on the basis of

437 Ibid., paragraphs 74-75.

438 Ibid., paragraphs 75-76.

439 Ibid., paragraph 80.
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the subsidiary’s group affiliation”. An example géven of a subsidiary with a
strict stand-alone rating of BB which is nonethelascorded a rating of A+ by the
market based on parental affiliation; the AA-ratpdrent then provides a
guarantee: “[the benefit the parent has providedthe subsidiary is the
improvement in the credit rating from A+ to AA”, ub [tlhe benefit to the
subsidiary is the marginal saving in interest eggeinom being able to borrow on
an AA rated basis instead of the A+ rating it woblalve obtained without the
guarantee. This is the only benefit for which adejpendent borrower would be
prepared to pay**® Again, in scenario (iv) the value to the credastiny
subsidiary of an explicit parental guarantee id st reflect the difference
between its rating “after any notching up of thessdiary’s stand-alone rating that
the market was prepared to make” and the pareating?*’. Having provided
some rather clear indications that passive associat a relevant factor in pricing
controlled lending or guarantee transactions, th® Alightly muddied the water
with the concluding words in the discussion paper:

“[W]here a borrower and a guarantor or lender arelated parties, the application of the
arm’s length principle in determining a guarantes for loan interest rate requires that
regard be had to the creditworthiness of the boepwonsidered independently of its
parent. Unless an MNE group member is hypothesesed it were an independent
stand-alone entity separate from the group andoitser members it is impossible to
determine whether conditions operate between thenpand subsidiary that distort what
would have occurred if the parties were independdreach other and dealing wholly
independently with each other. The essence drihés length principle is the reliability

of the outcomes produced by independent partiesndeaholly independently with each
other in the open market. It is the absence of@ggnisational influence or impact and
the economic tension between the parties in thesenestances in seeking to optimise

their economic outcomes that generates reliability

“Accordingly, an arm’s length creditworthiness cde defined for the purposes of
applying the transfer pricing rules as being thedeof creditworthiness at which an

independent party would regard the risk as accdptab providing a loan or guarantee

440 Ibid., paragraphs 107-114. This 2008 commentary witsngly prescient of the
CanadiarGeneral Electriccase (paragraph 3.16ff above).

a4l Ibid., paragraph 117.
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to a borrower company without requiring financialpport undertakings from its parent,
and which results in a cost to the borrower thdbas it to remain viable and obtain an
acceptable return from its line of business. Tlamsarm’s length creditworthiness for a
borrower is appropriately determined using the @mia an independent lender or
guarantor would use to determine the probabilitydeffault if its only redress were

against the borrowing subsidiary*

3.98 This was less than crystal clear, but probablyAR®’s references to
“financial support undertakings” and “redress” ntearontractually binding
recourse, such that passive association stilltdebe considered in assessing the
borrowing capacity of a subsidiary in applying #ren’s length test. The phrase
“absence of any organisational influence or impdeds a strong flavour of
behavioural distortions caused by a control refetigp, not mere passivity. The
paper was withdrawn in December 2009.

3.99 At that time the ATO issued draft practice statenie® LA 3187. This
offered a “practical rule of thumb” approach, pdtmg taxpayers to set outbound
related party interest flows at a rate reflecting weighted average cost of debt of
the taxpayer’s foreign parent company. One comn@nthought that this “could
amount to an implicit endorsement of the ‘notchirmgncept when analysing
intercompany interest, wherein a subsidiary is @@vwas having the same credit
rating as its parent even in the absence of a fogmarantee”® The “rule of
thumb” was criticised by the Institute of Charter&dcountants in Australia as
akin to global formulary apportionment for interesfppense and because “it fails
to have regard to any factors that might materiatipact interest rates on loans
between independent parties e.g. security, subatidin term, eté”* the ATO
eventually accepted the Institute’s representdtian the draft practice statement

should be withdrawn.

442 Ibid., paragraphs 185-188.

443 Duff & Phelps Transfer Pricing Timesvol. VIl issue 3, available at
http://www.duffandphelps.com/services/tax/Pagesim@EArchive.aspx?itemid=28 (accessed 6
July 2015).

444 Submission dated 19 February 2010.
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3.100 Taxation Ruling TR 2010/7 importantly discussesittteraction of the
Division 820 thin capitalisation rules and the sf@&m pricing rules, albeit that
coverage of the latter related to the now repeBligion 13. The Ruling focuses
only on inbound finance, although “it is expectéattthe ATO will apply the
same principles for outbound transactidfis” The ATO emphasises the need for
the outcome to make “commercial sense in all theugistances of the casé®.
Naturally enough, the CUP method finds favour, batha worked internal
comparable example where transfer pricing ruledared inapplicable because a
loan from an independent lender is “sufficientiysar” to the intra-group defit’,
and in a general statement about determining ademngth consideration in
relation to debt funding: “[ijn practice, the mastiable method is that which uses
available data as to the pricing of a comparablen I[bbetween comparable
independent parties dealing at arm’s length in canaiple circumstances ... all the
relevant facts and circumstances surrounding therinational agreement’ will be

taken into account in determining that considergfit.

3.101 The significance of implicit support is acknowledgé[w]here, for
example, the operations of the borrower are cotegayroup in the sense that its
functions were a vital part of an integrated busieit would generally be
expected that the borrower company would have #meescredit standing as its
parent”, and (noting the importance of the cretiinding of a borrower) “factors
include ... parental affiliation”; and a possible emgch is “to consider the
circumstances of comparable companies which opelatéhe particular market
which, under their capital structures and/or wite benefit of parental affiliation,

449 Yet more

were able to borrow from third parties the amountsgjuestion
explicitly, in the associated Compendium of stakédorepresentations and ATO

responses, the ATO stated unequivocally that —

445 Duff & Phelps (2014), Australia chapter by ShamSmit and Adriana Calderon, page
163.

446 TR 2010/7 paragraph 50.
447

Ibid., paragraph 17.

448

Ibid., paragraph 46.
449 Ibid., paragraphs 49, 52 and 57.
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“[w]e consider that taking account of parental &ttion is consistent with the arm’s
length principle embodied in the transfer pricingoysions where, in determining the
creditworthiness of a borrower, it is a feature tbe market to take account of any
affiliation the borrower has.*°

3.102 In summary, it is plain that the ATO has embradedrtotion of implicit
support. For some time it has asserted the effegassive association on related
party loan and guarantee pricfiy Chevronvindicates the approach adopted:; if
anything, the current law in Subdivisions 815-B8ttb-E should be clearer still.
More specifically, a statutory foundation has bé&ad for the recognition of such
effects in Australia’s modern transfer pricing lat section 815-125 and the
accompanying explanatory materiaFFurther engagement with the topic may
follow in the thin capitalisation context if the Ba of Taxation's

recommendations are followed.

India

3.103  Transfer pricing has become the single most importgeapon in
India’s international tax armoury and is perceised“the best policy instrument
for securing a fair allocation of taxes and addresBEPS**2 Transfer pricing

450 Compendium of responses to issues raised byrettearties to draft TR 2009/D6

(the predecessor of TR 2010/7, itself a reisswraft Tax Determination 2007/D20), issue no. 5.
In TR 2009/D6 paragraph 32, the ATO said “[tlakangrount of parental affiliation is consistent
with the arm’s length principle embodied in thensfer pricing provisions where, in determining
the creditworthiness of a borrower, it is a featoféhe market to take account of any affiliation
the borrower has.”

451

See e.g. PwC (2013), Australia chapter: “InfolgnBwC is aware that the ATO has
challenged guarantee fees where it has formedi¢hetiat they have been priced without regard
to passive association or implicit support.”

452 Dr Parthasarathi Shome, Chairman, Tax AdminismatReforms Commission,

Government of India, speaking at the “TP Minds” fevance in Singapore on 24 September
2014.
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adjustments for 2014-15 have been reported as 46R& Crore (c.£4.65

billion)**3,

3.104 India’s transfer pricing code, introduced in 201a relative youngster.
Yet it has spawned more than 700 reported é&sessme of those dealing directly
with financial transactions including the pricingf atra-group loans and
guarantees. However, the jurisprudence which eesergom the cases is
sometimes chaotic, and the quality of the logic ewaboning applied, particularly
in the several benches of the Income Tax Appelaitaunal (ITAT), is (given the
fertile ground for judicial exposition) often fruatingly thin. Decisions from
India’s various High Courts are generally of greatgour, but at that level the
case law with even indirect relevance to the t@pipassive association is sparse.
In short, the subtlety of adjusting pricing of teld party transactions to take
account of passive association has not yet ariwdddian transfer pricing law.
Yet the seed has been planted and surely a congipeaigment on the topic will
emerge soon. One might expect that embracing motd implicit support should
eventually appeal to the tax authority of a netitehpmporting country (see
paragraph 1.27 above).

Legislation

3.105 The Indian Finance Act 2001 introduced transfercipg rules as
sections 92 and 92A-92F Income Tax Act 1961, effecfrom 1 April 2002,
applicable to international transactions betweeso@ated enterprises (AES):
arm’s length pricing is to govern for tax purpdSés The legislation “is broadly
in line with the OECD Guideline&®. The Finance Act 2012 made significant
amendments. The basic rule at section 92(1) pbescthat “[a]ny income arising

from an international transaction shall be computaeding regard to the arm’s

453 Jindal (2015) page 24.

454 Source: discussion with Mukesh Butani of BMR Lieddew Delhi, 16 July 2014 — the
figure is now significantly greater.

458 For a review of the pre-2001 position, where oasi statutory provisions afforded

scope for tax assessments in the nature of trapséng adjustments, see Butani (2007) chapter
2.

456 Butani (2007) page 294.

457 Available at http:/law.incometaxindia.gov.int@ssed 24 August 2015).
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length price”. The “arm’s length price” means “acp which is applied or
proposed to be applied in a transaction betweesopserother than associated
enterprises, in uncontrolled conditiof®” The transfer pricing rules were
extended to certain “specified domestic transastiom 2012. The arm’s length
rule operates as a “one way street” in that it oamaduce income or increase a

losg®°

3.106  The meaning of “associated enterprise” is at 8ight (section 92A(1))
closely modelled on the relationships describedtticle 9(1) MTC, adopting the
concept of participation by one enterprise, disectdr indirectly, in the
management, control or capital of another, as aglenterprises under common
control of those types. Then an individualistst lof deemed association cases
follows in section 92(2), including 26%+ voting pery loans of at least 51% of
the borrower’s book value, guarantors of 10%+ afther enterprise’s debt, board
control, various other cases of economic inter-ddpacy and a sweeper for cases
where “there exists between the two enterprisey, ratationship of mutual

interest, as may be prescribed”.

3.107  Apart from limited classes of “specified domestiansaction”, India’s
transfer pricing rules apply to “international tsactions”. This means “a
transaction between two or more associated enseqyreither or both of whom
are non-residents, in the nature of purchase,®sdase of tangible or intangible
property, or provision of services, or lending @rdowing money, or any other
transaction having a bearing on the profits, incomeses or assets of such
enterprises” (also certain cost contribution areamgnts are described).
Transactions with unrelated persons are deemee betfween AEs “if there exists
a prior agreement in relation to the relevant tatien between such other person
and the associated enterprise, or the terms of ré¢hevant transaction are
determined in substance between such other perswh the associated

458 Section 92F(ii). “Enterprise” is widely defined mean a person engaged in any of a

long list of business-like activities (including guiding a loan) (section 92F(iii)), and
“transaction” includes “an arrangement, understagddr action in concert” whether or not
formal or written and whether or not legally enfesble (section 92F(v)).

459 Section 92(3).
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enterprise®®®. This rule of extension may apply to situatiorizeve (a) a borrower
subsidiary agrees with a third party lender to preca guarantee from its (the
borrower’s) parent, or (b) the terms of a borrogdosidiary’s third party loan are
negotiated by its parent. An “Explanation” was edldy the Finance Act 2012
confirming inter alia that, with retrospective effect from 1 April 2002,
“international transaction” shall include “(i)(cyapital financing, including any
type of long-term or short-term borrowing, lendimgguarantee, purchase or sale
of marketable securities or any type of advancgmeats or deferred payment or
receivable or any other debt arising during thers®wf business”.

3.108  Section 92C prescribes methods for arm’s lengttimgj including the

familiar CUP, as well as “such other method as imaprescribed by the Board”.
The “most appropriate” method is to be applied the manner as may be
prescribed”. These provisions thus cross-reféhélncome Tax Rules 1962, as

amended*.

3.109 Rule 10AB of the 1962 Rules provides that the “ottmethod” within
section 92C(1)(c) “shall be any method which taikés account the price which
has been charged or paid, or would have been ahangeaid, for the same or
similar uncontrolled transaction, with or betweean+associated enterprises,
under similar circumstances, considering all thevant facts”. “Uncontrolled
transaction” means a transaction between entespdgsieer than AES% Rule
10B(1)(a) elaborates upon the CUP method: “(i) phee charged or paid for
property transferred or services provided in a camraple uncontrolled transaction,
or a number of such transactions, is identified; guch price is adjusted to
account for differences, if any, between th@rsaction under reviehand the
comparable uncontrolled transactions or betweetiberprises entering into such
transactions, which could materially affect thecerin the open market; (iii)) the
adjusted price arrived at under sub-clause (iipk®n to be an arm’s length price

460 Section 92B(1) and (2). Finance (No.2) Act 2@iade clarifying amendments with
effect from 1 April 2015.

461 Made under section 295 Income Tax Act 1961. i8@®2CB contemplates safe

harbour rules; these were issued by the CBDT oAugust 2013, and extend to certain intra-
group loans and guarantees: paragraph 3.110 below.

462 Rule 10A(ab).
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in respect of the property transferred or servipesvided in fhe transaction

under revieW. Rule 10B(2) requires that comparability be ged via several
factors strongly redolent of paragraph 1.36 TPGedag specific characteristics
of property transferred or services provided; fior performed; contractual
terms, including as to risks and benefits; and t@ws$ prevailing in the relevant
markets. Rule 10C dictates that the “most appatgprmethod shall be the
method which is best suited to the facts and cistantes of eachrfnsaction

under review.

3.110 The subsequent Rules are mostly concerned withrm@&ton and
documentation requirements and with India’s advame@ng agreement system,
but conclude with provisions governing safe harbourEligible transactions
include certain intra-group lo&ffé and corporate guarantees. A “corporate
guarantee” means “explicit corporate guaranteeneet® by a company to its
wholly owned subsidiary being a non-resident inpees of any short-term or
long-term borrowing”; an Explanation in the Rulesnfirms that “explicit
corporate guarantee does not include letter of ocdmfimplicit corporate
guarantee, performance guarantee or any other mearaf similar naturé®
Here at least is express recognition in the letissiaof the distinction between
explicit and implicit support. The amount guarattenust not exceed certain

Y% A safe harbour

limits (depending on the credit rating of the AEbte
minimum guarantee fee of 2% or 1.75% (dependingth@t credit rating) is
prescribed by Rule 10TD. The safe harbour rulesat available when the AE is

located in a zero or low tax territéf.

3.111  For several years, the Indian Government workedaonew Direct
Taxes Code — essentially a form of tax law re-wpteject. The most recent
version of the draft Code was released in April £0and Part F Chapter Xll

463 Defined by Rule 10TA(f) to be one advanced to laoly owned non-resident

subsidiary, sourced in rupees, not being advangedfinancial enterprise in the ordinary course
of business and not being an advance with no figpdyment term.

464 Rule 10TA(c).

465 Rule 10TC(v).

466 Rule 10TF. A low tax territory is one where thaximum rate of income tax is less

than 15%: Rule 10A().
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contained “Special Provisions Relating to Avoidarmle Tax”, in which the

transfer pricing rules were found. The rules weogever closely modelled on
the existing legislation, containing the basic ar@ngth pricing rule at clause
119, the most appropriate method rule in clause pRfvision for safe harbour
rules (section 120(8)) and broad and extended itlefis of “associated

enterprise”, “international transaction” and “trao8on”. The capital financing
heading (paragraph 3.107 above) was specificallgisleted at clause
127(11)(a)(iv). Nothing however in the re-writepaared likely to influence the
debate regarding passive association in Indiarstearpricing laws. The revised
Code was shelved in the 2015 Budget by the Govemhrok India elected in

20147,

3.112 India is not a member of the OECD, but sits as @sérver” at the
CFA. In a number of relevant cases discussed helwwTPG are invoked, and
tax offices have indicated their intent of broatiiflowing the TPG during audits
to the extent not inconsistent with the Indian $tagior{®® In the Supreme Court
in Union of India v Azadi Bachao Andof&} interpretative reliance was placed
on the OECD MTC Commentary. Butani (2007) citdseotauthorities supporting
the need “to give due regard to international cotie@s and norms for construing
domestic laws more so when there is no inconsigtbatveen them and there is a
void in domestic law*’®. See paragraph 3.119 on reference to the TPGJahd
Manual.

3.113 India’s double tax treaties typically adopt a psimn based on Article
9(1) MTC. If a tax liability is imposed by domeststatute, the taxpayer may

467 Speech of Arun Jaitley, Minister of Finance, 2®ifiary 2015 (“... there is no great

merit in going ahead with the Direct Tax Code aists today”).

468 PwC’sInternational Transfer Pricing2013/14, page 486.

469 (2003) 263 ITR 707.

470 Page 395, citing the Supreme CourtAipparel Export Promotion Council v A.K.

Chopra JT (1999) 1 SC 61. However, official comment Bfhe 2007) on the relevance of
OECD guidance remains dismissive: http://www.itditenorg/info/index.php/relevance-of-
oecd-quidelines-departments-view (accessed 22 Desrep®15).
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invoke an applicable treaty to eliminate or redticat liability; a treaty cannot
itself impose tax not contemplated by the stéftte

3.114  Butani also noté&* that foreign case law from countries with the same
system of jurisprudence may, while not being folynddinding, be used In
interpreting Indian legislation dealing with thexeasubject matter, subject always
to the primacy of the language of the Indian s&atut

3.115 India does not have statutory thin capitalisatioles. The importation
of debt capital is regulated by exchange contrdésruconcerning “external
commercial borrowings” (ECB), including with regatd debt:equity ratio and
capping interest payable by Indian residents. Heweby analogy with other
cases, it seems that permissibility under exchaswdrol regulation will not
establish that a payment is at arm’s length froenttansfer pricing perspectft/d

3.116 A general anti-avoidance rule (GAAR) (proposed GeaXA Income

Tax Act 1961) is anticipatéd’. This will target “impermissible avoidance
arrangements” i.e. certain classes of arrangertt@inain purpose of which is to
obtain a tax benefit. One case is where the agrapgt “creates rights or
obligations which are not ordinarily created betwg®ersons dealing at arm’s
length”. Various counteraction mechanisms will dailable including treating
the impermissible avoidance arrangement as if & hat been carried out, and
“reallocating amongst the parties to the arrangeraag accrual, or receipt, of a
capital nature or revenue nature, or any experelitieduction, relief or rebafg®

Also, “any equity may be treated as debtice versa*’®. Expressly, treaties may

47t Azadi Bachao Andolaat page 733.
arz Page 395.

473 CIT v Nestlé India LtdTA 662/2005;Coca Cola India Inc v ACI'B09 ITR 194, cited
in Bakker and Levey (2012), India chapter by MukBsitani, pages 289-290.

a4 The 2015 Budget announced that implementatioBAAR will be deferred until 1
April 2017.

475

482.
476

Section 98(1)(b) and (e), the latter perhaps drgvimspiration from the US section

Section 98(2)(i). An Indian court may be prepatedinvoke recharacterisation
concepts following what is now paragraph 1.122f(5Ti® treat excessive debt as equity, see e.g.
the Delhi High Court at paragraph 149 of 8any Ericssogase, citation at note 486 below.
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be overriddeff’. Clear transfer pricing and thin capitalisatibernes are visible
here, but nothing that is likely to bear on passagsociation more so than the
existing legislation.

Case law

3.117  An extraordinary proliferation of cases, mostly I&AT level, has
addressed the arm’s length pricing of loans, gueesn and outstanding
receivable¥’® The guarantee cases have mostly addressed toutbguarantees
granted by Indian companies in respect of indelgssliof foreign AEs. Reported
litigation has been scart@in the converse case where an Indian subsidiary @a
guarantee fee for a foreign parent’s guaranteettora party as in the Canadian
General Electriccase: paragraph 3.16ff above. Neverthel@sseral Electricis
now being cited in argument. However, aside fronpassing reference to
taxpayer argument in tHdimbus Communicationsase (paragraph 3.133 below),
the effect on pricing of implicit support has na@tynade its way into the Indian
financial case law. Perhaps this is partly duthéopattern and process of transfer
pricing litigation whereby taxpayers adopt a certposition, the tax authority
imputes a higher level of income, and then the alspgrocess judges whether the
tax authority position is sustainable — mostlyasmot beei®. One might expect
that invoking the notion of implicit support woutdvour taxpayers in outbound
guarantee cases, because it tends to suppressatieion of the arm’s length price
required to be reported by the guarantor.

3.118  Yet it is surely only a matter of time before passassociation features
as a pricing factor in Indian financial transfercprg litigation. It has been
suggested that the Supreme Court’s rulindirector of Income Tax v Morgan
Stanley & Co. In®' that no charge was justified for stewardship éiv and the

art The Expert Committee’Sinal Report on General Anti-Avoidance Rules (GAAR)

Income-tax Act 19612012) recommended (page 44) that where a treasyspacific anti-
avoidance provisions these should not be displhggtde GAAR.

478 A good summary is provided in chapter 4 of Jin@as).

479 Compare e.g. thBSMcase: paragraph 3.140 below.

480 The approach to process and onus of proof do¢semo follow the US model

described at paragraph 3.219 below.
481 Appeal (civil) 2914 of 2007 (9 July 2007).
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work performed in India by staff sent there by tdwepayer group’s US parent may
“be extended to the understated passive associatianplicit support in case of
financial transactiond®> Elsewhere, the concept has appeared expressly in
Knorr-Bremse India Pvt Ltd v ACI% in relation to expenses claimed for various
putative intra-group services. The ITAT found thia¢ evidence “only goes to
reveal that incidental and passive association fitelm@s been provided by the
associate enterprise. In this view of the mathere could neither be any cost
contribution or cost reimbursement nor paymentstach services to the AE. The
TPO, therefore, has rightly adopted nil value fendchmarking the arm’s length
price in respect of both these services”. Sinylanh Mitsubishi Corporation
India Pvt Ltd v DCIT® in the context of development of intangibles, Brhi
ITAT ruled —

“[tihe particular business model which gives rise this edge, assuming that there is
indeed an edge, to the assessee is a result opgymergy, and intangibles as a result of
such group synergy cannot, therefore, be assigodte assessee alone. In any event,
when the impact of group synergy is taken into actoit is only when it consists of
deliberate concerted actiétt benefits, and not when it merely consists of thesipe
association benefits. There is no such suggestiateliberate concerted action benefits

in this case.”

3.119 The Indian courts are comfortable referring to TG and the UN

Manual (paragraph 2.90 above) in transfer priciages. A good transfer pricing
example (addressing local advertising, marketirg) @omotion expenditure by a
distributor) is the Delhi High Court’s decision i8ony Ericsson Mobile
Communications India Pvt Ltd v Commissioner of meolax(and joined cases):
“[w]e have taken note and liberally referred to the guidelines as it is found to
be conducive and helpful in deciding the issueAtditionally, the High Court in

482 Bloomberg BNA Transfer Pricing Forurimplicit Support India chapter by Rahul

Mitra, Aditya Hans and Devendra Gulati (2013).

483 ITA No. 5097/Del/2011 paragraph 14. BMW India Pvt Ltd v ACITITA No.
385/Del/2014 the ITAT heard how the TPO had invokadagraph 7.13 TPG and tKaéorr-
Bremsedecision to resist expense deductibility; the omas remitted by the ITAT to the TPO
for further consideration upon the evidence.

484 ITA No. 5042/Del/11.

485 A phrase precisely echoing the BEPS reforms,gpaph 2.82 above.
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Sony Ericssoneferred to the US section 482 regulations andT® guidance,
emphasising the arm’s length principle’s objectitce correct distortiori and “to
ensure that the controlled taxpayers are givax parity with uncontrolled

taxpayers*®.

3.120 Loans. An important modern (2015) authority oa tlorrect approach
to loan transfer pricing is the Delhi High Courc#on inCotton Naturals (India)
Private Limited v Commissioner of Income #¥x This case reviewed the main
ITAT judgments (discussed further below), and redcthe TPO’s attempt to
restructure the transaction (a US$ loan to theageps US subsidiary), citing the
“exceptionality” standard in what are now paragsaph.121-125 TPG,
emphasising the need for a careful comparabililyens reflecting the approach
in the TPG and the UN Manual. This required cosigitlon of “what an
independent distributor and marketer, on the saom¢ractual terms and having
the same relationship, would have earned/paid &srest on the loan in
question*®®.  The High Court also noted that transfer priciogic must be
applied equally to both inbound and outbound lo@esitrary to the Revenue’s

submissioffe.

3.121  An oddity in some of the cases is the lack of cotine made (by the
tax authority at least) between arm’s length irgerates and the currency of the
loan in question. For example, 8iva Industries & Holdings Limited v ACPf
the Indian taxpayer had lent US$ to its foreign Agt the TPO, referring to the
Indian prime lending rate, proposed 14% on thesbdst this was required to
compensate the lender for adverse foreign curremacyement risk. The ITAT
rejected this approach, ruling that a LIBOR-bass#e should be used, so that the
actual (higher) rate charged by the taxpayer wasusceptible to transfer pricing

486 ITA No. 16 of 2014, paragraphs 60, 77, 122-12%,127. My emphasis. See also
CIT v EKL Appliances.td ITA Nos. 1068 and 1070/2011 paragraph 19 acceptiegTPG as
“valid input” regarding recharacterisation, andestbases cited by Jindal (2015) at page 40ff.

487 ITA No. 233 of 2014.

488 Paragraph 23.

489 Paragraph 37.

490 ITA Nos. 2148/Mds/2010; 1917/Mds/2011.
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adjustment. The tax authority has been curioushgiptent with its use of rupee
benchmarking of loans which are in foreign currendy is now clear that this
approach is fundamentally flawed: see €gtton Natural&’* applied inHinduja
Global Solutions Ltd v ACf{2

3.122 By contrast, the tax authority prevailed in argufog the use of US$
LIBOR plus a 1.64% margin, based on five putatiamparables, inPerot
Systems TSI (India) Ltd v DCP?, contrary to the taxpayer’s position that no
interest needed be charged to its Bermudan and dfiamgsubsidiaries because
the loans in question were quasi-equity. The tggpa attempt to recharacterise
its own transaction by invoking paragraph 1.37 TR@95 edition) was rejected,
as was reliance on the applicable Hungarian thipitaigsation rules and an
esoteric reference to the UK’s tonnage tax mdntial The ITAT observed that
“[tlhe aim is to examine whether there is anomalyhe transaction which arise
out of special relationship between the creditat #ive debtor**™ there is a nod
here to the policy underlying transfer pricing lgethe elimination of distortions
attributable to the control relationsfif

491 Delhi ITAT, ITA No. 5855/Del/2012; High Court demn, note487 above, quoting
Vogel (3¢ edition) commenting on Article 11(5) OECD MTC.

492 ITA No. 254/Mum/2013. Also see ellahindra & Mahindra Ltd v ACITITA No.
586/Mum/2013Ces Pvt Ltd v DCITTA No. 1445/Hyd/2010Apollo Tyres Ltd v ACITTA No.
16/Coch/2011Vijay Electricals Ltd v ACITTA No. 1159/Hyd/2013YVideocon Industries Ltd v
ACIT ITA No. 1728/Mum/2014;Aditya Birla Minacs Worldwide Ltd v DCITTA No.
7033/Mum/2012Prolific Corporation Ltd v DCITITA No.237/Hyd/2014Manugraph India Ltd
v DCIT ITA No. 4761/Mum/2013. An alternative tax auttipistrategy has been to start with the
relevant LIBOR rate, but then add extravagant nmarépr credit risk and transaction costs. That
approach was rejected in favour of the Reserve Bémkdia’s guidance on external commercial
borrowings inlon Exchange (India) Ltd v ACIMTA No. 5109/Mum/2013.

493 [2010] 37 SOT 358. An attempt by the TPO to applsate of LIBOR + 0.25% to
short-term interest-free advances was rejecteéd/ipro Ltd v DCIT ITA No. 1178/Bang/2007
following an utter failure to present any compaeabl

494 Probably what is now TTM07500: “[m]any shipping gps use intra-group interest-

free loans from one UK company to another as a nilesdble alternative to an equity
investment. Under the transfer pricing rules,regeis not imputed on loans which cross the ring
fence if they are properly regarded as performingequity function — i.e. where, and to the
extent that, the loan renders the debtor companiytbapitalised.”

495 Paragraph 10 of the decision.

496 See e.g. paragraph 1.3 TPG — a central thenfésa$tudy.
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3.123  In Aithent Technologies Pvt Ltd v Income Tax Offitahe ITAT held
that the CUP method was applicable for pricing atbound interest-free loan (the
implication of the tribunal's approval dferot System$eing that US$ LIBOR
was the appropriate base) and, in the absencelidfo@mparables submitted by
either party, remitted the case to the Assessirigé&ffor reconsideration. What
was required was “assessment of the credit quatitite borrower and estimation
of a credit rating, evaluation of the terms of tban e.g. period of loan, the
amount, the currency, interest rate basis, and adhgitional input such as
convertibility and finally estimation of arm’s letigterms for the loan based upon
the key comparability factors and internal and/oxtemal comparable
transactions”. The source of the taxpayer-lenddursds, and notions of

“commercial expediency”, were “wholly irrelevafit®

3.124  Outbound non-rupee loans have been scrutinisedhbylTATS in
several other cases. The general themes emengingthe decisions are (a) a
rejection of the TPO'’s attempts to apply the faanill4% rupee rate and approval
of relevant currency market raté% (b) scepticism about the relevance of
“commercial expediency” as a justification for apgrticular transactiofl’, and
(c) criticism (usually directed at the TPO) of &Kaof rigorous comparability

analysis™,

497 ITA No. 3647/Del/2007 (2011 Delhi ITAT).

498 Paragraph 7. The High Court otton Naturals(paragraph 3.120 above) was

reluctant to reject “commercial expediency” out loénd, dismissing the argument that
“commercial expediency and related benefits haveammection or relationship with the rate of
interest” although “this fact could be of margisanificance and effect” (paragraph 27).

499 Tata Autocomp Systems Limited v ACTA No. 7354/Mum/11Mylan Laboratories
Ltd v ACITITA No. 1615/Hyd/2010Auriopro Solutions Ltd v ACITTA No. 7872/Mum/2011,
itself applied inPMP Auto Components Pvt Ltd v DCITA No. 1484/Mum/2014:Tooltech
Global Engineering Pvt Ltd v DCITTA No. 273/Pn/2013four Soft Ltd v DCIT paragraph
3.129 below.

200 Crest Animation Studios Ltd v ACITA Nos. 5212 and 5348/Mum/2007, paragraph
2.4.4; compardascon Global Ltd v DCITITA No. 2205/Mds/2010, paragraph 21.

=01 Mabharishi Solar Technology Pvt Ltd v Income Taxio®ff ITA Nos. 4393 and
4561/Del/2009; The Indian Hotels Company Ltd v DCITTA Nos. 6712/Mum/2008,
2678/Mum/20009.
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3.125 Bharti Airtel Limited v DCIT%? addressed loans made by the taxpayer
to its AEs in the US, the UK and Canada. TheseevietUSD, GBP and CAD
respectively, and said by the taxpayer to have doamterest at “LIBOR + 160
basis points” resulting in an interest rate of %8%. The TPO tediously imputed
interest at 14% by reference to BBB-rated rupeadbpansurprisingly the ITAT
found such rate to “have no relevance af&ll” Nor was it relevant to distinguish
between bank and non-bank lenders, or to incrdaseanterest rate for risk on
account of the loans being unsecured. On therlatimt, the ITAT considered
that “the assessee has advanced monies to itsdgeuiess which are under its
management and control — a factor which substéntiedluces the risk rather than

increasing it®®.

(This approach seems dubious given the needstulate an
arm’'s length transaction and thus to postulate alire between unrelated
parties’®) One further interesting point (also in my viewbibus) is that the
ITAT thought that “the proposition that the creddting of the parent company
and subsidiary company will be the same is notroversal application but it is
certainly a good indicator, in the absence of anglelse to the contrary, of the
credit rating of the subsidiary as well”. On thwasis, the taxpayer’'s own cost of

funds (in the relevant currencies) was regardesl@sod internal CUP.

3.126  Indeed inVVF Limited v DCIT’’ the ITAT remitted the case for
reconsideration by reference to the parent compamyer’'s own LIBOR-related
foreign currency cost of funds (though paid no heedany difference in
creditworthiness between lender and borrower). AmdThe Great Eastern
Shipping Co Ltd v ACPP® (where the TPO had “proceeded on an entirely

502 ITA No. 5816/Del/2012.

203 Something is awry here given the universal irstierate but the different currencies.

204 Paragraph 61.

208 Paragraph 66.

206 In Glamour Enterprises (Private) Ltd v DCITA No. 1114/Jp/2011, disconcertingly,
but probablyobiter, the Jaipur ITAT commented that “[tlhe loan givensubsidiary company
has a lower risk as the assessee has indirecbtontit” (paragraph 2.6): this seems to infringe
the principle of disregarding the control relatioipsin hypothesising a transaction between
independent parties. On this, see also the inttody comments on certain European countries
at paragraph 3.237 below.

=07 [2010] TIOL-55-ITAT-Mum, cited irBharti Airtel.
208 ITA Nos. 397 and 437/Mum/2012.
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erroneous basis”, and on “facts which were not ee@mtely connected with the
facts of the case”, to propose the seemingly stahtié% rate on outbound loans),
the taxpayer's US$ rates were sustained via antigfegdory reliance on its own

cost of funds.

3.127 In Kohinoor Foods Ltd v ACPf®, interest-free loans were, promisingly,
evaluated by the TPO by reference to a coheranbfliactors, including credit
ratings for borrowers with similar standing, finaltcredit risk for the lender,
risks inherent in the business of the borrower stndctural risk; the TPO again
invokedGeneral Electric’®. From there the TPO sought the advice of CRIS|L
who opined that an interest rate of 13.49% wouldygeropriate. The Delhi ITAT
rejected the proposition that the taxpayer parembpany was comparable to a
financial institution lender. The CUP method waprapriate, but “multi-national
corporate set-up involves creation of subsidiaged associate enterprises for
advancement of their overseas business. Theytheip in terms of finance by
offering soft loans and subsidiary loans; they @ienary [sic] focused to spread
the business of the principal unit. In our view;coursing straightaway to
CRISIL, which deals in hardcore institutional fim@ntransactions ... is wholly
inapplicable®? Thus the 13.49% rate proposed by the tax authoss rejected.
Instead, the “correct comparable” was LIBOR. (Nargn was mentioned.)
While one can see that the crude CRISIL rate wadsobwiously based on the
scientific factors first tabled by the tax authprind was presumably — though
not apparent from the report - a rupee rate rdtheem a rate appropriate for the
currency of the loans concerned), such that thdicaite LIBOR (for currency
and tenor) should provide a starting point, the TTdhd not bother to dwell on any
analysis of credit risk and thus margin over LIB@Rthe way that an arm’s
length lender would do.

509 ITA Nos. 3688-3691/Del/2012; 3867-3869/Del/2012.

>10 Paragraph 63.3.E(vi).

st A Standard & Poor’s company, headquartered in baim

>12 Paragraph 68.1.
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3.128  Deputy Director of Income-tax (International Taxat) Mumbai v The
Development Bank of Singapdreis unusual in addressing intra-entity “loans”
between the bank’s Indian branch and its head eofiic Singapore and other
branches. Thus these “loans” were not actuallyallégansactions at all, but
merely intra-entity arrangements (“dealings” in QE@arlancé). The decision
does not dwell on this fundamental structural aspeall but instead focuses on
the appropriate “interest” charge. This is curigugen the threshold condition for
application of Indian transfer pricing law of amtiernational transaction” between
two or more associated enterprises. One might Bapected that the controversy
should just have been concerned with the calculagioprofit attributable to the
Indian branch. That said, the Indian tax authocibysiders that “transactions
between the head office abroad and a branch iralade ... subject to these
transfer pricing regulation3®. The case in fact addressed the status of LIBOR a
an “arithmetical mean” of prices (finding it to bach), so that the taxpayer’s use
of that rate, together with a +5% variance bandléarthe law then applicable)
was sanctioned by section 92C(2). Of course, wighsingle entity, no question
of passive association could arise. Note hereg#eeral rule promulgated by
OECD (reflecting legal and commercial actualityattiPEs have the same credit
rating as the entity as a whole: paragraph 2.66eabo

3.129  Guarantees. IFour Soft Ltd v DCIT* the Hyderabad ITAT had
followed the approach iBivaand approved the use of a LIBOR rate for outbound
loans to AEs rather than the 14% Indian corporatellrate proposed by the TPO.
In the ITAT's 2011 decision for the 2006-7 asses#mgear, the taxpayer’s
provision of a parental guarantee to support iteifm subsidiary was found not to
be an “international transaction” within the meaniof the transfer pricing
legislation; but the changes introduced by Finaace2012 to section 92B were

513 ITA No. 6631/Mum/2006.

>14 Paragraph 2.65 above.

Circular 14, 22 November 2001. Butani (2007) age 65 notes that the term
“permanent establishment” has been included irdéfmition of “enterprise” in section 92F. |
am not sure that puts the point beyond argumeringive requirement for a “transaction” which
is “between two or more associated enterprisestie92B(1)).

>16 ITA No. 1495/Hyd/2010.

515
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considered to render that argument ineffective uhsequent litigation for the
following assessment yeafr. In that later case (March 2014), the ITAT
distinguished the 3.75% rate proposed by the TR®ed on a standard or “rack”
rate charged by ICICI Bank for a bank guaranteemfia corporate guarantee:
“[a]s the corporate guarantee is not in the natfrdbank guarantee, the rate
applicable to bank guarantee provided by the bamkat be applied to corporate
guarantee which is provided by group compaHy” Following Glenmark
Pharmaceuticals v ACI{paragraph 3.135 below) ahtfotech Enterprises Ltd®,
the ITAT remitted the issue back to the TPO to tedmine the quantum of
guarantee fee based upon the approaGienmark

3.130 Everest Kanto Cylinder Ltd v DCI* concerned the adequacy of a
0.5% fee paid to the Indian taxpayer parent comganits wholly-owned Dubai

subsidiary for a guarantee issued by the parergspect of the subsidiary’s bank
borrowings. The TPO pointed to various arm’s langgarantee fees observable
in the market and selected 3%. The Mumbai ITAT &esv found that the TPO

had not presented any evidence of the terms andit@ors and circumstances in
which banks had been charging such fees; thereferd PO had not made out

comparability>**

3.131 The ITAT preferred as a comparable a separate giea®.6% fee paid
by the taxpayer itself to the bank which had mddeldan to its subsidiary. The
TPO had argued that, but for the guarantee bydkeatyer, the bank would not
have lent the money, or might have charged a mugheh interest rate,
“considering the enterprise risk”, citif@eneral Electric?’. The ITAT rejected

the taxpayer’'s proposition that there could notadmy cost or charge for the
guarantee, but felt that the 0.5% actually chargaed “quite near” to the 0.6%

> The same conclusion was reached by the Mumbal lIFMMahindra & Mahindra v

DCIT ITA No. 8597/Mum/2010, but see paragraph 3.136wel
>18 ITA No. 1903/Hyd/2011 paragraph 25.
°19 ITA Nos. 115 and 2184/Hyd/2011.
520 ITA Nos. 542/Mum/2012; 7073/Mum/2012.

s21 Similarly, in Asian Paints(note 531 below), the ITAT rejected the TPO'’s us$e o
“naked quote from banks”.

522 Paragraph 11; paragraph 3.16ff aboveSemeral Electric
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paid by the taxpayer itself to the same bank foguarantee facility. It is
unsatisfying that, in arriving at this view, itn®t apparent that the ITAT applied
any sort of qualitative comparability criteria. €rk is no trace of the terms of the
two guarantees being compared; bizarrely the tebdeit that the difference of
0.1% *“can be ignored as the rate of interest ortlwfthe bank’s Bahrain branch]
has given loan to [subsidiary] is at 5.5%, wherassessee is paying interest rate
of more than 10% on its loan taken with [the bamkndia]. Thus, such a minor
difference can be on account of differential rafenterest®? Evidently the
taxpayer/assessee was “a prominent and reputedtiedwcompany ... [which] on
account of its financial strength has tie up withny large banks ... [whereas] the
subsidiary in Dubai, which was newly-formed and nmkn, had a low credit

"24 " Thus the 5.5% vs. 10%+ interest rate differént@nnot have been

rating
down to creditworthiness. It seems likely that theerest rate difference was
significantly attributable to the respective cumiess of the loans: the subsidiary
had borrowed in US$; | infer that the taxpayer'§akQinterest cost was for rupee
debt. If correct, that surely crumbles the fouratet of the ITAT'’s finding in that

respect?

3.132  Nevertheless (noting that the TPO appears to haledfto discharge
the burden of proof, rather than on issues of legaliple), the decision is useful
for its recognition of relevant economic factorgluding, critically, risk, in
evaluating arm’s length guarantee fees. Yet despé TPO’s citation dbeneral
Electric and the guarantor’s high credit-standing, the taieamplicit support is
absent from the discussion. (Of course, it wouddl suit the TPO to argue that
point, which would tend to suppress rather thamaarg the guarantee fee.) The
Revenue’s appeal to the High Court was dismisseabasaising any substantial
question of law.

23 Paragraph 21.

524 Paragraph 11.

525 ITA No. 1165 of 2013.
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3.133  Nimbus Communications Ltd v ACtconcerned guarantees given by
an Indian parent company taxpayer to a UK bankdertadl the taxpayer’'s UK and
US subsidiaries; no guarantee fees were chargegainAhe TPO referred to
benchmark bank fees in the range 0.15-3%, andtedldc5% as a point within
that range. Tantalisingly, the ITAT rehearsed hbe Commissioner of Income
Tax (Appeals) had observed that “[sjometimes tagpayake the position that a
parent company’s support for a subsidiary is toirbplied and therefore no
specific guarantee fee payment is requiféd” The CIT(A) rejected the TPO's
use of a “naked quote” which failed to heed qualiea factors, noting that
guarantor banks typically take into account crealiing/risk, financial position of
the borrower, guarantee terms including duratiod amount, credit history,
market dynamics and competition, bank profit magginegotiation and client
relationships. The CIT(A) was attracted to thecpoent set by the Fren8wociété
Carrefour casé?® and found that a balance was to be struck betwe=mormal
commercial practice of charging a fee and “the ganelle that a parent company
may provide a free servicgsic] as long as it can justify that the act was in its
own interest”. On that basis, the French approsah followed and, as in that

case, a 0.25% guarantee fee set.

3.134  The ITAT, drawing support from paragraph 7.13 TH&nd a “clear
benefit” to the AEs such that guarantee commissstwsild have been charged at
the arm’s length price. However, because the faei®e “materially similar” to
those inEverest Kanto Cylindetthe ITAT preferred to follow the decision of its
co-ordinate bench and impute a 0.5% guarantee Tée. coherence dverestis

guestioned above, so it is frustrating thiaMnbusuncritically adopts it as well as

526 ITA Nos. 2359 and 3664/Mum/2010.

>27 Paragraph 5 of the ITAT decision, resonant of @RA’s argument inGeneral

Electric.

528 Conseil d’Etat, #81690-82782, 17 February 199% faxpayer guaranteed third party
loans to its foreign subsidiaries without chargmdee. The tax authority considered this an
abnormal act of management and adjusted the taxXpayefits by adding the value of the
services rendered, set at 1% of the guaranteedramotihe Court found the taxpayer’s conduct
to be an unsound business practice; free servimgld de justified, but only where that was in
the parent’s own interest. The financial strendtthe subsidiaries was good and so the parent’s
risk was low; it was (questionably?) relevant tketénto account the parent’s increased dividend
income, but an adjustment was still required, altgaluced to 0.25%.
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according (almost) equivalent respectSociété Carrefoyrthe reported decision
in which is itself unburdened by quantitative asay In particular, the ITAT
passed no comment on the CIT(A)'s “balancing” pescevhich appeared to
sanction free services by a parent as long asweeg “in its own interest”: this
notion seems to go way beyond the classes of shidezhactivities contemplated
by paragraphs 7.9-10 TP&.

3.135 General Electricwas cited by the TPO iGlenmark Pharmaceuticals
Limited v ACIT*®, another case on guarantee fees and commissiptetters of
credit, though still without reference to the ingglisupport concept; instead, the
TPO seems simply to have cast about for supposegam@bles, claiming to have
found one in the 1% guarantee fee rate sustainedebfyax Court of Canada. The
ITAT rejected the TPO’s use of “naked quotes” fremanks, and also found a
“conceptual difference” between bank and corporgterantees, though the
articulation of this difference is dubious, bankarantees, unlike corporate
instruments, being said to be “foolproof” - defabking treated as a “service
deficiency” under banking regulation; it is milddyrprising in these post-financial
crisis days to hear of bank obligations being rdgdras “foolproof’. The ITAT
upheld the taxpayer’s rates by reference to ratetamed or applied in other
case?*’, but without any quantitative or qualitative arsdyof the underlying risks
bearing upon the taxpayer’'s own facts and circuncgts (thus falling into the
same trap as the TPO did with his citation of therate fromGeneral Electrig.

3.136  In Bharti AirteP*? the Delhi ITAT presented a startling decision on
guarantees. The taxpayer guaranteed a workingat&geility provided to its AE

by Deutsche Bank; it appears that no borrowingsewerfact drawn under the

529 Reliance Industriegnote 531 below) is similarly frustrating, withethTAT adopting a

simplistic averaging of ten questionable compamsableechnocraft Industries (India) Ltd v ACIT
ITA Nos. 7159 and 7990/Mum/2011 also adopted aatisfging averaging approach.

530 ITA Nos. 5031 and 5488/Mum/2012.

%L Asian Paints LimitedTA Nos. 408 and 1937/Mum/2010; ITA No. 7801/Mufd1®;
Everest Kanto Cylinde(paragraph 3.130 above)}imbus Communicationgaragraph 3.133);
Reliance Industries Ltd v ACIMMA Nos. 885 and 1725/Mum/200€,0x & Kings Ltd v ACIT
ITA Nos. 1354 and 7770/Mum/2014.

232 Paragraph 3.125 above. The Hyderabad ITAT irR®iet Four Soft Limiteddecision
(paragraph 3.129 above) did not refer t@®harti Airtel, which had been released only days
previously.
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facility>*®

No fee was charged to the subsidiary, but tRpayer volunteered a
0.65% transfer pricing adjustment. In appealingigt the TPO’s assessment of
a 4.68% fee (the TPO invoking paragraph 7.13 TP& General Electrig, the
taxpayer argued that provision of the guarantee avadareholder activity and
anyway entailed no cost, so that no transfer pyi@djustment was permitted.
The appeal was allowed on the basis of a clevaceesin statutory construction.
The ITAT considered that the section 92B Explamatidded by the Finance Act
2012 (paragraph 3.107 above), as it related toagtees, was merely clarificatory
and “for the removal of doubts”, so that it had b® read in conjunction with the
main provisions, and in harmony with the scheme tioé provisions®*
Explanation (i)(c), dealing with “capital financihgcould only be regarded as
elaborating upon the part of section 92B(1) whiddrasses “any other transaction
having a bearing on profits, incomes, losses oetas®f the relevant enterprise.
Although “future” impacts on profits etc were to taken into account, the ITAT
distinguished “contingent” effects, and concludkdttprovision of the guarantee
did not have any such effect: it did not alter itheome, profits, losses or assets of
the assess®. Thus the guarantee did not rank as an “intesnatitransaction”
as defined in the statute. The decision was wedcbim some quarte¥s, and the
ITAT's approach to construction of the statute tsleast tenable, but it is
surprising that the absence of (immediate finahaalst to a parent company
guarantor should be enough to take cross-bordamagtees out of the realm of
transfer pricing. Does not failure to charge argotee fee have a negative effect
on the profits of the guarantorBharti Airtel was applied irvideocon Industries
Ltd v ACIT*" andRedington (India) Ltd v JCPT®, but see further below.

233 Paragraph 30.

234 Paragraph 27.

235 Paragraph 32.

236 E.g. Ostwal (2014): a “classic and landmark deofswhich it is “important to

welcome, admire and follow”. Ostwal observes finigtutation of guarantee fees would, given
net capital import flows, have negative implicatiofor the Indian economy in outbound fee
cases; but that does not affect the correct apigicaf the arm’s length principle. Compare
Jhabakh: the ITAT’s conclusion “may not last fondd. However, see paragraph 3.139 below.

237 ITA Nos. 6145, 6662/Mum/2012; 1728-9/Mum/2014pressly distinguishing the
General Electriccase by reference to the different domestic ladeurtonsideration (paragraph
35).
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3.137  AlthoughBharti Airtel was pleadedby the taxpayer ilKohinoor Foods
Ltd v ACIT*, that case proceeded on the basis that transféngriajustments
could indeed be made in an Indian parent compaayagtee situation. The tax
authority assessed guarantee fee income basedaupopposedly standard bank
commission of 2.25% and added a margin of 2%. ffibenal contented itself
with the view that the 1% charge reported by tixpager was fair and reasonable
by reference to rates used in thenbusandReliancecases (paragraph 3.133 and
note 531 above), rather than undertaking any sepaemalysis of the
creditworthiness of the actual debtors or the coaiphty of the circumstances in
those cases.

3.138  The durability ofBharti Airtel did at first indeed seem limited. Apart
from Kohinoor FoodsHindalco Industries Ltd v ACP#° andAditya Birla Minacs
Worldwide Ltd v DCIT*, concerned Indian parent company guarantees eifjior
subsidiaries’ bank borrowings related to corpomatquisitions. IrHindalco the
taxpayer challenged the tax authority’s positioatth fee should have been
charged, but the Bombay High Court rejected thgag&r's case on procedural
grounds without ruling on the substantive issuehe Tase proceeded to the
Mumbai ITAT where the taxpayer’s invocation Bharti Airtel was rejected on
the basis that in that case the observations otrthenal upon the Explanation

were ‘obiter dicta only”>*2

In Aditya Birla the ITAT ignored the taxpayer’'s
invocation ofBharti Airtel, and preferred a 0.5% guarantee fee on the ba#ig o
supposed precedent BBverest Kanto(paragraph 3.130) without the slightest

examination of comparabilit{?

3.139  Bharti Airtel has however received significant support in the é&olber
2015 decision ifMicro Ink Ltd v ACIT*. The Ahmedabad ITAT agreed that

238 (2014) 49 taxman.com 146.
239 Paragraph 3.127 above.

240 Writ petition no. 2782 of 2011.

241 ITA No. 7033/Mum/2012.

242 ITA No. 4857/Mum/2012, paragraph 29.

243 Likewise inManugraph India Ltd v DCITTA No. 4761/Mum/2013.

544 ITA No. 2873/Ahd/10.
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cases where no guarantee fee had been chargeatdithve “a bearing on the
profits, income, losses or assets” of the taxpdyegre contingent liability not
being enough to have such an eff¥ét) Thus the issue of a corporate guarantee
for no fee was not an “international transactiorOn the particular facts of the
case, the guarantee was seen (as the taxpayersphpas a contribution to
“quasi-equity” or a shareholder activity, not ambog to the provision of a
service. General Electric was cited but (quite properly) distinguished as
addressing different statutory language. The dsgberefore important, under
current Indian law, for situations where (i) theaganteed entity could not itself
raise debt on the basis of its own credit-standirgnd (i) (perhaps
consequentiallyno guarantee fee is charged. In arriving at thetrigden the
ITAT referred to Chapter VIl TPG (“international diepractices™®), ATO
statement$’ and US literatur&®.

3.140 The debt of the Indian assesseeD8M Anti-Infectives India Ltd v

ACIT** was guaranteed by its Dutch AE. Counsel for #xpayer admitted that

“there is international practice to pass on 50%.afh financial savings” (i.e. due
to the guarantee). No forensic examination ofdpié is offered, but one might

think that acceptance of the benefit share priecgtlould open the door to more
rigorous discussion of relative bargaining poweluiire cases.

3.141 Receivables. Several of the Indian cases additeisgiens where trade
credit is allowed to an AE, typically without ine=f>°. Some have resulted in the

245 So the guarantee was not regarded as a serfiaeotes 636, 835 below on the US

position.

246 Paragraph 34. But it is doubtful whether thetSawf the case really fit with TPG
notions of shareholder activity. The ITAT quotedagraph 7.9 TPG (2010 edition, substantially
reproduced in the BEPS Final Reports), which referan activity “relating to group members
even where those group members do not need thatya¢ind would not be willing to pay for it
were they independent enterprises)”.

247 Paragraph 32.

248 Paragraph 36. Miller (1994) is cited with appiov

549 ITA No. 1290/Chd/2012.

250 Compare the US safe harbour permitting interesttm be charged on intercompany

receivables for approximately 3 or 4 months (dependn whether the debtor is in or outside the
US): Regs. § 1.482-2(a)(1)(iii). It is recognisddhtt longer interest-free periods may be used
when that is regular trade practice.
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imputation of incom&®. In Commissioner of Income Tax v Indo American
Jewellery Ltd>? the Bombay High Court found there to be “complatéormity”

in the assessee’s approach to not charging interesde outstandings with both
AEs and unassociated persons, so the ITAT’s decitio delete the transfer
pricing adjustment was uphelt But no receivables case has engaged with the
passive association topic.

Tax authority practice

3.142  The Indian Central Board of Direct Taxation hasrb&ather reluctant”
to provide national transfer pricing guidafi®e None at all has been issued
regarding the passive association topic Nonetheless, “[tlhe Indian tax
authorities are closely following the developmeintshe international arena, with
the higher tax authorities showing some signs olination towards global best
practices®™®. As recorded above, the Canadiaaneral Electriccase has been
cited before the ITAT on several occasions, buuamgnt which focuses on the

effect of implicit support on financial transactgomas not yet been reported.

251 E.g. Logix Micro Systems Ltd v ACITA Nos. 423 and 529/Bang/2009, applied in
Cheil India Pvt Ltd v DCITITA No. 1230/Del/2014Tech Mahindra Limited v DCITTA No.
1176/Mum/2010; cfEvonik Degussa India Pvt Ltd v ACITA No. 7653/Mum/2011.

%52 ITA(L) No. 1053 of 2012 (judgment 8 January 2Q18istinguished inDania Oro
Jewellery Pvt Ltd v Income Tax OfficéFA No. 6827/Mum/2012.

553 Other receivables cases aBeston Scientific International BV India v Assidtan

Director of Income Ta2010] 40 SOT 11 (transfer pricing imputation otdrest on trade
receivables deleted by reference to offsetting lpl@g; Commissioner of Income Tax v Patni
Computer Systems LimitddA No. 1148 of 2012 (case remitted to Pune ITAT view of
retrospective addition of the Explanation to sett®2B); Mylan Laboratories Ltd v ACITTA

No. 66/Hyd/2013 (taxpayer’s charge of LIBOR + 1%heldl by reference to the 1% guarantee
fee approved by the Dispute Resolution ParBd)jsch & Lomb Eyecare (India) Pvt Ltd v ACIT
ITA Nos. 3861/Del/2010, 4924/Del/2011, 6382/Del/20land 6580/Del/2013 (allowing
taxpayer’s appeal against the imputation of intereome where taxpayer allowed interest-free
credit to both AEs and unconnected persons, applyitio American JewellejyMicro Ink Ltd v
ACIT, paragraph 3.139 above (taxpayer’s appeal sustéieeause time value of money included
in goods sale price). The Mumbai ITAT has alsceduthat share subscription money left
outstanding for a period of “inordinate delay” catiract an imputed interest charge under
transfer pricing rulesMP Auto Components Pvt Ltd v DCBEee note 499 above.

554 Dr Parthasarathi Shome, Chairman, Tax AdminismatReforms Commission,

Government of India, former adviser to the IndiamaRce Minister, speaking at the “TP Minds”
conference, Singapore, 24 September 2014.

358 Aside perhaps from the hint mentioned in pardy®p45 below.

356 Ahuja (2012).
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(However, at least some professional advisers adeawtching up a borrower’s
credit rating to take account of implicit suppof)

3.143 One source of Indian governmental practice is foumdthe UN
Practical Manual on Transfer Pricing for Developir@puntries®®. Chapter 10,
entitled “Country Practices”, includes a section “&@merging Transfer Pricing
Challenges in India”. In particular, “[tJransferi@ng of inter-company loans and
guarantees are increasingly being considered sdrtteeanost complex transfer
pricing issues in India. The Indian transfer priciadministration has followed
quite a sophisticated methodology for pricing indempany loans which revolves
around: comparison of terms and conditions of lagreement; determination of
credit rating of lender and borrower; identificatiof comparable third party loan
agreement; suitable adjustments to enhance comfigiabFor outbound loans,
“[t]he Indian transfer pricing administration hasteérmined that since the loans
are advanced from India and Indian currency hasespiently converted into the
currency of the geographic location of the AE, Erene Lending Rate (PLR) of
the Indian banks should be applied as the exte@w# and not LIBOR or
EURIBOR rate®™® But it will be plain from the case law discussiabove that
this latter position has now become untenable irstnszenarios. Indeed, the
statement was expressly disapproved by the DellghHCourt in Cotton

Naturals®°.

3.144  The UN Manual also identifies guarantee fees asréraversial issue.
Again the focus is on outbound investment and thuarantees extended by
Indian parent companies for the benefit of theireipn subsidiaries. While

sensibly asserting that the CUP method is appr@ptathe position is taken that

257 See e.g. Tolia, Mehta and Gajar (2011), section |

258 See paragraph 2.90.

359 Paragraph 10.4.10.2.

260 At paragraph 42; paragraph 3.120 above.

=61 This is generally consistent with the approadketain the cases, and also in the

Guidance Note on Report under Section 92E of thenhe Tax Act 196ksued by the Institute
of Chartered Accountants of India (August 2013)geaph 6.5(d). The form of transfer pricing
report to be furnished by an accountant under @ec®E and Rule 10E (form No.3CEB)
requiresinter alia details of international transactions in respeicteading or borrowing of
money and guarantees.
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“[iin most cases, interest rate quotes and guaeardée quotes available from
banking companies are taken as the benchmark oaterive at the ALP. The

Indian tax administration also uses the interesd mevalent in the rupee bond
markets in India for bonds of different credit ngigs. The difference in credit
ratings between the parent in India and the forsigssidiary is taken into account
and the rate of interest specific to a credit gabf Indian bond is also considered
for determination of the arm’s length price of sumarantee®? Again, recent

case law mostly presents an emphatic rejectiohefise of “rack rate” guarantee

fees and of rupee rates where foreign currencgéi@ions are concerned.

3.145 Finally, it is acknowledged that “the Indian traesf pricing
administration is facing a challenge due to noralbdity of specialized database
and transfer price of complex cases of inter-comdaans in cases of mergers
and acquisitions which involve complex inter-compdman instruments as well
as implicit element of guarantee from parent corggarsecuring debf®®  This
must be intended as a reference to the implicipsttpphenomenon as an effect
upon the pricing of guarantees, just asGeneral Electri¢ which the Indian tax
authority is plainly aware of given the way it hiasen cited repeatedly in the
cases. Thus the point is seen as a “challenga’context which is “complex”.

3.146  Notwithstanding the extraordinary proliferation dfdian transfer
pricing case law, including in the financial traclsans context, and despite
increasing citation of the TPG including paragrdpt3 andGeneral Electricand
the Indian tax administration’s acknowledgmenth& issue, no clear guidance yet
exists in Indian tax law and practice regarding tleeognition of passive
association in pricing controlled transactionssdéms inevitable however that the
point will soon emerge, if not otherwise then viaghtion, either by the tax
authority looking to maximise taxable income or mmise deductible expenditure,

or by taxpayers with converse motivations.

262 Paragraph 10.4.10.3.
263 Paragraph 10.4.10.4.
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New Zealand
Legislation

3.147 New Zealand enacted transfer pricing legislatiot985 with effect for
the income tax year 1996-97 onwafds Its transfer pricing code is now
principally contained in Subpart GC of the IncomaxTAct 2007. The Act
represented the final stage in New Zealand’'s rewoit income tax legislation
using plain English techniques. That included mwg Parts F to Y of the
Income Tax Act 2004, which had previously housedbfant GD addressing
transfer pricing. The 2007 Act is not intendedntnoduce changes in policy save
as signalled in Schedule 51; no such changessesl lin relation to old Subpart
GD. Section GC6(1) observes that the purpose efrdites is “to substitute an
arm’s length consideration in the calculation op@son’s net income if the
person’s net income is reduced by the terms obaseborder arrangement with an
associated person for the acquisition or supplygadds, services, or anything
else”. Where “the amount of consideration” payableeceivable by a taxpayer is
other than the “arm’s length amount”, the arm’sgknamount is imputetf.
Section GC13(1) prescribes that “an arm’s lengtbwamh of consideration must be
determined by applying whichever one or a combamatif the methods listed in
subsection (2) produces the most reliable measutieecamount that completely
independent parties would have agreed upon aftat aed fully adequate
bargaining”. The methods listed in subsectiong® the CUP, resale price, cost
plus, profit split and comparable profits method$e hypothesis emphasises the
use of “completely independent” parties who mustabsumed to have entered
into “real and fully adequate bargaining”. It seedoubtful that these aspects of

564
1996).
565 Sections GC7 and GCS8.

With explanatory guidance provided in Tax Infotioa Bulletin vol. 7 no. 11 (March
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the meaning of “arm’s length amount” substantivater the hypothesis posed by
Article 9(1) OECD MTC (used in all New Zealand's ulide tax treatie$?.
Presumably “independent” in Article 9(1) inherentipeans “completely”
independent; and bargaining power is already resednas a pricing factY.
But if anything the emphasis lends support to tewvvthat the comparator
transaction should be one between two hypothgtigdies.

3.148  An interesting point of detail in the New Zealaediklation is its active
engagement with share capital. The issue of slmegressly excluded from the
operative concepts of acquisition and supply, saube case of fixed rate shares
“because such shares are analogous to, and highgtitsitable with, loans. As
loans are covered by the transfer pricing regimés appropriate that fixed rate

shares are also coverétf

3.149 A separate statutory code at Subpart FE of the Z0fd7applies thin
capitalisation rules on a formulaic basis rathentloy utilisation of the arm’s
length principl&®.

Case law
3.150  There is no transfer pricing case law in New Zeai&h
Tax authority practice

3.151 On 10 April 2015, the New Zealand Inland Revenuéliphed its
“Transfer pricing focus in 2015 and 2016”: amonpestthings, they promised to
“maintain a special focus on ... loans in excess @Nm principal and
guarantee fees”. Less recently, in October 2008, Revenue issued its own

266 The New Zealand Inland Revenue has acknowledpatl ‘in the event of any

inconsistency [with the domestic transfer pricines], the double taxation agreement provisions
will prevail in the normal manner”: Tax Informati@ulletin vol. 7, no. 11, page 12.

=67 Paragraph 1.5 TPG.

>68 Section GC14; Tax Information Bulletin vol. 7 nbl, page 2. Compare the UK

Abbey Nationatase, paragraph 3.179 below.

269 Guidance on thin capitalisation is provided ir Taformation Bulletin vol. 7, no 11,

from page 13.
370 Smith (2013), confirmed by Robyn Rakete of IRByadl of 27 August 2015.
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“Transfer Pricing Guidelines*. These refer to the application of section GD13
of the Income Tax Act 2004, which differs in varsotespects from the current
section GD13, but crucially the “arm’s length amtSwroncept is in all material
respects identical to that now used. The Guidslerghusiastically endorse use of
the arm’s length principle and the OECD TPG (engsdcure “broad parity of tax
treatment for multinationals and independent emigep®’?); the Inland Revenue
Guidelines “should be read as supplementing” th&.THt is said that useful
reference may also be made to ATO material and W& section 482
regulations’®. Also, “the arm’s length principle seeks to remake effect of any
ownership relationship between members of the matibnal from the transfer
price it adopts™*. Taken literally, this might be seen as providsupport for the
opponents of recognising the effects of passivea@ason in pricing controlled
transactions. However, | think it needs to be saem rather general statement
made in relation to the merits of using the armisgth approach, at a time when
the passive association controversy had not yairbggearnest.

3.152  Nowadays the Inland Revenue acknowledges thatwajthe

“in determining an appropriate interest rate, wengeally evaluate the credit risk of the
company in question on the basis that it is a stalode entity, rather than an

inseparable part of a single unified busirméss.. [sJome subsidiaries in a multinational
group are so central (or core) that, even absent fotmal guarantees, if the subsidiary
should be unable to repay its debt, the parent wiktrvene with the necessary financial
support. This parental intervention will occurhet due to reputation concerns or in
order for the parent to ensure that its own craditing is not jeopardised by the rumour
mill. ... The arm’s length principle which underpingternational transfer pricing

practice does not operate in a vacuum. Would laekit approvals of a subsidiary in

st As an appendix to Tax Information Bulletin vol2,1no. 10, available at

www.ird.govt.nz/technical-tax/tib/vol-12/ (access@d August 2015). Inland Revenue has
advised that it will not be updating the Guidelinaead instead taxpayers should refer to the
practice issues now published on its website.

572

Paragraph 64.

573

Paragraph 13. See also IRD’s 2012 Tax PolicyoRegndorsing international tax
policy coordination with Australia.
574

Paragraph 63.

575

Echoing paragraph 1.6 TPG.
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the local New Zealand market take into account Wider multinational group’s
creditworthiness? If so, this market condition s factored into the transfer pricing
analysis, in just the same way as third party baskd rating agencies do currently in

their decision-making>"°

3.153 There is no formal guidance from Inland Revenuehow passive
association or implicit support should be takeroimtccount in the case of
guarantees’. Logically, recognition of passive associatiomwsl follow in the

same way as for loan transactions.

3.154  The almost casual cross-reference to — adoptienf®lFO guidance and
the US section 482 regulations does seem ratheifisant (though perhaps this is
to be understood by reference to such materidleatime of the 2000 Guidelines).
As noted above, ATO guidance, at least that cugrexplicable, provides quite
strong support for the recognition of passive astiot (see paragraph 3.93ff
above, including the discussion of TR 2010/7); HredUS legislation, particularly
Regs. 8§ 1.482-9(1)(3)(v) and the Examples at R&g4.482-9(I)(5), provide a
powerful indication that passive association isb& taken into account as a
comparability factor (paragraph 3.209ff below).

AN

N
~
United Kingdom
Legislation

3.155  One might think that firm foundations are presentUK tax law for the
recognition of the effects of passive associatopricing controlled transactions.
The principal statute requires interpretation imanner consistent with the TPG,

376 http://www.ird.govt.nz/transfer-pricing/practit@hsfer-pricing-practice-financing-

costs.html (accessed 17 August 2015). Robyn RakdRD confirmed to me in an email dated
27 August 2015 that “[ijn practice, IRD does redasgnimplicit support ... Guidance is usually
taken from the rating agencies’ published criteriassessing cases”.

=77 PwC (2013), New Zealand chapter.
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and it is to be expected that the decisions ofigoréespecially common law and
Commonwealth) courts of high repute will be accdrde high degree of
persuasive influené&®. Thus e.g. the decision of the Canadian FedevahtGf
Appeal in General Electric and the Australian Federal Court @hevron
(paragraphs 3.16 and 3.82 above) should be regaadedhfluential in the
application of UK transfer pricing law. On the etthand, the UK statute presents
a serious obstacle (paragraph 3.160 below), anduthority practice has at best
been ambivalent towards the concept of implicitpgurp Specifically, HMRC
consider that its effects should be confined todbantum of guarantee fees or
interest rates, and not to borrowing capacity (paxeh 3.188 below).

3.156 The UK's transfer pricing code is in Part 4 Taxat{dnternational and
Other) Provisions Act 2010T(OPA)°”°. The Article 9(1) MTC concept of
“conditions made or imposed” between controlledspas is transposed into UK
tax law via the analogous not®fhthat “the actual provision” which is “made or
imposed” between two persons who satisfy a “pgudison condition” (the test of
common control) “differs from the provision (‘thenais length provision’) which
would have been made as between independent p&t¥onghe UK’s rules can
apply to entirely domestic transactidifs though usually the sting is removed via
a form of domestic corresponding adjustméht

>78 In Government of India v Tayldd955] AC 491, 507, Viscount Simonds was “ever

willing to get help from seeing how the law, whishour common heritage, has developed on the
other side of the Atlantic”.

>79 UK transfer pricing rules articulating the arnémgth rule date back to section 37

Finance Act 1951, the forerunner of section 770ACHut the earliest manifestation of UK
transfer pricing legislation can be traced backigast) 100 years to section 31 Finance (No.2)
Act 1915, which in a cross-border control contéxtused on “income which might be expected
to arise”, on which se@illette Safety Razor Ltd v IR@920] 3 KB 358. Baistrocchi and Roxan
(2012) at page 303ff provide a good historical syrv[tlhe Inland Revenue even regarded the
arm’s length principle as going back to the agemroyisions in section 41 of the 1842 Act”. In
the modern code, exemptions are provided for saradl medium-sized enterprises, subject to
certain exclusions (sections 166-168 TIOPA). Theerded profits tax introduced by Part 3
Finance Act 2015 is a unilateral UK response to 8EIP provides HMRC with a supplemental
weapon beyond transfer pricing — but does not tigactly on the passive association topic.

280 Finance Bill 1998 explanatory notes to clause, pagagraph 42.

=81 Section 147(1)(d) TIOPA.

282 Though note the comments of Advocate-General l®eel in theThin Cap case,

finding it “extremely regrettable that ... Member t8& ... have felt obliged to ‘play safe’ by
extending the scope of their rules to purely doiestuations where no possible risk of abuse
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3.157 Part 4 is to be read in such manner as best seconssstency between
the effect given to certain specified provisionseluding the basic rule described
above — and the effect which, in accordance wigha July 2010 TPG, is to be
given, in cases where double tax treaties incotpoti@e whole or any part of
Article 9 MTC in its form on 9 February 1988 or ethrules in equivalent
terms®. The Special Commissioners have held that tHes applies generally
and independently of whether or not there is avegiedouble tax treaty between
the two jurisdictions in which the parties to a dpision” are locatetf> and
“provision” should be given a similar meaning toofidition” in the MTC®®.
Moreover, although reference to the TPG was notbéofound in UK tax
legislation until the Finance Act 1998, the Spe€iammissioners considered that,
even in relation to prior transfer pricing rulesigthsimply referred to the “arm’s
length price”, the TPG could be regarded as a tlsatl” to be applied “in the
absence of any other guidance as they are the évédtnce of international
thinking on the topic™®”".

3.158 The term “passive association” is not found in the transfer pricing
legislation, but to an extent finds expression ules which address cases

involving guarantees. In broad terms, section T3@QPA applies where a

exists. Such an extension of legislation ... is la@@ia to the internal market”: paragraph 68 of
the opinion reported at [2007] STC 906, 929. Msv was reiterated by the Commission in its
Communication on anti-abuse measures (page 6)geguia2.111 above.

283 Section 174 TIOPA; INTM 412130. This is potetiyigmportant in the EU law
context: paragraph 3.175 below.

284 Section 164 TIOPA. The Treasury may designateupdated or supplementary
version of the TPG — to cope with updates produmethe OECD. Such designation is now to
be anticipated in view of the BEPS 2015 Final RepoPreviously HMRC said that “the scope
of [Part 4] can be no wider than the scope of 8rtas informed by the OECD Transfer Pricing
Guidelines” (INTM 432040), but now they say, motantlly, “interpretation of transfer pricing
legislation must be consistent with Article 9 ... amdaccordance with the [TPG]" (INTM
421010). Vega (2012) page 20 observes that gmparison to other countries, the British
legislation is precise when indicating the versainthe OECD Guidelines to be considered,
which increases legal certainty in this area”.

285 DSG Retail Ltd v CIF2009] UKFTT 31 (TC), TC 00001, paragraph 71 (éoning
the assumption of both HMRC and the taxpayer).
586

Ibid., paragraph 66.

=87 Ibid., paragraph 77. IMeditor Capital Management Ltd v Feighgh004] STC
(SCD) 273 at paragraph 51, the Special Commissiatied on paragraph 1.21 of the 1995 TPG
to ascertain the nature of a required functionalyais that in turn informed the relevance of
document production sought by the Revenue.
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“security” (ordinarily, a debt security such as atenor bond, but extended in
meaning by the statuf®) is issued by one of the controlled parties to dtieer;
and section 153 applies where a security has lsmed to a third party and a
guarantee has been provided by the other contrgéety. In comparing the
actual provision with the arm’s length provisiondaspecifically in testing (a) the
borrower’s overall level of indebtedné$s (b) whether it might be expected that
the borrower and any particular person would haeeole parties to the
transaction for the issue of a security or makiigadoan, and (c) the rate of
interest or other terms, in general account mustaken of “all factors”, buho
account is to be taken of (or of any inference bégpaf being drawn from) any
“guarantee” provided by a company with which therbwer was in a control
relationship®.

3.159  Section 152 thus addresses intra-group lendingscas®l section 153
bites upon the classical “indirect thin capitalisat situation where a borrower in
country X, instead of raising excessive debt fromnept in country Y, borrows
from an independent lender (ostensibly on arm’gtlerterms), supported by the
guarantee of its country Y parent. Where secti@3 Is applicable the
“‘guarantee” is to be disregarded, leaving the lwerds ability to raise debt to be

tested by reference to its own financial standing.

3.160 This rule has potential application in passive asgn situations
because of the broad definition in section 154(4pHA of “guarantee”. It
includes a “surety” and alsafiy other relationshiparrangementsonnectionor
understanding (whether formal or informal) such th& person making the loan

to the issuing company haseasonable expectatiainat in the event of a default

°88 Interest or other consideration payable or gieerother advances of money is treated

as payable or given in respect of a security; fegfees to a security are to be read accordingly”:
section 154(7) TIOPA.

289 Provocatively, Ghosh, in the IFA 20G&hiersvol. 93b pages 743-744, remarked that
“most creditors, other than banks, could be saitheerfectly happy to lend to any debtor,
irrespective of its credit rating or its debt:egutio. ... It is arguable that the thin capitalisat
provisions are difficult to operate intelligibly tbe satisfaction of HMRC at all.”

390 Sections 152(5) and (6)/153(5) and (6) TIOPA.
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by the issuing company the person will be paiddryput of the assets of, one or

more companies®,

3.161 Whereas “arrangement&® or “understandings” are likely to entail
some level ofactivity on the part of the putative “guarantor”, or corsen
between it and the lender or borrower, the referento *“relationship” and
“connection” are inherently passive; in the parpbrd.159 case above the parent
and subsidiary are obviouslyelated and connected Thus a reasonable
expectation of support by (in that example) parentfavour of lender, in
circumstances where subsidiary might fall into ficial distress, where such
expectation is attributable to the parent-subsydiatationship, can amount to a
“‘guarantee”. As a matter of plain language, a Sogmble expectation” in this
context does not mean “any possibility, howeveghdfi, of support. There is no
directly applicable authority in this context, mame guidance may be taken from
other fields, perhaps indicating that what is reggiiis a “more than 50%

likelihood” of support®®

3.162  This very broad definition of guarantee, to theeexktit captures mere
passive association, is arguably at odds with papg7.13 TPG and indeed the
broader application of the arm’s length principl€he argument is based on the
proposition in that paragraph that mere passivecison does not entail the

provision of a service, and (by necessary implgtiis not compensable,

291 Emphasis added. There are identical definitionsections 191(4)/192(6) TIOPA in
the related but distinct context of allowing a foohcompensating adjustment to guarantors:
paragraph 3.183. See also the Austrdfiaabodycase, note 366 above.

292 See e.gCIR v Payne(1940) 23 TC 610, 626 per Greene MR adrbssland v
Hawkins[1961] Ch 537 CA on the meaning of “arrangememsanother context, in each case
emphasising the need for “steps”. Al®rijtish Slag Ltd v Registrar of Restrictive Trading
Agreementd1962] 3 All ER 247, 255: “all that is required tmnstitute an arrangement not
enforceable in law is that the parties to it shalle communicated with one another in some way
and that as a result of the communication each ih@ationally aroused in the other an
expectation that he will act in a certain way” (@@noss J, cited by Diplock LJ in the Court of
Appeal).

293 See e.gBradley v Secretary of State for Work and Pens[@0§8] EWCA Civ 36,
per Chadwick LJ; alsétkinson v HMR(2013] UKFTT 191 andKitching v HMRC[2013]
UKFTT 384 on the objective nature of a “reasonaixgectation” test (in another context) drd
(on the applications of SRM Global Master Fund LRd aothers) v Commissioners of HM
Treasury[2009] EWHC 227 which may be seen as implyingshwéich approaches the need for
some legally binding support. “Implicit supportists along a spectrum, from strong implicit
support, akin to a legal guarantee, to weak ommicit support”: Burnett (2014) page 66.
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implying that the party benefiting from passive casation is entitled to retain,
without payment, affiliation benefits (e.g. loweortowing costs) which arise
from affiliation alone and not from any specifictiaity of the group®. | doubt
however that the section 164 TIOPA directive tcatteéPart 4 so “as best secures
consistency” with the TPG permits the plain worfisection 154 to be displaced
by reference to what is at most an inference drérm paragraph 7.13 TPG.
Nevertheless, sections 152-154 in my view fall shaf scrupulous
implementation of the arm’s length principle inte&KWax law. On that basis, it
may be open to a taxpayer, armed with a UK doudtetiteaty incorporating the
Article 9(1) MTC format, to argue that the arm’'sdgh standard demanded by the
treaty can displace the effect of those sectionsrgvifas in a thin capitalisation
scenario) the taxpayer’'s deductions would be sigspk below an arm’s length
amount®. The observation that “the arm’s length princil@pplied, although it
is applied to a modified reality® (i.e. not to the actual facts) is just not good
enough.

Case law

3.163  Despite having one of the oldest systems of trangfecing in the
world, the UK has experienced almost no significaahsfer pricing litigation.
Almost all cases are settled between taxpayer aMBEl

3.164 At least until the decision iBSG Retail Ltd v CIR’, the slight volume
of UK transfer pricing case law shed no meanindjfiiit on the significance of
passive association. Two reported decisions of $pecial Commissioners,
Ametalco v CIR® andWaterloo plc v CIR®, both concerned legislation (section

294 See e.g. ABA Guarantees Paper, 13 September gage,ss.

298 See paragraph 2.7 above. Compétigh Mines Ltd v The Queéh991) 92 DTC 6194
(Canadian Federal Court of Appeal) where a domesstriction on royalty deductibility was
held not to contravene the permanent establishprefit attribution rule in the Canada-US tax
treaty. But the focus there of the court was onaambulatory interpretation of the treaty,
combined with the inapplicability of the PE nondalimination rule (not infringed because the
restriction applied equally to Canadian residerithe answer in an Article 9 MTC case might be
quite different.

296 Burnett (2014) page 47.
=97 [2009] UKFTT 31 (TC), TC 00001.
298 [1996] STC (SCD) 399.
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770 ICTA) that preceded the UK’'s modern transfacipg code, and related to
interest-free loans (where one might think thatspa@sassociation as an element
of pricing could be potentially relevant), but dmbt engage with quantitative

issues at all.

3.165 DSG Retailis the leading modern UK case in the transferipyidield,
and one of only two cas®8on what is now the transfer pricing regime in TEOP
Part 4. Because the periods in dispute straddiedntroduction of the modern

transfer pricing cod8", the predecessor rule in section 770 was alscidenes.

3.166  While passive association is not mentioned spedific the Special
Commissioners did rule (“it is clear to us”) tha) {n section 770, in reaching the
price which would have been paid if the partiesd‘ieeen independent parties
dealing at arm’s length”, no adjustment was requfte the actual characteristics
of the parties other than their independence. atteal assets, business and
attributesof each party remain constant and may be releigatite determination
of the arm’s length price”; and (b) what is nowtsat 147(1)(d) TIOPA, “should
be interpreted as requiring consideration of whabvision independent
enterprises sharing theharacteristics of the actual enterprises would have

made®°2,

Moreover, the Commissioners appeared to condiolr ‘the only
assumption requireth determining the taxpayer’s profits is thatsiindependent

of the particular counterparty®®

3.167 In my view, these statements support the recognitid passive
association in pricing controlled transactions. reBu the references to the
attributes and characteristics of the actual pagi®uld be regarded as extending

to the empirical fact, if such can be established aatter of evidence, that (say) a

299 [2002] STC (SCD) 95.

600 See paragraph 3.179.

6ot By section 108 and Schedule 16 Finance Act 19@8rting section 770A and
Schedule 28AA ICTA, with effect for corporation tpyrposes for accounting periods ending on
or after 1 July 1999.

602 [2009] UKFTT 31 (TC) at paragraph 78, my emphasis

603 Ibid., paragraph 90 (my emphasis), though this prapasis advanced as a reason for

another which the Commissioners then reject, wetuiting uncertainty as to the weight it is to
be accorded.
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lender would have regard to an expectation (albe#& unfounded on any legal
rights) that the borrowing company would be supgary its parent? Suppose
further that “the only assumption” statement aboce® indeed be regarded as
attracting judicial approval. Then take a caseretfubsidiary S1 borrows from
sister Subsidiary S2 in circumstances where themmon Parent, P, can be
expected voluntarily to support S1 in respect efakternal debt. If the only
assumption required is that S1 is independent qof &Ps affiliation with P
remains in play as one of its relevant attributeslmaracteristics. (See further
paragraph 4.19.)

3.168 A potential difficulty arises if instead one postids Subsidiary S

borrowing from Parent P where the assumed prowfisupport would also be P.
What then does the “independent of P” assumptioail@nOn this see the broader
discussion of what | have termed the “lender agaguar” paradox at paragraphs
4.49(i) and 5.10.

3.169 DSG is also of interest given the prominence giventhg Special
Commissioners, in their consideration of compargiBieto the concept aklative
bargaining power As observed at note 5dbove, and as recognised in e.g.
paragraph 1.5 TPG, this can be an important corbpigyaactor’®. A company’s
membership of an MNE group with a high-quality reghion (and thus its passive
association with that attribute), such that colpddres are in relative terms more
desirous of transacting with that company in theugt could result in increased
bargaining power for the company, so that it ieabl purchase or sell goods or
services, at arm’s length, at relatively favourapléces (compared with the
position it would have been in absent its affibatiwith the group). The Special
Commissioners iDSGconsidered it appropriate to seek a result whieplicates
the outcome of bargaining between independent @nges in the free market”
(citing paragraph 3.21 of the 1995 TP%) Passive association as a contributor to

bargaining power is not expressly addresse@ &6 but the case is important in

604 Ibid., paragraphs 96—138.

605 The concept featured prominently in the NorwediamocoPhillipscash pooling case

Utv 2010 at 199. See Andresen, Pearson-Wood agerisen (2010).
606 DSG,paragraph 153.
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the way it develops the importance of bargaining/groin transfer pricing; and if

actual bargaining power is respected as a releaténibute in arriving at an arm’s

length price, it may fairly be said that the effedtpassive association equally
should be respected.

3.170 A fly in the ointment is however presented by theu@ of Appeal
decision in theThin Capcas&”. That case ultimately upheld the validity of the
UK’s (now repealed) thin capitalisation legislatiarnen tested against the EU
freedom of establishment assured by what is novclard9 TFEU (paragraph
2.99ff above). As what appears to be a last thwbthe dice, Graham Aaronson
QC argued for the taxpayers (by way of contingawiss-appedi?) that when
applying the arm’s length test to a subsidiary witéh group of companies it was
necessary, in order to comply with EU law, for HMRGd the court to take into
account the subsidiary’s membership of that groip.independent third party, in
considering whether to lend to such a subsidiarguladr have regard to the fact
that its parent company was a reputable and cvestithy company that was
unlikely to allow its subsidiary to fail to mees itiabilities. One of the sets of UK
rules in dispute, section 209(2)(da) ICTA, had bfeemd by the ECJ to constitute
a restriction on the freedom of establishmfi®ht The UK Government argued that
the restriction went no further than was necesdaiyig based on the arm’s length
principle®®®. The Court accepted that justification was pdesithere the national
measure applied only to interest “if, and in so & it exceeds what those
companies would have agreed upon on an arm’s ldmagls®'’. A gloss on the
arm’s length principle in UK tax law, specificalction 209(8A)—(8F) ICTHA?

07 Test Claimants in the Thin Cap Group Litigation&EC [2011] EWCA Civ 127.

608 Paragraph [58]ff of the Court of Appeal report.

609 ECJ decision, Case C-524/04, paragraphs 59-6. iriferest deductibility restriction

was effectively disapplied when the lender was ark{dent company: section 212 ICTA.
610

Ibid., paragraph 71.

611

Ibid., paragraph 80.

612 These rules contained a forerunner of the TIOBAsrdiscussed at paragraph 3.160

above, touching on passive association by requinagaccount to be taken, in determining
borrowing capacity and interest rate, of angldtionship arrangements aonnection(whether
formal or informal) between the [borrower] and apgrson™ section 209(8A)-(8B), my
emphasis.
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did not permit the group position to be taken iatxount; this, Mr Aaronson
argued, rendered the rules non-compliant. (Sesgpaph 2.104 above.)

3.171 HMRC contended that this submission, if accepteduld render the
arm’s length test ineffective for its purpose, aiso noted that Henderson J at
first instance had doubted the validity of the mlants’ argument in this respect:

“I do not think it is open to the claimants in thight of the ECJ’s judgmefi In

my view the judgment must be taken to have enddisedise of an arm’s length
test for this purpose* Stanley Burnton LJ agreed, based upon the ECJ's
apparent awareness of the effect of the UK legislatdespite Mr Aaronson
arguing™® before the ECJ that “the OECD test takes into actthe borrowing
capacity of the group” but the UK statute failedrédlect that. To illustrate the

passive association phenomenon, Mr Aaronson béfierECJ had said:

“If someone is lending to any Volvo company, théikwow that Volvo’s reputation is at
stake. Although Volvo simply cannot allow a sulbsydto default on its loan. If it did so,
no one wold ever lend money to Volvo again. Téisvhiy the OECD test takes into
account the borrowing capacity of the group. Bhistsimply cannot be taken into

account in the UK context . 5%

613 In theThin Capcase.

614 Paragraph [74] of the High Court decision, [20@9]VHC 2908 (Ch), cited at
paragraph [59] in the Court of Appeal report.

615 Graham Aaronson put it this way to me in correstemce of 28 April 2015, which |

quote here with his permission: “I remain firmly e view that what | said in the contingent
cross-appeal iThin Capwas not merely right, but blindingly obvious. Tlaet that a company

is a member of a well-established and highly pabfié¢ group is empirically something that
positively affects that company’s terms of tradd areditworthiness vis-a-vis third parties; and
the fact that the UK’s thin cap rules precludedogeition of the existence of the wider group
relationship must mean that they depart from toatroercial reality. Stanley Burnton LJ in the
Court of Appeal was unsympathetic to the Claimaatguments in that case; and Henderson J
did not pay serious attention to this argumenhim tigh Court because he was absolutely sure
that HMRC'’s case was hopeless on other groundsth&aursory dismissal of the argument
reflects the general state of mind of the respegtidges.”

616 Quoted at paragraph [60] of the Court of Appestdision. lan Roxan in Baistrocchi

and Roxan (2012) page 331 suggests that Hendessoiew may “have been influenced by the
argument, made explicitly by a witness in B case, that the thin cap restrictions did not
reflect the reality of commercial borrowing, sirec&K subsidiary would be able to borrow from
a third party on terms that would take into accothe credit of the whole group”: this
presumably is the evidence of Ms Bishop, quotegaaagraph 152 of the High Court decision,
that “[i]f NRH had been seeking to borrow from amcannected party, it is inconceivable that
such a third party lender would not have taken atoount the fact that it was the UK holding
company for one of the world’s largest multinatiboarporations”.
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3.172  Unfortunately the Court of Appeal was unmoved. Stanley Burnton
LJ: “l do not accept Mr Aaronson’s submission ttia UK arm’s length test is
more stringent than the OECD test. His submissgoimconsistent with the
‘functionally separate entity’ approach of the OE€B Rimer LJ agre€d®, and
for Arden LJ, who delivered a dissenting judgmehg claimants’ contingent
cross-appeal did “not aris&®. Thus we are left with Court of Appeal statements
to the effect that the requirement to ignore pa&sgroup association in testing
borrowing capacity, in the context of the UK’s tluapitalisation rules prior to the
codification of transfer pricing legislation, is that odds with the arm’s length
principle. But these statements are highly unflsatig given the total lack of
reported reasoning. In the High Court, Hendersonbgerveff® that “Mr
Aaronson’s argument was not pursued in his orahssdions”; and the judge’s
comment that the ECJ’s judgment “must be takenatge lendorsed the use of an
arm’s length test” brings us no further forwardhe targument was simply that
increased borrowing capacity wpart ofthe arm’s length test. Then in the Court
of Appeal, Stanley Burnton LJ notes that “[tlhesenbthing in the [ECJ’sThin
Cap judgment to suggest that UK legislation might ha&ween incompatible
because of its failure to take into account a sliasi’'s membership of a non-UK
group of companies”; yet this can hardly be equatid a finding to that effect
by the ECJ. If there ismtio at all in the Court of Appeal on this point, ittise
ten word assertion that the submission was “incb@si with the ‘functionally
separate entity’ approach of the OECD”. But nat shightest attempt is made to
justify this conclusion by reference to the TPGirateed the obvious persuasive
authority available by the time of tAdin Capdecision from thé&eneral Electric
case (paragraph 3.16 abd\7e)

617 Paragraph [61].

618 Paragraph [81].
619 Paragraph [111].

620 Paragraph [74] in the High Court judgment.

621 The Court of Appeal decision is also unsatisfgc@s regards its approach to the

question of commerciality as a taxpayer defencgricing adjustments in circumstances where
the arrangements in question do not adhere torthis dength principle: “the application of an
arm’s length test is appropriate and sufficienttfos purpose” Stanley Burnton LJ at paragraph
55, which appears to conflate the two separate slimb proportionality — a commerciality
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3.173  Regrettably, one could imagine that a court facétl & case in which
sections 152(5)/153(5) and 154(4) TIOPA were irpdiie might draw upoihin
Cap to form the view that the statutory disregard g@idrantees” as defined is
consistent with the arm’s length principle. It viedbde a brave tribunal to hold
otherwise, and it may be necessary to go to that@duAppeaf?? or beyond to

revisit the analysis properly.

3.174  Yet EU law might still provide recourse for a UKxpayer facing

HMRC'’s rejection of passive association in reliamcethose TIOPA provisions.
Take the case of a UK parent company lending tsag)(French subsidiary.
Assume that the market would expect support from parent and would

accordingly upgrade its view of the subsidiary’sditworthiness so as to justify a
borrowing rate of 5%. HMRC on the other hand denieat economic effect and
imputes interest income to the parent of 6%. Al#vely, take the case of a
French parent company’s UK subsidiary with a cartaarket borrowing capacity
(based on market expectations of parental supp&tylRC however regards the
borrower’s debt quantum as excessive, having disdegl passive association
effects. Just as with the Belgian rules at issu¢he SGI case (see paragraph
2.102), a taxpayer may be able to argue that thettdKsfer pricing rules in

TIOPA represent a restriction on freedom of esshifient (or possibly indirect

discrimination).

3.175  While it is true that those UK rules apply betweaét group members
as well as in cross-border cases, on a detailettipahlevel UK-to-UK transfer
pricing may be regarded as a relatively minor coamgle irritation. This is
because of the corresponding adjustment mechamnaialle, as of right, only as
between UK taxpayers (an obvious EU alarm bell),sa@ction 174 TIOPA.
Contrastingly, in a cross-border case, a correspgnddjustment would be

achievable only under a double tax treaty’'s mutagleement procedure

defence and a limit on tax adjustments to the atemgth price — in paragraphs 71-72 of 8@l
judgment, note 206 above).

622 Subject to the limitations ifoung v Bristol Aeroplane L{d944] KB 718. Possibly
more could be made of the effect of Article 9(1)aof applicable treaty: see paragraphs 2.7 and
2.107 above.
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(“MAP") °% perhaps including arbitration where that is ideld in the treaty, or

under the EU Arbitration Convention. But the time| costs and uncertainties of
such processes represent significant disadvantagesss-border cases. “[A]s far
as economic double taxation is concerned, the extewnhich this is prevented

under EU law depends on whether the home state taeasures to mitigate it
domestically but does not extend such measuresiioss-border situatiof™.

3.176  MAP does not provide a mandatory binding solftidnand treaty
arbitration on the Article 25(5) MTC model is ad,y#espite the evangelism of the
BEPS programme, available only in a limited numbgtreatie§?®. Moreover,
complete consensus remains elusive across the Ekégasds the Arbitration
Convention’s scope for addressing thin capitalisattase¥’ (see paragraph
2.96). In these respects, the UK approach may wwglbse a restriction on (or
even indirect discrimination against) cross-bordstablishmefit® In the SGI
case, the ECJ observétthat, as regards recourse to the Arbitration Cotioe:

623 Authorised by section 124 TIOPA.

624 HJI Panayi (2013) page 249.

625 “[Flor many countries the MAP is a black hole taixpayers’ rights, where the

taxpayer has neither the right to initiate the pthoe, nor to participate, no certainty that there
will be an outcome and no certainty that the oueanil be implemented”: Baker and Pistone
(2015) page 53. In the EU arena, the Commissisrabknowledged that “[t]he taxpayer has no
guarantee that double taxation will be eliminatedr that tax administrations will proceed
swiftly”: Double Taxation in the Single MarkegEOM(2011) 712 final, page 10. Aspirational
improvements to MAP are enumerated in the BEPSoActi4 final reportMaking Dispute
Resolution Mechanisms More Effect{@ctober 2015).

626 Within the EU, the UK’s bilateral tax treatiesntaining an arbitration provision are

limited to those with Belgium, Bulgaria, France r@any, The Netherlands, Spain and Sweden.

627 Or indeed under MAP: see e.g. INTM 423060.

628 A restriction on freedom of establishment is jipiled by Article 49 TFEU “even if

of limited scope or minor importance”: Case C-9Hghes de Lasteyrie du Salllaparagraph
43, and cases cited therein. Even being requiréeép local accounts was a restriction in Case
C-250/95Futura Participations SA More generally, a parallel may be drawn with @ese C-
196/04 Cadbury Schweppedecision paragraph 45. The UK parent of a CFC feasd to be
placed at a disadvantage relative to a UK parenat UK subsidiary; in the former case, but not
the latter, the parent was taxable on the profitssacontrolled subsidiary. One might also bring
to bear certain other EU law principles: “the dethiprocedural rules designed to ensure the
protection of the rights which individuals acquireder Community law are a matter for the
domestic legal order of each Member State ... pravidhat they are not less favourable than
those governing similar domestic situations (ppieiof equivalence) and that they do not render
impossible in practice or excessively difficult texeercise of rights conferred by the Community
legal order (principle of effectiveness)”: Case @®4i-21 Germany GmbHparagraph 57;
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“an additional administrative and financial burdes imposed on the company which has
submitted its case to such a procedure. Morecwgrocedure aimed at resolution by
mutual agreement, followed, if necessary, by aritratipn procedure, may extend over
several years. During that period, the company uesjion must bear the burden of
double taxation. Furthermore, it is apparent ...ttkize legislation at issue in the main

proceedings is applicable in certain situationdifej outside the scope of the Convention.

“[55] It follows that legislation of a Member Swtsuch as that at issue in the main
proceedings constitutes a restriction on freedonestablishment within the meaning of
Article 43 EC, read in conjunction with Article &.”

3.177  Put another way, the UK rules, in view of thesecpical hurdles, may
make lending to a foreign subsidiary less attractihan lending to a UK
subsidiary, and consequentially less easy for goraiubsidiaries to raise capital
from the UK (first case in paragraph 3.174 abov8)milar reasoning applies in
the reverse situation where a UK subsidiary contatep raising capital from its
EU parent (second case abd¥e) To the extent that the UK fails to apply the
arm’s length principle, it will be liable to “cau'sdouble taxation: “in relation to
double taxation caused by a single Member States, dlear from the Court’s
jurisprudence that the Member State in question maye to give relief in

situations where relief of economic double taxat®granted domesticall§™.

3.178  Aside from pointing to UK-to-UK transfer pricingheé UK Government
would doubtless argue that the TIOPA transfer pgcules should be justified by
reference to securing the balanced allocation xihgapowers and the need to
prevent avoidance. But a failure to apply the arfahgth principle itself fails to
adopt an adequately “balanced” approach. “Theectime tax measure must be
confined to the part which exceeds what would Hzaen agreed if the companies

Case C-362/17est Claimants in the Franked Investment Incomeufrotigation paragraph
32.

629 Paragraphs 54-55.

630 Compare a version of this “two-way” analysis tfie context of dividend taxation/free

movement of capital) in Case C-319/d2anninen paragraphs 20-24.

63t O'Shea (2013) page 106, citing Case C-315/42z Case C-319/0®lanninen Case
C-374/04ACT IV GLOand Case C-170/0Benkavit International But EU law does not in
general preclude double taxation: see notes 20deadnnd 633 below.
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did not have a relationship of interdependefie”The taxpayer may also be able
to assert that, freedom of establishment having) leeegaged, the lack of legal
certainty in the UK tax code, given the need tmreso MAP/arbitration, itself

prevents the UK rules from being proportidial

3.179  In Abbey National Treasury Services Plc v HM&CQhe First-tier

Tribunal was prepared to apply Schedule 28AA ICTAat share issue in the
context of a tax avoidance scheme, and then teghsd the share issue, applying
the principles in paragraph 1.37 of the 1995 TP&,aastep which was not
“‘commercially rational” and which “impeded the tadministration from

determining the appropriate transfer price”, tavariat a comparator situation in
which the shares had not been issued at all. @be does not offer any profound

commentary on the nature of the arm’s length ppieci

Tax authority practice

3.180 Long before the publication of their official martsiathe Inland

Revenue (as it then was) expressed the view tlatattm’s length price” meant
“the price which might have been expected if theigs to the transaction had
been independent persons dealing at arm’s lergtlklealing with each other in a
normal commercial manner unaffected by any spemdtionship between

1035

them Extensive guidance on transfer pricing is nowadarovided in

632 SG|, paragraph 72; see also the ECJ judgmefihin Cap paragraph 92.

633 See Case C-318/1BIAT, paragraphs 57-59, cited in Case 28at&éRar, paragraph
44, note 206 above. BIATthe Court disapproved of the fact that “the assess$ concerning
the applicability of the special rule is carried am a case-by-case basis by the tax authority”
(paragraph 26). Aside from the arguments aboveight even be open to a taxpayer to argue
that a transaction priced with regard to passiwo@ation satisfied the “commerciality” test
which should be regarded as a separate limb ofoptiopality: see paragraph 2.105 above.
Taking the case to the ECJ might of course be wssacy if the UK court could be persuaded
that a proper application of the arm’s length pprerequired passive association to be taken
into account and Article 9(1) of an applicable teeaty displaced sections 152(5)/153(5) and
154(4) TIOPA. See paragraphs 2.7 and 2.107 abdwe UK has bilateral tax treaties containing
a provision based on Article 9(1) OECD MTC with aher EU Member States. It would not be
for the ECJ to rule on a possible infringement bilateral tax treaty: Case C-298/@®lumbus
Container Services BVBA & Co v Finanzamt Bielefaltenstadt paragraph 46, cited e.g. in
Case C-128/0®amseaux v Belgium

634 [2015] UKFTT 341 (TC) paragraphs 99-106.

635 Notes by the UK Inland RevenuBhe Transfer Pricing of Multinational Enterprises

published inntertax1981/8, paragraph 2.
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HMRC's International Manu&i®. An introductory formulation of the arm’s
length principle is that “transactions between @mted parties should be treated

for tax purposes by reference to the amount ofitpifmdit would have arisen if the
- 637

same transactions had been executed by uncon :
3.181 HMRC do acknowledd&® the concept of an “implicit guarantee”, but

what this means is not explained in a precise wiyey say:

“If a guarantee is only implicit, the lender willoh be able to sue the guarantor in the
event that the borrower defaults on a loan. Thargator may not have taken on a risk to
which a price can be attached. Even a comfort ddftiem the UK parent may not be

sufficient to create a measurable guarantee, uniebsds the issuer in the event of its
subsidiary’s default. Expectation in such circuanses may count for as much as a

legally binding commitment.

“Seeking to impute a fee in relation to the effettsimple membership of a group is

inappropriate[TPG paragraph 7.13 is cited].

“It may come down to what evidence there is tha& guarantor will make good its
implicit guarantee. It may have a track record apporting or abandoning subsidiaries
which get in trouble; it may have a reputation @fefending its name and standing by its
subsidiaries. A lender is not going to set muchrestoy an unenforceable ‘letter of
comfort’ unless it can have confidence that theaigry keeps their word. It is a matter
of weighing up the likelihood of an implicit guataa being honoured and the effect that

it would have on the borrowing terms of the borroive

3.182 Interestinglyy, HMRC then comment on the pricing ekplicit
guarantees, saying that “under OECD guidelinesd (dnus, it would seem they
consider, UK tax law) a fee may be imputed if tharmgntee provides a benefit to
the borrower‘after taking into account any implicit suppoff®. The implicit
support aspect is not in fact found expressly ia PG, but the statement

636
2015).

637 INTM 412040.
638 INTM 501050.
639 Ibid.

Available at_www.gov.uk/government/collectionsfltamanuals (accessed 15 July
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represents HMRC acceptance that implicit suppod iglevant factor in pricing
an explicit guarantee. This is followed by thedwarm comment that “there is an
argument” that an arm’s length guarantee fee “shbalreduced if it is found that
the borrower already has the benefit of impliciagantees”; and: “to charge for
the explicit guarantee without taking account impkupport could be regarded as
charging for something that was, to some extenteast, already in place”.
Reference is made to that being the line takerménGanadiarGeneral Electric
casé’’. Elsewhere, HMRC acknowledge specifically thall falevant factors
should be considered ... [including] considerationt@svhether the guarantee
brings the borrower something beyond the impli@rgmtal or group support
provided by passive association with fellow groupnmbers®**.

3.183 It is understood from professional experience tHMRC draw a
distinction, as a matter of terminology, betweemgiicit guarantees” and other
forms of implicit support. The former representsnething falling within the
statutory definition of “guarantee” in section 18%{TIOPA but which falls short
of a contractually binding guarantee or suretyhedforms of (perhaps yet lesser
guality) implicit support may not, in HMRC'’s viewnfluence a borrower’s ability
to raise deff2 In the related but distinct context of allowirguarantor

companies a form of compensating adjustment, HM&E*$

“The term ‘implicit guarantee’ is also used in [gs@m 192 TIOPA}*... Where affiliated
companies make such claims on the basis that aagtes is implicit because of the
relationship between the thinly-capitalised and dtegmant company, that should not of

itself be taken as evidence of the existence ataral guarantee that requires pricing.”

3.184  More generally in the context of guidance on thapitalisation, HMRC
assert that, because the arm’s length provisiotinas which would have been

made as between independent enterprises, “the &ngth borrowing capacity of

640 See paragraph 3.16ff.

641 INTM 413130.

642 This is a position which, in professional pragtit have seen HMRC adopting: see

paragraph 3.189.

643 INTM 501050.

644 Actually it is not.
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the borrower is therefore the debt which it coufdl avould, as a stand-alone
entity, have taken on from an independent lender establish this, it is necessary
to consider the borrower separately from the othembers of the same group of
companies. This is the ‘separate entity’ or stalwhe basis for determining
borrowing capacity... no account is taken of any gotees, explicit or implicit,
from connected companiéé®. Paragraph 1.6 TPG is then cited: “... treating the
members of an MNE group as operating as separdigegmrather than as
inseparable parts of a single unified businessbwever, equating the “separate
entity” approach (mandated by the TPG) with tharigtalone” concept (used by
rating agencies) seems misconceived; the sepasateeguired by the OECD
demands respect for the separate legal corporaséeeze of the company in
guestion rather than viewing things from the pectipe of the MNE “firm” as a
whole or on some sort of consolidated basis. Thmgaagencies themselves
recognise that, in determining creditworthiness, $tand-alone position may then
be adjusted for group affiliati6ff.

3.185 While it is unobjectionable that mere implicit s@pp or passive
association does not amount to “the existence cdcamal guarantee” (at least in
the legal sense), in my opinion HMRC'’s broad apphois inconsistent with the
statute. The sections 154(4)/191(4)/192(6) deding areinclusive instruments
that would, as a matter of ordinary legal termigglobe recognised as guarantees
will clearly fall into the definition; other lessdorms of assurance are then, by
extension, brought within the term “guarantee”. eTdtatutory test on its terms
embracesinter alia any ‘“relationship” or “connection” that may produee
“reasonable expectation” of payment. Let us acaeptseems reasonable) the
proposition that “reasonable expectation” impliegraspect something in excess
of 5096*". It is in my view logically irrefutable that themay exist cases where
the implicit support from which a putative borroweay benefit may (a) produce
a prospect of payment for a lender of less than 508 us say “40%”, but
nonetheless (b) favourably influence the pricing afwillingness to advance, a

645 INTM 413070.

646 See the S&®roup Rating Methodologyote 38 above.

647 See paragraph 3.161 above.
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loan to the borrower. True, the quantitative dffexay not be large, or easy to
determine, but the principle seems plain.

3.186  Some sections touching on passive association lbeee removed from
INTM®®  Unsurprisingly, this archived material does nasolve any
uncertainties. HMRC themselves acknowledged tiit issues of whether and to
what extent passive association improves a borreveeedit rating and at what
point group support becomes more than passive iasisoc are difficult and
complex®®. HMRC do however seem to consider that the existeof an
implicit guarantee depends on behaviour of the iggrtand that passive

association can have an effect on the terms cdi o

3.187 HMRC facilitates occasional discussions on finalntiansfer pricing

with professional practitioners through a “Joiniimf@ap Forum”. Implicit support

in financing cases has been the subject of dehat®at group, first at a meeting
on 15 October 2013, and then on 27 January anQcidber 2014. The group
generally operates subject to the Chatham House, Rul | can say that at the
earlier of these two meetings (illustrating the emainty in this area) the opinions
of the six major UK accounting firms and the lawnfipresent were split fairly
evenly as to the appropriateness of making impdiegiport adjustments in lending
scenarios; at the latter meeting views were nohéurtadvanced. The main
perceived difficulty is the broad UK statutory detfion of “guarantee” (paragraph
3.160 above): some were of the opinion that implsiupport can only be
meaningful if it creates the “reasonable expectédtieferred to in section 154(4)
TIOPA, at which point it must be disregarded. Refiee was made to the two
examples included in the OECD’s July 2013 discussimaft on Intangibles (see
paragraph 2.80ff), which have been retained inufhgiated Section D.8 Chapter |
TPG. However, HMRC did indicate in the October 20meeting that its

competent authority work included a number of @res from other tax

648 Archived HMRC manual material is available frorarieus sources including e.g.

CCH'sHMRC Tax Manuals Archivservice available by subscription from www.cchuko.

649 INTM 542090. See now INTM 413110.

650 lbid. “Where there are intra-group guarantees, expicimplicit, the effect that the

guarantee has on the terms of the loan need tedagated from any effect that can be attributed
to passive association.”
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authorities in the context of interest rates andrgatees, and that many countries
seemed to have accepted the concept of implicpad’. At that time HMRC
“had no policy” on implicit support, but were firgnbf the view that it could not

increase borrowing capacity.

3.188 In confidential correspondence with a client tax@ayHMRC at first
persisted with the view that implicit support froa parent company to its
borrower subsidiary cannot be taken into accounprining a loan from that
parent to that subsidiary. “The HMRC view is thdtile the provision, that is the
arrangements, between [parent] and [subsidiary]t nmes compared with the
provision that would have taken place at arm’s faribis does not change the fact
that [parent] is the lender. We need to considewbat terms [parent] would lend
at arm’s length but [parent] remains the lender aoadild not, at arm’s length,
provide support for its own loan in the case ok&adlt.”**? Subsequently, HMRC
accepted “that implicit support is a relevant cqrtdaut only to the extent that it
affects the pricing of debt®® they have maintained (and reaffirmed in a letter
19 June 2015) the position that implicit supportn@ relevant to borrowing

capacity.

3.189  Consistent with that position, at a meeting with R on 12 August
2014, an HMRC officer indicated that consideratidthe significance of implicit
support had developed within HMRC in recent morathd that revised guidance
could be expected. He also said that HMRC wouldinminently providing
proposed language to OECD for inclusion with theugr synergies material in the
September 2014 paper on Intangibles (see para@.8oiff above). As trailed at
the August meeting, HMRC are understood to havepgsed to OECD that
implicit support should indeed be recognised asagkat phenomenon, but that its

est That might be thought to imply that other cowsriwere invoking the notion of

implicit support to argue for a lower interest rébe guarantee fee) payable by a local borrower
to a UK lender or guarantor.

652 Confidential letter (quoted with client permissidrom HMRC dated 9 May 2014 to a
UK corporate taxpayer in the course of a dispugamding the application of section 447
Corporation Tax Act 2009 under which exchange gaimissses must be left out of account for
tax purposes by reference to loans to the extet timder section 147 TIOPA, profits or losses
are computed as if all or part of the loan hadosan made.

653 Confidential letter from HMRC dated 22 Septen®@t4 in the same matter.
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effects should be limited to thate of interestcharged on a borrowing (or, one
assumes, as in tl@eneral Electriccas, the quantum of a guarantee fee), but
should not be regarded as having an impact on borrowing dgpge. the thin
capitalisation aspect of the debate. This seegisdtly flawed: if the presence of
implicit support is accepted as enhancing (relativethe pure stand-alone
position) the creditworthiness of a company, suitely self-evident that a putative
arm’'s length lender would be prepared to advandatively more funds (or
advance funds in circumstances where, with a sédowke credit analysis
perspective, it would not do so at all)? For tremant, theexampleseiterated by
OECD in the BEPS 2015 Final Reports (paragraph 28®%e) have not expressly
developed the analysis beyond the position appgrdatoured by HMRC.
However, paragraph 1.157 TPG does now contemplaieeased borrowing
capacity” in the group synergies discussion, cowntreo HMRC’s position.
Perhaps additional clarification will be forthcomiby the time the BEPS project
comes to a conclusion (see paragraph 2.85 above).

3.190 In summary, while the UK’s transfer pricing legisten explicitly (but
guardedly) adopts the OECD TPG for interpretativeppses, and HMRC are
vocal supporters of the arm’s length principle,yomlrather limited and grudging
acceptance of the effects of passive associatipniémg controlled transactions is
so far apparent. In many cases, the statutoryiremgant to disregard
“guarantees” will serve as a serious obstacle ¢ogeition of such effects, despite
this being somewhat at odds with paragraph 7.13 HRAG the arm’s length

principle generally.

654

Paragraph 3.16ff above.
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United States

“We can simply interpret arm’s length to mean what think it should mean, and if we
say it correctly, that's what it mean§*

Legislation

3.191 The United States must be credited with the firgtusory expression of
arm’'s length pricing; “the United States has beka standard-setter for the
development of the arm’s length principfé® Legislative antecedents date back
to 1917°". To support section 45 Revenue Act 1928, whidvided authority to
the government to “distribute, apportion or all@aincome to reflect the
taxpayer’s income, regulations were published iB51@hich recited the objective
as placing “a controlled taxpayer on a tax pariishvan uncontrolled taxpayer”
and included the rule that “the standard to beieggh every case is that of an
uncontrolled taxpayer dealing at arm’s length widmother uncontrolled
taxpayer®® The US'’s first double tax treaty — with Franc832 — applied the
arm’s length principle for income allocation purpssin a provision which
resonates with today's Article 9(1) MPE. The US has been a formative
influence on international transfer pricing thinginits regulations significantly
affecting the development of the TPG. Indeed,eh®ss been “a long-standing
US tax policy to export the Sec. 482 regulationstteer countries with a view to

655 Edward Kleinbard, Chief of Staff of the Joint Qoittee on Taxation, with citations,
including an Alice in Wonderland allusion, in Witorff (2009) note 211.

656 Wittendorff (2010a) page 14.

657 War Revenue Act of 1917, Regulation 41, Articf&s78 referenced by Wittendorff
(2009) note 21. For historical accounts see Avirddo (1995) and Wittendorff (2010a) chapter
2. ltis hard to over-state the importance ofWt&in the development of modern transfer pricing
thinking.

658 US Treasury Regs. 86, Art. 45-1(b) (1935), reifter some slightly earlier cases on
section 45: see Oates and O’'Brien page 12.

659 Article IV: “the first of its kind in a tax tregt: Avery Joneset al (2006).
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creating an international consensus on the applicabf the arm’s length
1660

principle
3.192 However, although one might expect the US to haeeeldped
sophisticated thinking on the topic of passive asgmn, significant uncertainty
and professional disagreement persists on that®tpiThe concept appears to be
firmly recognised as an element of comparabilityalgsis in the services
contexf® but its effect on risk, and thus on financingnsactions, remains
controversial. Nonetheless, the emphasis placease law on the principle that
transfer pricing rules are there to enspegity of treatment between controlled
and uncontrolled transactions, and the focus ariqdistortionsattributable to a
control relationshiff*, together provide a springboard for deeper redimgnif

the effects of implicit support.

3.193  The foundation for US transfer pricing law is sentd482 of the Internal
Revenue Code 1986:

“In any case of two or more organizations, trades lmisinesses (whether or not
incorporated, whether or not organized in the UditStates, and whether or not
affiliated) owned or controlled directly or indirdg by the same interests, the Secretary
may distribute, apportion or allocate gross incondeductions, credits or allowances
between or among such organizations, trades ornesses, if he determines that such
distribution, apportionment or allocation is necasgsin order to prevent evasion of taxes
or clearly to reflect the income of any of suchamgzations, trades or businesses. In the
case of any transfer (or license) of intangible gedy (within the meaning of Section
936(h)(3)(B)), the income with respect to such sfanor license shall be commensurate

with the income attributable to the intangible.”

660 Wittendorff (2009) page 109, citing at note 27 WBSsistant Treasury Secretary

Stanley Surrey from 1966. Langbein (1986) (pag&)6@escribed an “‘export campaign’
undertaken by United States officials and expeusnd the 1960s and 1970s, the process by
which those officials sought to ‘internationalizdeas novelly developed by the United States
during the 1960s.”

661 Lowell, Burge and Briger (on-line service) pawagt 6.07[4][e] say that “the extent to

which membership in an MNE group is a benefit reqgi arm’s length compensation” is an
issue “that arises frequently in transfer pricizrgraination and controversy contexts”.

662 Paragraph 3.206ff below.

663 Both found e.g. in the Supreme Court’s decisiorCommissioner v First Security

Bank of Utah paragraph 3.218 below.
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3.194  Regulations under section 482 were published ir8lf@esponse to an
invitation by the Conference Committee Report om Revenue Act of 1962 to
“explore the possibility of developing and promulgg regulations under the
[authority of section 482] which would provide atioial guidelines and formulas
for the allocation of income and deductions in sasgolving foreign incomeé®”,

The regulations “for the first time imbued the asnéngth standard with practical
meaning by formulating the three classical methofd€omparable Uncontrolled
Price (CUP), cost plus and resale price, all of awhdepended on finding
comparable uncontrolled transactions to those ewjam by the related
065

parties
OECD:

The internationalization of the regulations washieved via the

“The United States initiated a targeted campaignthwihe aim of creating an

international consensus behind the United Stateating of the arm’s length principle,
and the need for rules on corresponding adjustmértie OECD Fiscal Committee was
seen as being the key to the resolution of thiblpro. After their publication, the section
482 regulations were put before the OECD Fiscal @uitee. The campaign culminated
in the 1979 OECD Report, which largely adopteddéetion 482 regulations’®

3.195 The US has also exercised a formative influencehenintroduction,
content and periodic updating of the TPG, includihgir issue in 1995 and the
abandoning in 2010 of the traditional hierarchy roéthods — reflecting the
emerging acceptance of profit-based methodology thed US “best method”
concept®’.  On the other hand, the US “has been less epficiterms of

664 H.R. Rep. No. 2508, 87Cong. 2d Sess. 18-19 (1962), cited in the Stateroén
Robert S MclIntyre and Michael J McIntyre before 8emate Committee on Government Affairs,
25 March 1993, available via Citizens for Tax Jestit_http://www.ctj.org/html/multimjm.htm
(accessed 18 August 2015).

665 Avi-Yonah (2009) page 1.

666 Wittendorff (2010a), pages 38-39. Thanks to Batdman for the entertaining
remark that “the OECD should have paid a royaltthoUS for basically copying, in '79, the US
482 Regs written in 1968".

667

Regs. 8§1.482-1(c)(1), i.e. “the most reliable suea of an arm’s length result”.
According to the IRS'Report on the Application and Administration of t&et482(1999) at
page 8 “[tlhe central guidance for taxpayers anfl 8Raminers on the application of the arm’s
length standard is set forth in the final regulasiaunder section 482 issued in July 1994. ...
These regulations were developed at the same tmanal are fully consistent with, the 1995
OECD Transfer Pricing Guidelines” (though some rmjffer regarding “fully consistent”).
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recognizing the Guidelines’ relevance as a meansteifpreting the arm’s length

principle. A primary reason for this is presumatiigt the Treasury Regulations
... provide for an even more detailed interpretatiorAs a result, there is not the
same need to resort to the Guidelines in the UrStatles as in countries with less
detailed transfer pricing law. In line with thitve US courts rarely refer to the
OECD Guidelines®®

3.196  Section 7805 IRC empowers the US Secretary of theasiry to
promulgate regulations to enforce the Code. T ilRa bureau of the Treasury;
its tax regulations constitute the Treasury’s iptetations of the Code. Typically,
regulations are first published in “proposed” (rmneling) form for consultation.
“Temporary” regulations are effective upon publicatin the US Federal Register
and can be valid for up to three years from i&SueRegulations which are of an
interpretive nature may be found to bkra vires the primary legislation: the
validity of regulations may be tested under a twepsapproach enunciated by the
Supreme Court iiChevron, USA Inc v NRD® whereby the court first considers
whether Congress has “directly spoken to the peegigestion at issue” and then,
if not, analyses whether the relevant agency adsdmsed on a permissible or
reasonable construction of the stat(teRecent challenges to the validity of
regulations include theAltera®? Amazof’® and 3M°"* cases. The US

Government considers the section 482 regulationbetaconsistent with treaty

668 Bullen (2011) page 40 and note 177, notingXtiiex case (paragraph 3.2Bélow) as

an exception. Similarly, Vega (2012) page 24: “txestence of detailed regulations on transfer
pricing has made circulars referring to the OECDd@lines unnecessary”.

669 Section 7805(e)(2).

670 467 U.S. 837 (1984).

et Jones, Roberson and Yoder (2013). An alterndiagis of challenge lies withnited

States v State Farm Mutual Auto Insurance4®8 US 29 (1983), invoked successfully by the
taxpayer in théltera case: note 672 below.

672 TC Dkt Nos. 6253-12 and 9963-12, decision repbate145 TC No. 3 (US Tax Court
27 July 2015) finding Regs. 8§1.482-7(d)(2) invalidAltera is now challenging subsequent
versions of the regulations: TC Dkt No. 31538-15.

673 TC Dkt No 31197-12. See al&@ominion Resources, Inc v United Sta6&i F.3d
1313;Cohen v United Statedb0 F.3d 717{nited States v Home Concrete & Supply L1332
S.Ct. 1836 (2012).

674 TC Dkt No. 5186-13.
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obligations and the OECD TP&. Section 1.482-1 introduces the arm’s length
principle and the conditions for its applicatiomdasubsequent sections address
different transaction categories. Proposed reguiaton global dealing have been
published.

3.197 Regs. 81.482-1(a)(1) expresses the general olgecfithe US transfer
pricing code (echoed in paragraph 1.8 TPG) thjecfson 482 places a controlled
taxpayer on a tax parity with an uncontrolled tasgraby determining the true
taxable income of the controlled taxpayer”.

3.198 Regs. §1.482-1(b)(1) provides that —

“In determining the true taxable income of a coiigd taxpayer, the standard to be
applied in every case is that of a taxpayer deahbhgrm’s length with an uncontrolled
taxpayer. A controlled transaction meets the arhlarggth standard if the results of the
transaction are consistent with the results thauldchave been realized if uncontrolled
taxpayers had engaged in the same transaction utidersame circumstances (arm'’s
length result). However, because identical transms can rarely be located, whether a
transaction produces an arm’s length result wilhgeally be determined by reference to

results of comparable transactions under comparablumstances.”

3.199 The use of the abstract “a taxpayer” and “uncolddotaxpayers” is

noteworthy: like Article 9(1) OECD MTC, it signpasprice testing against the
behaviour of hypothetical taxpayers (undertaking shme transaction under the
same circumstances), rather than postulating adciion between a third party

and the actual taxpayer.

3.200 Despite promulgating the best method rule, as dsgewmparability the
CUP method “will generally be more reliable tharalgees obtained under other
methods if the analysis is based on closely conlg@nancontrolled transactions,
because such an analysis can be expected to achieh@her degree of
comparability and be susceptible to fewer diffeemnthan analyses under other

676

methods Where a simple internal comparable is availattle, CUP method

675 Advisory Memorandum 2007-007, issue 5.

76 Regs. §1.482-1(c)(2)(i).
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will be preferred. On the other hand, “in accomawith the best method rule, a
method may be applied in a particular case ontphef comparability, quality of
data, and reliability of assumptions under thathodtmake it more reliable than

any other available measure of the arm’s lengthlt&s’.

3.201  Five comparability factors are adopted, along assgnsimilar lines to
those in the TPG, including contractual terms,siakd economic circumstances.
Contractual terms will generally be respected éythre consistent with economic
substance of the underlying transacttdhs And the allocation of risks will
usually be determined as specified or implied keytdxpayer’s contractual terms,
if consistent with that substarfé& Relevant risks naturally include “credit and

collection risks®®°,

For comparability purposes, the “alternativealistically
available to the buyer and seller” are among thriicant economic conditions to

be taken into accolfit.

3.202 The concept of “true taxable income” as used in ribgulations is
defined as “the taxable income that would have lteduhad [the controlled
taxpayer] dealt with the other member or membersthef group at arm’s
length®®%. Under the heading “allocation based on taxpayactual transactions”
the Commissioner is directed to respect the “tretima as actually structured by
the taxpayer unless its structure lacks economizstance”. In this context
however the Commissioner “may consider the altereat available to the
taxpayer in determining whether the terms of thetrasled transaction would be
acceptable to an uncontrolled taxpayer faced with $ame alternatives and

operating under comparable circumstan®&sAn Example which follows shows

(b).
678 Regs. §1.482-1(d).
679 Regs. 81.482-1(d)(3)(iii)(B).

680 Regs. §1.482-1(d)(3)(iii))(A)(4). In the ProposBegulation on global dealing the
creditworthiness of the counterparty is listed:PiReg. §1.482-8(a)(iii)(D).

68l Regs. §1.482-1(d)(3)(iv)(H).
682 Regs. §1.482-1(i)(9).

683 Regs. §1.482-1(f)(2)(ii)(A). In response to Bausch & Lomlrase (paragraph 3.223
below), “the reaction of the US tax authorities astbeen to incorporate the concept of realistic
alternatives in the 1994 Sec. 482 regulations, umdiéch such alternatives may serve both as

Regs. §1.482-8(a) (Examples of the best methiad, rand Example (1) at paragraph
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an intra-group IP licence being respected “if i r@onomic substance”, but notes
that the licensor’s ability itself to manufactuneguct may be taken into account
in the pricing analysis. Thus the US regulatianggpose the notions found in the
TPG of recharacterisation (or derecognition) fontvaf economic substance and
the need to consider options realistically avadaiol a comparability analysis.
Some have worried that “the authority left in theSIs hands to consider
alternatives available to the taxpayer and to lbesesfer pricing adjustments on
those alternatives, seems no less potent than thbordy to actually
restructure®®*.  Also, the provision does not require the “algtive” to be
“realistic”, unlike other methodological rules e.Begs. 81.482-3(e)(1) which
refers to the “general principle that uncontroltegpayers evaluate the terms of a
transaction by considering the realistic alterregivo that transaction, and only
enter into a particular transaction if none of #fiernatives is preferable to 5.
However, the IRS have said:

“It is a longstanding principle under § 1.482-1@)(ii)(A) and in the valuation field,
generally, that, although the Commissioner will leaée the results of a transaction as
actually structured by the taxpayer unless it laeksnomic substance, the Commissioner
may consider alternatives available in determinithg arm’s length valuation of the
controlled transaction. The realistic alternativgwinciple does not recast the
transaction. Rather, it assumes that taxpayersrat®nal and will not choose to price
an arrangement in a manner that makes them woreeainomically than another

available alternative.®®®

3.203 Regs. 81.482-2(a)(1)(i) provides specifically tHat]here one member
of a group of controlled entities makes a loanawasmce directly or indirectly to,
or otherwise becomes a creditor of, another memolbesuch group and either
charges no interest, or charges interest at awhieh is not equal to an arm’s
length rate of interest (as defined in paragrap{2)af this section) with respect

independent criteria for price determination and aadactor in the comparability test”
Wittendorff (2009b) page 208.

684 Insley and Ackerman (1995).

685 Regs. §1.482-2(a)(2)(i). See also Regs. §81.4872)(ii)(B), 1.482-4(d)(1), 1.482-
7(9)(2)(iv)(A), 1.482-7(g)(4)(i) and (ii)(A), and.482-9(h).

686 T.D. 9456 section C.
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to such loan or advance, the district director nmake appropriate allocations to
reflect an arm’s length rate of interest for the o§such loan or advance”. Under
paragraph (a)(2), “an arm’s length rate of intesdstll be a rate of interest which
was charged, or would have been charged, at the ttien indebtedness arose, in
independent transactions with or between unrelgpadties under similar
circumstances”. Moreover, “all relevant factorsush be taken into account,
“including the principal amount of the loan andration of the loan, the security
involved, the credit standing of the borrower, #mel interest rate prevailing at the
situs of the lender or credif8f for comparable loans between unrelated parties”.
Particular transfer pricing methods are not spegifor loan&® and in practice
“the principles of the transfer pricing methodsab$thed in the section 482

regulations are relied upon to benchmark intercampiebt®®®,

3.204 The ABA has recommended that guidance on guarargieesld be
placed in Regs. 81.482-2 as a “specific situati@idngside the loans and
advances guidant® More specifically, the ABA notes that advocaéshe “no
affiliation” approach (i.e. to ignore passive asation: see paragraph 4.64 below)
“submit that the reference to the ‘borrower’ expljcdistinguishes the borrowing
entity from all other affiliates, thus prohibitimpnsideration of affiliation benefits
in determining an arm’s length raf&" But surely the answer to this is that the
borrower’s credit standing “is what it is” i.e. hag regard to passive association
if indeed that has an empirical effect; to disrelgdrat association would entail a
departure from taking into account “all relevanttéas” including the “credit
standing of the borrower”. Indeed, the ABA notdmtt advocates of the
“market/affiliation” model (paragraph 4.65 below)s@ cite Regs. 81.482-
2(a)(2)(i) in support of their case.

687 Regarding the position of the lender see pardgbap and note 885 below.

688 Other than a “situs of the borrower” rule undérich a loan out of proceeds of a loan

raised by the lender at the situs of the borroway be priced at the rate paid by the lender plus
the lender’s costs (Regs. § 1.482-2(a)(2)(ii)) anshfe harbour for certain US dollar bona fide
debt based on a monthly published “applicable fedete” (Regs. § 1.482-2(a)(2)(iii)).

689 Bakker and Levey (2012), US chapter by Mac CakKmshnan Chandrasekhar and
Mike Gaffney, page 534.

690 ABA Guarantees Paper (2012) page 3.

691 ABA Guarantees Paper page 56.
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3.205 Regs. 81.482-3(e) addresses “unspecified methodshe context of
transfers of tangible property. It recites the “gexh principle that uncontrolled
taxpayers evaluate the terms of a transaction bysidering the realistic
alternatives to that transaction, and only entey mparticular transaction if none
of the alternatives is preferable to it”. Thusigtappropriate to compare “a
controlled transaction to similar uncontrolled sactions to provide a direct
estimate of the price to which the parties wouldehagreed had they resorted
directly to a market alternativ®”. Regs. §1.482-3(e)(2) presents an Example —
illustrating the application of a bid comparison @&n export/distributorship
context. Similar enlightenment may be availablghére are prevailing rates for a
particular product quoted on a public mafRet It should follow that loan pricing
may be informed by analogy where a bank is preptrddnd (at least if a firm
guote based on proper credit analysis is availabl)oreover, this approach
seems to me to confirm consistency between theogiogns that:

(a) the correct comparison required by the armigtle standard in Regs. § 1.482-
1(b)(1) is between the controlled transaction andhyaothetical transaction
between hypothetical parties; and

(b) the hypothetical borrower in a lending scenamast have all the same
characteristics as the actual borrower in the odlatt transaction, including its

ability to secure certain pricing had it “resorthcectly to the market”.

3.206  Recognition of the passive association conceptthiatate been most
visible in the “Services Regulations”, found in itténal form at Regs. §1.482-9,
effective from 31 July 2009, but electively appbi@ back to 200%8%. The
regulations permit certain services to be chargedf cost i.e. with no mark-up:
the arm’s length price is deemed to be the “totalises cost$?®>. However,

692 Regs. §1.482-4(d)(1) provides a parallel ruletfansfers of intangible property.

693 Subject to various qualifications: Regs. §1.4824(5).

694 Summarised e.g. by DeNovio (2007), Feinschreitset Kent (2008) and Green and
Jenn (2009).

69 Regs. §1.482-9()).
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financial transactions including guarantees arduebec! from application of this

method®®,

3.207 In general, under Reg. 81.482-9()(1), a “contmkiervices transaction
includes anyactivity (as defined in paragraph (l)(2) of this sectiompbhe member
of a group of controlled taxpayers (the renderégt tresults in aenefit (as
defined in paragraph (1)(3) of this section) to amemore other members of the
controlled group (the recipients)” [my emphasis].“Activity” includes
performance of functions, assumption of risks, ageroperty, capabilities or
knowledge, and making available property or resesirof the “renderef®’.
Despite the apparently non-exhaustive definitiomgltides”), there is a strong
sense here of positive action rather than the pessivity with which this study is
concerned. “Benefit” is provided “if the activiirectly results in a reasonably
identifiable increment of economic or commercialluga that enhances the
recipient’'s commercial position, or that may readuy be anticipated to do so”.
And benefit will generally be presumed where anomimlled taxpayer would be
willing to pay another tperformthe same or a similar activity or if the recipient

would have done it for itséf®

696 Regs. §1.482-9(b)(4)(viii). When the Services iations appeared in proposed form,

IRS Deputy Associate Chief Counsel (InternatioisiBven Musher confirmed that tblearacter

of loan guarantees had not been taken on as p#negfroject (see Ryaet al (2004) note 1).
General Counsel Memorandum 38499 (September 128 the position that a guarantee
should be characterised as a service and thus timeleegulations then in force an arm’s length
charge could be equal to the costs incurred bptbeder — typically zero. Field Service Advice
FSA 1995 WL 1918236, 1 May 1995, indicated thatertain circumstances a guarantee may be
treated as a service. That position was abandon&006, the preamble to the temporary
regulations including the comment that “no inferens intended ... that financial transactions
(including guarantees) would otherwise be consiiletee provision of services for transfer
pricing purposes™ T.D. 9278, 21 August 2006, Erplion of Provisions paragraph 11(d)
(confirmed in 2009 by T.D. 9456). One view is th@ns are not services (see e.g. Blessing
(2010) page 164), possibly putting paragraph 7.B& Dut of play (but cf. Vogel (2015) page
647, where it is assumed that “financial servicgs ans” are indeed covered by Chapter VII
TPG), though the “no inference” statement abovgerhaps rather neutral on the point. Lowell,
Burge and Briger (on-line service) paragraph 7.[)é[%/iew the characterisation of guarantees
as “a longstanding area of uncertaintyContainer Corporation v Commission&84 TC No. 5
(2010), albeit in a different (withholding/sourcingontext, supports the view that guarantees
entail services. Breen (2015) at note 4 citesévli(L994) as “the definitive study of US tax
issues associated with guarantees”. But Milleseation Ill.A incorrectly asserts that an arm’s
length guarantee fee should be equal to the vdltreedenefit to the debtor (whereas this in fact
represents the upper bound of the range).

7 Regs. §1.482-9(1)(2).
®%  Regs. §1.482-9()(3)(i).
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3.208 This “moved the United States closer to the OECDthis area of

law” 699

— in fact the benefit concept is clearly modeltad TPG paragraph 7.6
(including the version in place when the ServicesgiRations were first
proposed). “The perspective of the buyer preuaider the benefit test ..b{

benefits that result from passive association anerg the exceptions to the
benefit test.”® The Regulations abandoned a “general benefittepnunder the
predecessor regulations (which dated back to 1'@6f)er which certain activities
in a corporate group are presumed to generateefibbenthe controlled group as
a whole”®*,

81.482-9(1)(3)(v) confirms that:

Moreover, with a broad parallel in TPG paragraph3, Regs.

“[a] controlled taxpayer generally will not be coitered to obtain a benefit where that

benefit results from the controlled taxpayer’s ssads a member of a controlled group.”
3.209  And then, importantly:

“[a] controlled taxpayer’s status as a member otantrolled group may, however, be
taken into account for purposes of evaluating comlpidity between controlled and

uncontrolled transactions®2

3.210  The confirmation that (mere) membership of a grogy be taken into
account in a comparability analysis is a powerfihfer towards the recognition
of passive association as a relevant factor inimgicontrolled transactions. In
response to the 2003 proposed regulations, coneasnexpressed that “virtually
any uncontrolled transaction could potentially b@sidered unreliable, because it

699 Zollo et al (2006), page 39.

700 Wittendorff (2010a), page 776. The point is thdtenefit from passive association is

inherently in place prior to (or independently fioamy activity by the renderer. Thus “benefit”
from “activity” cannot include benefits from passiassociation.

o Wood and Canale (2004), page 32. Also, “[i]n direontrast to the [then] Current
Services Regulations’ general benefit test, the DEDidelines provide that an activity whereby
an associated enterprise receives only an incitleerteefit solely due to the fact that it is pareof
larger concern, and not to any specific activitywgeperformed, does not support a charge for the
intercompany service”: Hill (2006) referring to TR@ragraph 7.13.

92 This is now echoed in paragraph 1.163 TPG: “Contpkiya adjustments may be

warranted to account for group synergies.” See Rlsgs. §1.482-1(f)(2)(i) Example 3 where
controlled transactions of another MNE group inumjveconomies of integration are apparently
(but surprisingly) regarded as a more reliable regfee transaction than uncontrolled
transactions.
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would not generally reflect the same efficienciesl ssynergies as controlled
services transaction$®. But see the discussion &ausch & Lomb, Inc v
Commission€f* below (paragraph 3.223) and, of special interé, series of
Exampled® provided at Regs. §1.482-9(1)(5), including Exaespl5 to 19 which
address passive association (described in T.D.82@8 “an increment of value
that a controlled party obtains on account of itsmbership in the controlled
group”). “These examples draw a contrast betwden dognizable benefit
conferred upon a subsidiary through the parent®pmance of an affirmative act
and the non-cognizable benefit enjoyed by the slidorsi by virtue of its passive
association or mere affiliation with the parentthdlugh phrased in terms of the
absence of a cognizable benefit to the subsiditg ‘passive association’
principle can be expressed equally well in termshefabsence of an affirmative
act by the parent®”. The Examples represent an advanced quasi-statuto
recognition of passive associati6h and each deserves a mention:

() Example 15 “stands for the proposition thabenefit enjoyed by an affiliate
does not constitute a ‘benefit’ for purposes oftisec482 if the benefit arises
solely from affiliation with its parent®®. The Example concerns a newly-acquired
subsidiary (“Y”) of a major IT group (“X”) which m@ages to win a contract for a
new project which is significantly bigger than amgg it has done before due to

its membership of the acquirer’'s group, but withaative support from the X

703 T.D. 9278 paragraph 11(c); Wittendorff (2010age 505.

o4 933 F.2d 1984 (1991). Wittendorff (2010a) pa@é Says “the IRS unsuccessfully
argued that economies of integration in a conttolteansaction meant that uncontrolled
transactions identified by the taxpayer did noiséathe comparability requirement; the question
therefore is whether the new regulations seek gatesthe effect of that judgment”.

708 It is hard to resist a mention of the so-callethéese examples” from the 1994

regulations (Regs. (1994) §1.482-4(f)(3)(iv)), teatg the “Fromage Frere” group, even though,
being mostly concerned with the development of reéml intangibles, they are not very
relevant to the current study.

706 Paragraph 11(c).

o7 ABA Guarantees Paper (2012) page 6. CompareOB€D’s use of “deliberate
concerted action”: paragraph 2.82 above.

708 Australia’s Explanatory Memorandum on its modeemsfer pricing law is a worthy

competitor: paragraph 3.56 above.

709 ABA Guarantees Paper page 6.
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group or utilisation of marketing intangiblé$ No benefit is considered to be
obtained by Y from the broader group because wmrtime contract is not
attributable to any specific activity by X.

(i) Example 16 uses the same facts as Examplext®pt that X provides a
performance guarantee. This clearly constitutesattive provision of a benefit to
Y.

(i) Example 17 again uses those facts exceptXHaad itself started to negotiate
the contract with the customer before acquiringThus Y obtains a benefit from
being able to step into the contract, necessaitly /s acquiescencé

(iv) Example 18: same facts again, except thateXds the customer a letter
confirming its ownership of Y and intention to miaim that state of affairs; this
allows Y to obtain the contract on more favourdelens than it would otherwise
have achieved. Interestingly, this is not con®deto confer a benefit on Y
because the letter “simply affirmed Company Y’stistaas a member of the
controlled group and represented that this statosldvbe maintained until the
contract was completed”. That seems to me an aticbme as X has actively
provided support and indeed what may be a conlgtbinding stipulation
potentially to its detriment. The Example has besgticised by the ABA', who
nonetheless speculate that perhaps the underlgtignale is that the letter is
legally unenforceable or because the benefit déribg the subsidiary was
insubstantial; neither of these are satisfactopjamations.

(v) Example 19 (inserted, in response to commergatequests for clarification
of the treatment of passive association, to ilatstra situation in which group
membership would be taken into account in evalgatomparability*®) uses a
different and slightly more complex fact patternvalving comparables.

10 Wittendorff's criticism (2010a, page 504) thae tixample may be “pointless” unless

Y uses its new group hame seems unfair: the sifguieof its ownership may be enough to
induce a counterparty to offer favourable termsuit the need for a corporate name change.

it “Examples 16 and 17 seem to be inspired by Huspital Corp of America v

Commissionecase” 81 TC 520 (1983): Wittendorff (2010a), p&gé.
2 ABA Guarantees Paper (2012) page 7.
s T.D. 9278, 21 August 2006, Internal Revenue Binll2006-34.
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Company X and its subsidiary Y respectively buy illiom and 100,000 units of
goods from supplier S. There is no active negotiatind S applies a volume
discount so as to charge $0.95 per unit, separhiiéiflyg X and Y. X charges Y a
fee of $5,000 representing Y’s supposed benefihftioe arrangement. Unrelated
singleton company U is comparable to Y and buys,d@®D units at $1 each.
Similar taxpayers R1 (parent) and R2 (subsidiaayeha purchasing pattern from
S which is identical to that of the X-Y group, but intra-group fee is charged.
The Example concludes that the combined purchgsavger advantage enjoyed
by Y is “entirely due to Company Y’s status as amher of the Company X
controlled group and not to any specific activity Gompany X or any other
member of the controlled group. Consequently Campé is not considered to
obtain a benefit from Company X or any other mendfethe controlled group.”
Thus the $5,000 fee is inappropriate. This Exanmikrestingly (and in my view
sensibly) “takes group membership into account fwmparability (i.e.
determining which vendor price levels can be passbhbugh), while
simultaneously viewing group membership as not eomy a compensable

benefit” 4

(The relevance of the controlled arrangementvéen R1 and R2
seems dubious unless it is simply being presergembaect practice.) Example
19, taken together with the Preamble, is said tmafestrate that benefits from

affiliation should be taken into account, but do qoalify as services>.

3.211 The ABA Guarantees Paper (2010) observes that Beab$is cited
by proponents of the view that credit-standing #tharu some way be regarded as
a “group asset”. That concept is however givents$iurift (e.g. because it would
“seemingly compel the conclusion that all intercamp debt be priced at cost”).
And it is denied that Example 19 supports the aenirthat an affiliate should get
a related party guarantee for free or at a disctmuntarket price:

“At most, the example stands for the principle thiliation is a comparability factor, so

if a third party would price a good at 95c per utdtking affiliation into account, the

14 Lewis (2006), page 346.

s Wittendorff (2010a) page 506. Compare the Caathidalex case, where the
offshore purchasing company was found not to hawetributed anything to the group’s
purchasing power, note 50 above. See also Exan®fesn Section D.8 Chapter | TPG,
paragraph 2.80 above.
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related party transaction should be priced simyjarlNothing in the example suggest or
supports the view that the related party transatbould be priced below the market, at

90c or 85c per unit or that the good should be gisevay for free.”1°

And:

“[tlhe comparability issue would have been presenbetter in Example 19 if Company X
or another affiliate had purchased the 1.1 millimontainers itself and sold 100,000 of the
units to Company Y. Then the question would aggarding the arm’s length price for
that sale (a related party sale) and whether it lddoave to reflect the same 5c per unit
volume discount that would have attached if Compéamyurchased them directly from
Company S. We anticipate the Government may haseesed this question in the
affirmative, insisting that Company Y not be derfezlivolume discount on the sale from
the related party that would have been availabletton the sale from Company S but
even if this is the intended lesson of Examplen&Bher this lesson nor any other lesson
from this example supports the notion that aniafélis entitled to acquire a good or
service from a related party at a price below whitkould have acquired the good or

service from a third party in the marketplace takaccount of its affiliations™’

3.212 Thus it seems plain, from the text of Example 1% anformed

commentary, that at least in the purchasing powatext, the benefits of passive
association are to be taken into account as a aaingity factor and thus as a
characteristic of a purchaser of goods under arclbed transaction. By extension

the same principle should apply in financing sias.

3.213 On 6 March 1998 the US Treasury released proposgdlations
regarding global dealing operatidtfs The proposed rules, which include various
illustrative examples of different permissible w&ar pricing methodologies
(including a “comparable uncontrolled financialnsaction” or “CUFT” method),
do not contribute to the passive association d@ons despite some expectation
that guarantees would be addressed (the topic reaypdiuded in an eventual
reissue of the global dealing regulations).

16 Page 67.

i Footnote 150, page 68, my emphasis.

18 Federal Register vol. 63, no. 44; 63 FR 11177.
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3.214 A first draft version of the US Model Income Tax rivention was

issued in 1976, based on the then current OECD Mdtlevas revised in 2006. It
is supplemented by a US Treasury Technical Expi@matArticle 9(1) is identical

in form (but for the inconsequential positioning @e word and use of “that”
rather than “which”) to Article 9(1) MTC. Articl®(3) does however qualify
Article 9(1), with language strongly redolent otsen 482:

“The provisions of paragraph 1 shall not limit arprovisions of the law of either
Contracting State which permit the distribution,papionment or allocation of income,
deductions, credits or allowances between persaviether or not residents of a
Contracting State, owned or controlled directlyindirectly by the same interests when
necessary to prevent evasion of taxes or clearlyeftect the income of any of such

persons.”

3.215 In a sense, therefore, the US Model heads off pateaccusations of
treaty override by preserving the right (albeithait the terms of section 482) to
depart from the arm’s length standard. See furff@agraph 3.233 below in

relation to the Technical Explanation.

3.216  Section 385 of the Internal Revenue Code separat@firesses thin
capitalisation (beyond the scope of this study).

Case law

3.217 *“The IRS lost every single major transfer pricingse it litigated

between 1980 and 1995, including cases againsthallUS pharmaceutical
companies and many other US multinationats." There has to date been a
surprising lack of sophistication in the analysisl @&vidence presented to the US
courts in many transfer pricing cases, even modee&s, both by taxpayers and by

e Avi-Yonah (2009) page 2; (2015) page 71. A ussiummary of key cases is
contained in Avi-Yonah (1995) pages 98-129. Thiparhaps a slightly sweeping statement as
some decisions rejected the taxpayer’s analysis goch that the court increased assessable
income via its own determination. An exampleSisndstrand Corporation v Commissiorss
TC 226 (1991), where both parties were criticised the poor quality of the record,
“obfuscation” and “antagonism”, so that for the iotjojur task was not easy but we have
shouldered the yoke, and the parties now must wegh they have sowed” (96 TC at 375). In
Avi-Yonah (2015) théduPontcase (1979) (note 722 below) is described aslésteunequivocal
IRS victory in the transfer pricing area”.
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the IRS?°, especially when one reflects upon the US’s legdire in formulating
global transfer pricing law and the many decadess shich arm’s length pricing
legislation has been in place. “There have beemtaas of cases decided under
section 482 and its predecesséts” of which a good number have become
internationally well-known to transfer pricing ptiioners? including the

720 A schadenfreudénducing example isVestreco, Inc v Commission@4 TCM (CCH)

849, 866 (1992), where, in haranguing the IRStPexkpert’s uncritical attachment to SIC codes,
the Tax Court observed that “[w]e cannot see hoshigectural services, nuclear power plant
construction and operation, map making and oceapbgy services, tire making, breeding of
research primates and canines, and packaging alat@velopment can be compared with
petitioner’s food research.”

2 Duff & Phelps (2014), US chapter by Mark Madrird Jill Weise, page 829.

722 E.g.Young & Rubicam Inc v United Staté$0 F.2d 1233 (1969) (IRS allocation of
income attributable to employee services to suasih rejected)i.ufkin Foundry and Machine
Company v Commissiond68 F.2d 805 (1972) (reallocation of commissiond discount on
sales of oil field machinery; intra-group transaet inadmissible as comparableR);T French
Co v Commissione60 TC 836 (1973) (royalty payments to recipientpooation with only
partially common ownership found to be arm'’s lefgingineering Sales Inc v United States
510 F.2d 565 (1975) (reallocation of revenues feates of cooling towers between commonly
controlled US corporationsig | DuPont de Nemours & Co v United Staf@8 F.2d 445 (1979)
(reallocation of Swiss sales subsidiary's incometagpayer); Hospital Corp of America v
Commissioner81l TC 520 (1983) (allocation to US parent of 75%ircome of Cayman
subsidiary from Saudi hospital management contr&iba-Geigy Corporation v Commissioner
85 TC 172 (1985) (taxpayer’s royalty rate to Swissent for licence to manufacture and sell
herbicides upheld)G D Searle & Co v Commissionégd8 TC 252 (1987) (transfer of
pharmaceutical/medical intangibles to Puerto Rmalosidiary in exchange for stock sustained —
allocation to taxpayer of 25% of subsidiary’s nates); Central Bank of the South v United
States834 F.2d 990 (1987) (reallocation of unpaid equeptriease rent sustaine&)j Lilly and
Company v Commission866 F.2d 855 (1988) (pharmaceutical intangiblesdferred to Puerto
Rican subsidiary in exchange for stock sustainal af product into the US susceptible to re-
pricing); Sundstrand Corporatior(see note719 above) (intangibles licensing to Singapore
manufacturing subsidiary, sales of product to U®ager, both reassessediterck & Co, Inc v
United State®4 Cl. Ct. 73 (1991) (rejecting IRS allocationrofalty income to taxpayer from
Puerto Rican pharmaceutical manufacturing subsigis¥estreco, Inc v Commissiong4 TCM
(CCH) 849 (1992) (rejecting IRS’s allocations oft@me to US contract research services
subsidiary of Swiss groupPerkin-Elmer Corp v Commission& TCM (CCH) 634 (1993)
(court’s reallocations of parts prices and royaltibetween taxpayer and Puerto Rican
subsidiary);Seagate Technology, Inc v Commissidi@2 TC 149 (1994) (court’s reallocation of
component/disk prices charged by taxpayer's Singapobsidiary to taxpayer and royalties
charged by taxpayer to Singapore; services changgaised); National Semiconductor
Corporation v Commissionég7 TCM (CCH) 2849 (1994) (reallocation by the d¢oofrincome
of taxpayer's Asian component packaging subsidiabased on an adaptation of the “least
unacceptable” expert proposaRBjkeville Coal Co v United State37 Fed. Cl. 304 (1997)
(taxpayer’s sales of coal to Canadian parent; IRSen section 482 downwards adjustment of
income; taxpayer sought a greater reduction andefwnd); Compaq Computer Corporation v
Commissioner78 TCM 20 (1999) (Singapore manufacturing subsjdgelling printed circuit
assemblies to US parent: found to have satisfie® @léthod),DHL Corp v Commissione285
F.3d 1210 (2002) (trademark disposition and licegispricing of services)Veritas Software
Corporation, Symantec Corporation v Commissioh@8 TC 297 (2009) (adequacy of buy-in
payment by taxpayer's Irish subsidiary for pre-#mis intangibles under a cost sharing
arrangement). Significant further cases are pending ekpton Corp TC Dkt 5576-12
(cancellation of advance pricing agreements coger@omponent production by Cayman
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famous US$3.4 billion settlement in 2006 betweenI®RS and GlaxoSmithKline
relating to the value of product and marketing rigibles?®. But these cases
provide only infrequent insights into the charaatéithe arm’s length principle.
Perhaps this is in part due to the highly codifiegulatory approach in the US —
leaving less room than in some other jurisdictiosinterpretative argument. In
any event, as yet, no clear judicial statementylea®merged as to the recognition

of passive association.

3.218  The US Supreme Court, @ommissioner ¥first Security Bank of Utgh
has at least emphasised the keystone principle‘ttaipurpose of section 482 is
to place a controlled taxpayer on a tax parity véthuncontrolled taxpayef*
The Commissioner allocated insurance premium incdroen a reinsurance
company to its affiliated banks which had arrangades to customers. The
Supreme Court affirmed the Tenth Circuit’s judgmamtthe taxpayers because it
was illegal under federal banking law for them tecaive insurance sales
commissions. Thus there was no shifting or digtorbf income because the
banks simply could not receive insurance premiucoine. It was only where the
“controlling interest” had power to shift incometiween affiliated companies, and
where that power had been exercised in such a keythe “true taxable income”
of a taxpayer had been understated, that the Caioner was authorised to
reallocate under section 482 (that power “hardlgludes the power to force a
subsidiary to violate the law”). Thus the holdingmpany “did not utilize its
control over the banks and Security Life to distbeir true net income&®. So

affiliates); Amazon.com IncTC Dkt No. 31197-12 (value of intangibles conttémli to cost
sharing agreement with Luxembourg subsidia@fjdant LLC v CommissioneffC Dkt 5989-

11 (transfers of goods, intangibles and servidé}rosoft TC Dkt 2:14-mc-00117-RSM (cost
sharing buy-in payment)Medtronic TC No. 6944-11 (valuation of intangibles and résg|
royalties); Henry Schein IncTC No 6862-15 (alleged under-charging for exeauservices).
Bray International v Commission€FC No. 7347-14 filed 1 April 2014 involves alleggd
excessive interest on intra-group loans, so cooiideivably include argument regarding passive
association.

23 117 TC No.1 (filed 5 July 2001) TC No. 5750-64edi 4 February 2004).
724 405 U.S. 394, 400 (1972), rehearsing Regs. §1148)(1).

2 Ibid., paragraph 23, applied Rroctor & Gamble Co v Commission@6 TC 323, 335
(taxpayer unable to exercise control over Spanisisidiary in circumstances where remittances
of royalties were effectively proscribed by Sparleshs), also citingdospital Corp of America v
Commissione81 TC 520, 594. See Jones, Roberson and Yod&8)Y2d 3M’s challenge to the
validity of Regs. § 1.482-1(h)(2) in the light dfetFirst Security Bank of Utabase. Paragraph
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this case, of the highest authority, presents tmgortant themes: (i) the objective
of parity with uncontrolled transactions; and (ii) the ndeda pricingdistortion
which iscausedby the exercise of control. The latter point 8nfdrther support
in thedictumthat “[s]ection 482 is not designed to punish mhere existence of

commonly controlled entities nor the unexerciseavgroto shift income among

the m11726.

3.219 A useful summary of the US transfer pricing ruldseagagement is
found (for example) inH Group Holding Inc v Commissioréf, a case
concerning the Hyatt hotel group and the use afemzarks/trade names and the

provision of management services:

“Section 482 determinations are to be sustained eabsa showing that the
Commissioner’s discretion was abused. ... Consegydattpayers bear a heavier than
normal burden of proving that the Commissionerstisa 482 allocations are arbitrary,
capricious or unreasonable. ... In reviewing the mableness of the Commissioner’s
allocation under section 482, we focus on the raabteness of the result, not the details
of the methodology employed. ... The applicable stahd arm’s length dealing between
taxpayers unrelated either by ownership or contr8ee sec. 1-482-1(b)(1), Income Tax
Reggthe 1968 regulationslaxpayers bear the burden of showing that thedsted they
used or that they proposed is arm’s length. ... i§ gstablished that there was an abuse
of the Commissioner's discretion and a taxpayersfaio show that questioned
transactions met an arm’s length standard, thenGloairt must decide the amount of an

arm’s length allocation.”®

1.75 TPG addresses cases where a country “blocagignts of amounts owed between
associated enterprises.

726 Merck & Co v United State$1991) (note 722 above) citinfour Host Inc v
Commissioneb8 TC 10, 24 (1972) affirmed 489 F.2d 957 (1973).

2 TCM 1999-334 (1999).

728 Pages 59-60. The picturesque “arbitrary, caguiior unreasonable” formulation

first comes as a surprise to the uninitiated. We tabuse” notion suggests, however, it is
somewhat akin to the UK standard for judicial rewief administrative action sometimes
referred to as “Wednesbury unreasonableness” @fsociated Provincial Picture Houses Ltd v
Wednesbury Corporatioid948] 1 KB 223).
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3.220 A now fairly distant case, which appears to adopataer simplistic
approach, but which has nonetheless been subséguitet with approvadf® is
United States Steel Corporation v Commissi6fier In essence, the taxpayer’s
Liberian shipping subsidiary Navios charged the esarates to all its US
customers, including the taxpayer, for the trangtomn of ore to US ports from
Venezuela. The Tax Court ruled for a significalfdcation of additional income
to the taxpayer having regard to the substantidlimes transported for the
taxpayer and the companies’ continuing relationshijhe decision was reversed
on appeal. The Second Circuit considered that ‘fngh as in this case, the
taxpayer offers evidence that the same amount wtaslyy charged for the same
service in transactions with independent buyeesgtestion resolves itself into an
evaluation of whether or not the circumstanceshefdales to independent buyers
are ‘similar’ enough to sales to the controlling rparation under the
circumstances, ‘considering all relevant fact®” The Court was unimpressed by
the alleged effect of the long-term relationshipbg the fact that the subsidiary’s
ore-carriers were the largest of their kind in wWald, such that the transportation
for the parent “had never been done before” sottimcomparability tests in the

Regulations could not be relied upon:

“We are constrained to reject this argument. ... &g that [the independent] Pittsburgh
Steel was buying a service from Navios with oneoEeipectations about duration and
risk, and Steel another, may be to recognize ecanceality; but it is also to engraft a
crippling degree of economic sophistication ontdomadly drawn statute, which if
‘comparable’ is taken to mean ‘identical’, as Jud@aealy would read it, would allow
the taxpayer no safe harbour from the Commissi@nagrtually unrestricted discretion to

reallocate.”™?

729 E.g. inBausch & Lomb Inc v Commission®83 F.2d 1084 (1991) at paragraph 48;
Perkin-Elmer Corp v Commission&t TCM (CCH) 634, 666Seagate Technology, Inc v
Commissionerl02 TC 149, 239 (1994). Reuven Avi-Yonah in Baisthi and Roxan (2012)
page 52 comments on the “continued vitality anémsive effect” olJS Steel

730 36 TCM (CCH) 586 (1977); 617 F.2d 942 (1980).

3t Paragraph 26. There is a loose parallel hete thi¢ taxpayer’s win in the Canadian

case involving an offshore purchasing entityie Queen v Irving Oil Limite@1 DTC 5106
(FCA); cf. the Crown'’s victory in thindalexcase, note 50 above.

32 Paragraph 43. “TheS Steetase gave rise to the detailed rules on the cabjiiay

analysis in the 1994 Sec. 482 regulations addrgssimer maters than the products (functional
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3.221 The Second Circuit accepted that certain transagtietween Navios
and unrelated customers were with “independentfigsabecause the taxpayer -

“had no ownership or control interest in any of segfirms and thus was not in a position
to influence their decision to deal with Navios. &@and the test of ‘independence’ to
require more than this, to require that the transac be one unaffected by the market
power of the taxpayer, would be to inject antitrashcerns into a tax statute. But in §
482, a tax statute, it is appropriate to limit tbencept of what is not ‘independent’ to

actions influenced by common ownership or contf&1.”

3.222 This comes close to a rejection of relative bargginpower as a
potential component of comparability analysis, ewiwhich seems unlikely to
attract favour toddy*. The case does however provide clear recogndfotine
essential target of transfer pricing law: “actiomBuenced by common ownership
or control’. Despite the continued recognition$ Steelby the US courts, it
seems highly likely now that an ever-increasing rdeg of “economic
sophistication” will be brought to bear in assegsimansfer pricing cases.
Certainly the time, trouble and expense spent iy laolversaries nowadays on
expert economic evidence results in sophisticat@deif often misdirected)

economic arguments being presented to the courts.

3.223 Bausch & Lomb Inc v Commissioh&r entailed the provision of
technology and trademark licences by the US taxptayés Irish subsidiary and
sales of manufactured contact lenses from the sudisidiary to the taxpayer. It
is important regarding the comparability hypothesi$ie IRS was “indifferent as
to whether the royalty is increased or the trangfere [for the sales to the USk

decreased as long as the result is that B&L Irelewkives only its costs of

production and a reasonable mark-ip” Regarding product sales into the US,

analysis, contractual terms, economic circumstaacesbusiness strategies). In 1995, the US
rules found their way to the OECD Guidelines, whatle based on the same comparability
factors”: Wittendorff (2009b) page 205.

733 Paragraph 37.

734 See the discussion of relative bargaining powethé context of the UKDSG case:

paragraph 3.169 above.

735 933 F.2d 1084 (1991).

736 Ibid., paragraph 33.
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the Commissioner contended that the standard fmpacability had not been met.
In particular, the Commissioner argued that thepager's relevant functions
included the provision of knowhow, trademarks, tatpry approval, R&D and
ready-made markets. But the Court considered th#sibutes relevant to the
intangibles licensing arrangement, not the sepaaes of product, and criticised
the IRS because “the position urged by the Comomesi would preclude
comparability precisely because the relationshippvben B&L and B&L Ireland
was different from that between independent bugeatssellers operating at arm’s
length. This, however, will always be the case mvheansactions between
commonly controlled entities are compared to trangas between independent
entities”; theUS Steetase was cited with approVal.

3.224  The US Court of Appeals for the Ninth Circuit ratrextraordinarily
rendered its decision and then changed its mindtabe outcome iXilinx, Inc v
Commission€r® The case represents a reaffirmation of the akimportance of
the arm’s length principle in US transfer priciragvl Indeed, the withdrawal and
reissue of the Court’s opinion followed an intermafl chorus of protest from
business and commentators, concerned to preseeventégrity of the arm’s
length principle. The US taxpayer was party toat sharing arrangement with
its Irish subsidiary, but had not, within that CS#&cognised costs in respect of
employee stock options. It was established asud&aatter (which the IRS did
not contest on appeal) that parties at arm’s lemgibld not have included such
costs in a CSA. On the other hand, Regs. § 1.48pr@&quired that “all” costs be
taken into account. This presented an apparenflictobetween the specific
requirement of the cost sharing rules and the gémemciple in Regs. § 1.482-
1(a)(1) that the “standard to be applied in evexsecis that of a taxpayer dealing
at arm’s length with an uncontrolled taxpayer”. eTthoice for the Court was
therefore to “1. apply a rule of thumb: the spec@iontrols the general; 2. Resolve
the ambiguity based on the dominant purpose ofréggilations ... The first
alternative presents a simple solution. It is pible. But it is wrong. It converts

37 Ibid., paragraphs 47-48.

738 598 F.3d 1191 (2010), reversing the decisiomaflantically constituted court at 567
F.3d 482 (2009) (withdrawn on 13 January 2010), #mg affirming the decision of the Tax
Court 125 TC 37 (2005).
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a canon of construction into something like a $&tu.. Purpose is paramount.
The purpose of the regulations is parity betweexpagers in uncontrolled
transactions and taxpayers in controlled transastio Weight was also given to
the use of the arm’s length standard in the USdhebltax treaty and the US
Treasury’'s Technical Explanation of that treaty ethnoted, as regards Article 9,
that the treaty incorporates “the arm'’s length g@pte reflected in US domestic
transfer pricing provision, particularly Code senti4827%,

Tax authority practice

3.225 There is no specific IRS guidance in the contextindércompany
financial arrangements addressing the effects sdipa association on the pricing
of controlled transactions.

3.226 In 1988 the IRS and U.S. Treasury published thepepA Study of
Intercompany Pricing under Section 482 of the Caden known as the “White

Paper™.

The paper was produced in the wake of the “conmueate with
income” standard added in 1986 section 482 (i.e. that the income from a
transfer or licence of intangible property mustcdoenmensurate with the income
attributable to the intangible). It is a seminabriwv on the transfer pricing of
intangibles, so is mostly directed at issues beyiwedscope of this thesis. It is
nonetheless interesting for the comments made abeugeneral nature of the
arm’s length principle. On one rather extreme vigWplayed a major part in the
demise of the traditional ALarm’s length standardf"* and (less extravagantly)
was “a turning point for the arm’s length princip®€. However, in the face of

international criticism of the commensurate witlkame rule, the White Paper

739 Ninth Circuit opinion (2010) paragraphs 2, 5 a@hd Judge Noonan delivered the

revised opinion, repeatingerbatimthis aspect of his 2009 dissent. See nowAttera case on
the validity of the regulations: note 672 above.

740 1988-2 C.B. 458.

a1 Avi-Yonah (1995) page 91, who considered that,leaist measured against the

traditional ALS with its reliance on CUPs, and despghe language used, the White Paper
advocated a significant broadening of the ALS, actfa “revolution in the United States’
approach to transfer pricing” (page 135), notingpahe new emphasis on results rather than
pricing e.g. by the adoption of the “comparable fiisomethod” (page 144) so that “the
traditional ALS is defunct in practice” (page 147).

742 Wittendorff (2010a) page 43.
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robustly asserted that “the arm’s length standattie accepted international norm
for making transfer pricing adjustments”, and reaféd that “Congress intended
the commensurate with income standard to be cemsistith the arm’s length
standard, and that it will be so interpreted angliag by the Internal Revenue
Service and the Treasury Departméfit”

3.227 As regards comparability, the notion of “exact” quarables is

described as “the best evidence of what unrelategties would do in a related
party transaction”. The intangibles context of Waite Paper naturally enough
means that an exact comparable is said to entdil‘the comparable transaction
involves the same intangible property transferredien substantially similar

circumstances”; but the concept would seem to teen(enore) readily adaptable
to financing transactions — where the property pley is money. For exact
comparability, the comparable transaction and ét@ed party arrangement must
take place in “similar economic environments” amdust contain substantially

similar contractual feature$*.

3.228 Some comments are also offered on risk-bearinghen dontext of
comparability. For example:

“In general, in a related party transaction, the rkat reward for taking risks must be
allocated to the party truly at risk. Companieskdarisks in all dealings in the

marketplace, and are rewarded for doing so. Sohtkis risk disappears in related party
transactions. The legislative history of the TafdrRa Act of 1986 noted: ‘In addition, a
parent corporation that transfers potentially vahl@ property to its subsidiary is not
faced with the same risks as if it were dealindhait unrelated party. Its equity interest
assures it of the ability ultimately to obtain thenefit of future anticipated profits,

without regard to the price it sets. ... [Risk] alldion should be based on the risks
arising out of the true economic activities undkeia by parts of the enterprise, not on
mechanisms that merely shift risks within the group[l]n searching for appropriate

comparables, one should look for situations in Wham unrelated party contracted to

743 White Paper at 1988-2 C.B. 458. Rollinson anisdhr (1988) present some
supplemental theoretical issues reinforcing the@ggh taken in the White Paper.

a4 Ibid., pages 485-6.
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perform an economic activity that is about equaligkiness to the activity done by the

affiliate ...""*°.

3.229  Prior to the decision of the Canadian Federal Cotiippeal in the
General Electriccase, panellists at an ABA Tax Section meeting dtay 2010
discussed the pricing of related-party guarantd@sasury Associate International
Tax Counsel David Ernick criticised the view thaetarm’s length standard
required implicit support to be ignored. It was, his view, inappropriate to
hypothesize the group companies “as if they wemaptetely unrelated and not
part of a group”; rather, the arm’s length standaeduires you to reach the price
that unrelated parties would”. Thus in pricing (@mplicit) parental guarantee, it
was relevant to recognise how the market would ‘{pbwp” the creditworthiness
of the borrowing subsidiary on account of implgitpport, and thus appropriate to
calculate the benefit of the guarantee againstdrehmark of the subsidiary’s
borrowing cost on that ba$t§

3.230 It is understood that the IRS applies the concéptplicit support in
determining intra-group financing charges underaade pricing agreements
However, despite a 2006 suggestion that guidanagldvoe made availablé

and despite indications from 2010 that the IRS stadying transfer pricing issues
involving financial guaranteé¥, no guidance has yet emerged; and no formal
response from the IRS or the US Treasury has besred in response to the

745 Ibid, page 491.

746 Reported by Moses: 19 TMTPR 58; see also Stef®aft0), in which Steven Musher,
IRS Associate Chief Counsel (International) wastedowith Ernick, as suggesting that “future
guidance may seek to value guarantees in termiseofeduction in borrowing costs relative to
borrowing costs of an affiliated company absentiargntee rather than the cost of debt for the
subsidiary as if it had been an unaffiliated compairnick also said that “the arm’s length
standard does not require ‘hypothesising’ relatethganies as if they were completely
unrelated”, and Musher pointed to Example 19 inSeevices Regulations to support this view
(see paragraph 3.210(v) above).

4 Blessing (2010) page 158.
748 T.D. 9278 paragraph 11(d).

749 Musher, quoted in Duff & Phelp3ransfer Pricing Timesol. VIl issue 2 (2010).
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detailed analysis and call for such guidance in20&2 ABA Guarantees Paper
(discussed at paragraph 4.62ff beldw)

3.231 The IRS’s Internal Revenue Man{lis essentially concerned with
organisation, governance and process matters aesl mat represent a technical
advisory manual in the way that the HMRC manuatgtion. It does not contain

commentary on substantive transfer pricing law.

3.232  The IRS has also issued a number of “Internati¢iraktice Units”,

designed as IRS staff “job aids and training materion international tax
issues®>%. Of several on transfer pricing topics, one assies the “Arm’s Length
Standard®? but the content is of a very general nature aresdmt touch on the

passive association topic.

3.233  Article 9(1) of the US Model Income Tax Conventiohl5 November
2006 is essentially identical to Article 9(1) OECMTC. The Treasury
Department Technical Explanation is an officialdguito the Model, though its
coverage of Article 9 is very general. Its preagnbtates that it “reflects the
policies behind particular Convention provisiong well as understandings
reached with respect to the application and integgtion of the Convention”. In
relation to Article 9 it is said that “[t]his Artle incorporates in the Convention the
arm’s length principle reflected in the US domestansfer pricing provisions,
particularly Code section 482”. Article 9(1) addves situations where enterprises
are related “and there are arrangements or conditimposed between the
enterprises in their commercial or financial relas that are different from those
that would have existed in the absence of theiogiship”. The “commensurate

750 My New York colleague Dennis Caracristi comment&the IRS and Treasury are

notorious for saying that they are studying issaas, for taxpayers to be ready for regulations or
other pronouncements, only to do either absolutething or to promulgate rules after many,
many years. From my reading, it looks like theyavprobably looking to issue guidance in the
form of regulations. Unfortunately, that kind ofoject usually takes the longest. It isn't
uncommon for regulations to be ‘just around thenedrfor 5, 10 or 15 years or even longer.”

751

Available at www.irs.gov/irm/ (accessed 3 Aug2@15).

752 Available at_http://mww.irs.gov/Businesses/Comt@mns/International-Practice-Units

(accessed 3 September 2015).
753 DCN 1S1/9422.09_06(2013).
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with income” standard (see paragraphs 3.193, 3ak@ke) is self-servingly said
to have been “designed to operate consistently thitharm’s length standard”.
But at least if the conditions of a controlled sacation “are consistent with those
that would be made between independent personsndbene arising from that
transaction should not be subject to adjustmentewuttds Article”. This at least
fits with the notion that (say) a subsidiary shontt be expected to pay more to
its parent under a financial transaction than itildgay to a third party, including
where the third party offers pricing based uporuassd implicit support. On the
other hand, Article 1(4) of the US Model “relievd® residence state from its
obligations to comply with the arm’'s length prineipvhen it makes primary
adjustments®®. The US Government is working on a revision te kodel and
plans to release a final revised version in eafl¥6”°, but changes to Article 9
are not proposétf.

3.234  In summary, while the US has undoubtedly led theldvéor several
decades regarding the development of transferngrie@w and practice, and while
transfer pricing litigation has been prolific, teeremains a curious dearth of
legislative or indeed tax authority guidance on tleEognition of passive
association in pricing controlled transactions, pdespromises (still unfulfilled
after some years) of clarification of the treatmehtguarantees. The Services
Regulations at least provide a firm basis for atingpgroup affiliation as a
comparability factor, and senior government ofiei@ppear to have endorsed that
approach at least informally.

Conclusions

3.235 Here is a high level tabular summary of the degreeecognition of
passive association in pricing controlled transexti under the laws and tax
authority practices of the countries surveyed.

754 Végel (2015) page 598.

785 TMTPR 18 December 2015.

756 The proposed changes, released on 20 May 2018, awvailable at

www.treasury.gov/resource-center/tax-policy/tredffages/international.aspx  (accessed 5
August 2015).
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Fig. VIII
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support; otherwise, limited HMR(

@ indi No clear position developed, despite
. India
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=R Inland Revenue recognition that
« New Zealand .
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section 482 regulations as
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legislative or case law engagement
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3.236 A range of approaches — in other words, some degfreeonsistency,

can be observed. But strong recognition, in case dnd/or in tax authority
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practice, of the pricing effect of passive assammis established in Canada,
Australia and New Zealand; limited acceptance efghnciple can be seen in the
UK; there is the potential for acceptance in Indiagl a clear signpost is present in

the US transfer pricing regulations.

3.237 It is beyond the scope of this study to discussayeroaches taken in
countries other than those mentioned above. Bsitapparent that other countries
too have moved in the direction of recognising pasassociation. One striking
case is The Netherlands, where modern governmemamticé®’ expressly
recognises implicit support in the financing comtend approves guarantee
pricing by reference to a “derivative rating” i.ene derived by reference to
perceived group support (resonating wiseneral Electri¢. In Norway, the
Bayerngas Norge ASase provides authority for recognitidh Singapore’s 4
January 2016 Transfer Pricing Guidelines note tHaAS may accept a credit
rating of the borrower based on the overall groupdit rating if it can be
substantiated that an independent lender will sifyilaccept such group credit
rating”’>°. Malaysian legislation prescribes that “any cleangade by a person in
a controlled transaction in respect of the intraugr services shall be disregarded
if it involves ... services that provide incidentanefits or passive association

benefits”®°.

In France, recent case [&Windicates that the fact that a borrower
belongs to a group of companies can be taken mtgideration if this affects its

borrowing capacity. Interestingly, a different mamewhat analogous approach
has evolved in Germafi? and Swedefi®. This at first sight appears to be at odds

with the arm’s length principle because it adjysising to take account of control

57 Decree of 14 November 2013 no. IFZ 2013/184Mised.

758 Utv. 2012 s 1411, Oslo District Court.

759 Paragraph 13.24, page 82.

760 Income Tax (Transfer Pricing) Rules 2012, P.U18 rule 9(2).

761 Sté Stryker SpineBordeaux Court of Administrative Appeals, 2 Septer 2014,
#12BX01182.

762 E.g. BFH decision 17 December 2014 | R 23/13.

763 Diligentia AB, Supreme Administrative Court, 28 June 2010, C24@3-2485-09.
Contrast theCambrexcase, Administrative Court of Appeal (Gothenbui@ase 2481-2485-03
(2005) where the court applied a stand-alone assra0of creditworthiness in the case of a loan
to the Swedish taxpayer from its foreign sister pany (cited by Wittendorff (2010a) page 509).
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(rather than eliminating the effects of controlpting). In that sense, regarding
a parent company’s loan to a controlled subsides\effectively secured on the
subsidiary’s assets — because the parent canglgxtrcise of control, gain access
to those assets and more generally inhibit defaulseems itself to be an
adjustment to pricing attributable to the abilibyexercise control. The approach
seems to represent a leap beyond the recognitiopas$ive association as a
comparability factor. | expect that further congdare research to analyse and test

the logic of this aspect of these and other legstiesns will be rewarding.
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4. CRITICAL REVIEW OF THE LITERATURE ADDRESSING THE

SIGNIFICANCE OF PASSIVEASSOCIATION IN TRANSFER PRICING

“One man’s arm’s length principle is not necessaanother man’s arm’s length
principle.”"®

Introduction

4.1 This chapter surveys the academic and professiiirahture which

discusses, or touches upon, the recognition ofiyEssssociation or implicit
support in the pricing of controlled transactionshe CanadiaiGeneral Electric

case in 2009 was the catalyst for significant debab most of the literature
engaging directly with my topic post-dates thatisiec. However, because
passive association is itself merely one facetefdrm’s length principle, | have
selected various (pre- and post-2009) items whiskuds that principle more
generally to bring out some key themes which infohmanalysis.

4.2 | start with a high level summary of the argumesrtiserging from the

literature respectively for and against the recogmi of passive association.
Although this thesis represents a legal study, yehmentioned below certain
policy arguments advanced by commentators. Texttent these amount to pleas
for change, they are not of course instructivecawhat the law currently means;
to the contrary, they may imply that the law does currently fit with the policy

that is promoted. They are interesting though Fat tlatter reason, and indeed

intrinsically.

4.3 Proponents of the recognition of passive assoaiationsider it to be

entirely consistent with the separate entity apgno# an entity in fact benefits
from passive association, that is an attributehat entity. In other words, all
economically relevant characteristics of the part{gcluding the effects of
passive association) must be taken into accoumta domparability analysis, the

764 Joseph Andrus, head of the OECD’s Transfer Ryitinit, speaking at a Bloomberg

BNA conference in Paris on 1 April 2014: 22 TMTP&4Z.
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correct comparator is a hypothetical buyer (or desr) with all the
characteristics (including the effects of passigsoaiation) of the actual buyer,
dealing with a hypothetical seller (or guarantader) with all the characteristics
of the actual seller. It is therefore inappromiadb eliminate the passive
association attribute from the analysis.

4.4 Moreover, the appropriate way to recast the pri@hg transaction to
arrive at an arm’s length outcome is to eliminatieipg distortions caused by the
exercise of influence or power, but not to disrelgall features of affiliation.
Passive association is a matter of fact. The gmtb a controlled transaction do
not distort pricing because of or by reference ésspve association; it is not a
price-distorting aspect of the control relationship

4.5 The OECD TPG are regarded as strongly supportiitefecognition
of passive association. Paragraph 7.13 TPG imphas passive association
should be taken into account in pricing controltegnsactions. The important
concepts of relative bargaining power, and “optioealistically available”, in
arriving at an arm’s length price are themselvesvgrtul indicators that a
subsidiary which can borrow on certain terms frothied party will not pay more
to its parent. If an internal comparable exidtss presents evidence of the arm’s
length price; it follows logically that a hypothesi comparable should be
constructed on the same basis.

4.6 On the other hand, the instinct thfose opposed to the recognition of
passive associatiois that the separate entity approach inherentyires passive

association to be disregarded. In principle, camaipiéity adjustments should be
applied to the uncontrolled reference transactmot, the controlled transaction.
Therefore, an arm’s length lender’s recognitiorpagsive association should be
“reversed out” of the pricing of an uncontrolle@risaction to arrive at a proper
CUP. The requirement to take into account, im@mgarability analysis, the risks
assumed by the parties means that a parent-todsafysiloan cannot be

analogised with a transaction between independartiep. Where a parent
company is lender/guarantor, its status as creditsplaces the relevance of
implicit support because it is oxymoronic to propdhat it should deserve less
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interest or fee by asuming that it would suppoet¢hedit of the obligor subsidiary
(“lender as guarantor paradox”). Recognising p&ssagsociation is seen as
inconsistent with the requirement to focus on #gal rights of the parties and the

recognition of the actual transaction undertaken.

4.7 Then various economic objections are raised: (&pgrising passive
association so as to suppress financing costs pesdauwindfall benefit or a “free
ride” for a borrower; (2) recognition of passivesasiation is “directionally
inappropriate”: where a subsidiary relies on passissociation, an “asset” of the
parent (its credit rating) is eroded, but so woddits remuneration; (3) ratings
agency methodology represents a flawed basis ferapplication of transfer
pricing rules e.g. because of the use of a “deernedolidation” approach.

4.8 The disagreement described above about the imdatiteoseparate
entity approach goes to the heart of this studgweier, it seems clear to me that
one can respect the separateness of the actuasptrta controlled transaction
and indeed do so rigorously by imputing all theiralities into a comparable

transaction.

4.9 As regards the proper conclusions to be drawn fpamagraph 7.13
TPG®, what is evident is that (i) benefits arising fromere affiliation are
expressly recognised as an empirical matter, uar@ not to be remunerated. |
see nothing there to require that passive assoocidi¢ disregarded; instead its
recognition by OECD as a factual state of affailayp naturally into a
comparability analysis. The alleged inconsistebeyween recognising passive
association and respecting the actual legal rigiftsthe parties under the
transaction undertaken is to my mind a flawed “applersus pears” argument —
because passive association is inherently notopéine legal construct; rather, it is
a “background” circumstance or characteristic a&f on more of the parties.

4.10 Unless regarded as an economics-based policy mbpasseems
misplaced to regard a parent company’s creditwoeds as an “asset” which is
“eroded” by a subsidiary’s “use” in borrowing fds iown account. First, there is

765 Together with new Section D.8 Chapter | TPG.
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not, in any legal sense, an asset of this natuig;an attribute or characteristic of
the parent, not something it can “own” in a protaig sense. Secondly, it seems
at least dubious to assert that the attributesisigiated when a subsidiary enjoys a
funding advantage (and thus perhaps a businessi@ngaopportunity for the
MNE group) attributable to its passive associatiath the parent. One could
conduct a separate research project into the effegbarental credit ratings of
incremental subsidiary borrowings. But the propuseof this argument in the
legal literature do not cite any such evidence. d Aeference to consolidated
ratings is misguided in the transfer pricing cohtekhere the touchstone is the
separateness of the transaction parties.

4.11 Arguments which amount to policy proposals (inchgdiarguments

favoured by enthusiasts for abandonment of the sarlmhgth principle) are

mentioned in this chapter because they are oftemtwined with more legalistic

arguments. Hence for example the proposal that€eigyy rents” be taxed in the
country from which they “emanate”. But like it not, that is not what the arm’s
length principle prescribes. And a policy propositwhich favours aligning the

treatment of inter-company transactions with “degdi’ between a permanent
establishment and its head office is detached fegal and commercial reality.

4.12 The potential “free ride” enjoyed by a subsidiargnéfiting from
passive association provokes objections from taditists. But surely this is
precisely what paragraph 7.13 TPG prescribes? néf focuses on the required
process in undertaking a comparability analysighwhe central objective of
identifying internal or external CUPs in transacfoinvolving independent
parties, adjusting for transactional differenceaf khlso having regard to the
circumstance®f the parties, it seems entirely right that assdibry’s ability to
enjoy benefits from passive association shoulchgmthe mix.

413 The proposition that implicit support, where preasemust be “reversed
out” of the comparator transaction to align it witie actual transaction (where, it
is said, no implicit support can exist) presentaiherm the “lender as guarantor
paradox”. This is the apparent conceptual peatyian asserting that a parent
company which might otherwise generally be expettedupport its subsidiary
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will do so in relation to a loan made by itself tttat subsidiary, such that the
interest rate on the intra-group loan should beiced on account of that support.
However, even aside from the case where impligpsut might be found within a
group but other than between the affiliated paritea controlled transaction (e.g.
potentially the sister-to-sister lending situatisith assumed parental supg6fy,
the “reverse out” principle would surely lead tcsatality when tested against an
actual internal comparable: it would be perverseatahet up the internal CUP
from an essentially identical transaction with adependent party to arrive at the

“arm’s length” price of a controlled transaction.

4.14 A final introductory comment is that the literatuaeguing against the

recognition of passive association does not agtigaage with some of the most
compelling arguments to the contrary. In particuléle attention is paid to the

fundamental concept in transfer pricingparity or neutrality between controlled
and independent taxpayers, and hence the fundam@bjective, pursuant to

Article 9(1) OECD MTC and its analogues, of elinting pricedistortionswhich

arecausedoy the exercise of control.

Literature discussing fundamental elements of therds length principle with

relevance to the recognition of passive association

4.15 There is of course a huge volume of material disiogsthe nature of
the arm’s length principle. It would be naive anddirected (and impractical) to
attempt to summarise it all here. Nonethelesgarekey themes emerge and are
worth exploring to the extent relevant to the togiichis study.

4.16 Rollinson and Frisch (1988), writing in the aftetimaf the U.S. “White
Paper” (paragraph 3.226 above), noted that:

“[a] market based approach is presently adoptedtbg income tax regulations for the
purpose of allocating income under section 48fing Regs. §81.482].The goal of this
approach is to attribute income in the same wayt the market would distribute the

income. That is, related parties are to earn tame return that unrelated parties would

766 Paragraph 4.19 below.
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earn under similar circumstances. This approaclerofreferred to as the arm’s length

standard, is implemented through separate accogritiff

They extol the objective of market neutrality iaeoiding tax rules which distort
commercial behaviour. “Rules which distort a fisnaictivities would not meet the
goal of clearly reflecting income and would causeediess economic
inefficiencies in the marketplacé® This is consistent with the proposition that if
(say) a subsidiary company can borrow from a thady lender ak%, it should
not be compelled or indeed permitted by transfesimg rules to borrow (or be
treated for tax purposes as borrowing) from itepacompany at»*. A critical
objective of transfer pricing is to avoid discriration between controlled and
uncontrolled transactions. This is a central tesfethe TPG e.g. through the
“parity of treatment” proposition in paragraph Igaragraph 2.22 above). Thus
there should be no discrimination between casesewntie subsidiary borrows
either from a third party or from its parent. “Usiethe arm’s length standard does
not distort the decision to use affiliates versngelated parties’® As Rollinson
and Frisch put the policy point:

“Recall the fundamental objective of tax policytie area of transfer pricing. In general,
tax rules should distort business decisions ag lits possible because rules that minimize
such distortions will lead to the greatest possimeduction efficiency. Transfer pricing
rules will allow the most efficient production tectogy to come to the fore if, holding the
cost functions constant, they result in the samétadens whether or not the parties are
related. ... If this goal can be met, transfer priciolicy will refrain from distorting the

optimal mix of unrelated-party versus within-mutional transactions in the market™

4.17 One might recall here the closely-related policyha@n to avoid
commerce-inhibiting double taxation. This in tueads to the need for consistent
treatment between states taxing cross-border whosa. If national tax laws are

mismatched regarding the recognition of passive@a@ason, this will tend to
result in double taxation (or non-taxation). Daubhx may discourage an MNE

767

Page 1.
768 Ibid.
769 Ibid., page 12.
770 Ibid., page 5.
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group from entering into an intra-group transactmal, in a distortive way, tend
to induce recourse to third parties, quite possibly way that is economically
inefficient for the group.

4.18 Maisto (1992)"* cites Black’s Law Dictionary as defining an “arm’s
length transaction” as a “transaction negotiatedglated parties, each acting in
his or her own self-interest” or “the basis fora@ imarket value determination” or
“a transaction in good faith in the ordinary courdebusiness by parties with
independent interests”. Maisto also lists six dasments of the concept, derived
from the OECD 1979 Report: (i) “transactional’” @ang by reference to a
transaction, given “the price” terminology in th@@); (ii) comparison/similarity,
in view of the need for comparability with anothactual or hypothetical
transaction with similar characteristics; (iii) pest for the legal effects of the
transaction; (iv) the open market feature i.e.ipgdased on market conditions,
reflecting ordinary business practices and by esfee to available data; (v)
subjective features — taking into account the paldr circumstances which
characterize the transaction; and (vi) functiomalgsis. It seems to me that one
can take account of all of these factors in a whictvrespects market forces, and
at the same time strives for a rigorous approacttamparability, especially
having regard to “subjective” (in essence, pergped) characteristics of the

parties, so as to bring into account the effectsaskive association.

4.19 Hamaekers (2002) considers that “the essence ofathes length
principle is not comparability of prices and resulbutdealingwith each other as
would independent enterprisé§”  Thus the emphasis is on particular
transactions. Hamaekers is a proponent of whatehmas the “negotiated price
method” i.e. related parties bargaining with eathep as independent parties
would dd”®. This prompts reflection on the case of a sistesister company

e Page 28.

2 Cited approvingly by Biegalski (2010) page 18But Végel (2015) considers that

advocacy for this approach “seems to be disappgafiiage 652).

s Paragraph 1.5 TPG states that “it may occur tatelationship between associated

enterprises may influence the outcome of the bairggi Therefore, evidence of hard bargaining
alone is not sufficient to establish that the teantions are at arm’s length.” Note also the need t
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loan, where — let us assume - it is evidencedtbi@tompanies’ common parent is
likely to support the borrower. To make that likebd more obvious, consider a
case, as in Fig. IX, where the lender company,isSa,joint venture vehicle 51%
owned by the parent company, P, and 49% by a thartly, TP, whereas the
borrower company, S2, is a wholly-owned strategyigatportant subsidiary of P.

The joint venture relationship may itself act adraver of genuine arm’s length

style negotiation. Take for example the observatd the Canadian Federal
Court of Appeal inPetro-Canada v The Queereferring to the Supreme Court’s

judgment inSwiss Bank v Minister of National Revenue

“[Iln any normal commercial transaction between tledrporation and one of the
shareholders, the other shareholder would ensus¢ tine corporation would be able to
assert its own interest and would do so. To paragd Swiss Bank, there would be some
assurance that the terms of any such transactionldveeflect ordinary commercial

dealing between parties acting in their separateriests”/™

be wary of a “negotiating function clipped by thdlwef the parent”: Commissioner v SNF
(Australia) Pty Ltd2011] FCAFC 74 at paragraph [1]i.

ra Petro-Canada [2004] 3 CTC 156 paragraph [59Bwiss Bank[1974] SCR 1144,
1152. Paragraph 3.26 TPG recognises the poteftiiabgh not necessarily determinative)
impact of minority shareholders in assessing coalplty, and the finding irR T French v
Commissione60 TC 836, 851 supports this theory: “the oppatjumay have existed for
petitioner’s [parents], which also jointly ownedh[andirect 51% holding] of MPP’s stock, to
cause petitioner to agree to an arrangement tairlyrfavoured MPP, but it seems unlikely that
petitioner’s parent companies would have done soalse they would thus have been diverting
funds from a corporation (petitioner) in which thesere the sole stockholders to another
corporation (MPP) in which a stranger (Chivers) edm9% of the stock. The position of
Chivers in the scheme of things in all likelihoogsared the arm’'s length character of the
transaction”. The UN in itBractical Manual on Transfer Pricingt 3.3.3 and note 35 observes
that “an equal-footing arrangement is generally motlerstood to pose a high risk of income
shifting, although there could still be some roamrfon-arm’s length pricing.”
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Fig. IX

TP =
49% 51% \ implicit support
N\
AN 100%
£t > 82
loan

(after active negotiation)

4.20 Although fact-dependent, it does not seem outldnolissuch a case to
expect that S2’s passive association with P shamfldence S1's view of S2’'s
credit-standing and thus the price of the loan.

4.21 Hamaekers (1992) also identifies in early twent@thtury US and UK
transfer pricing laws thaeutrality principle which he considers to underpin the
arm’s length principle. Echoing the policy propded by Rollinson and Frisch
(paragraph 4.16 above), and the “parity” objectitlee neutrality principle
attempts to avoid influencing taxpayer commerciatisions and aligns the tax
treatment of related party transactions with thdt tansactions between
independent persons.

4.22 Transfer pricing rules seek to prevent the mantmneof prices via the
exercise of control. Wilkie (20125 refers to the TPG as “guiding thémination
of profit distortionsattributable to terms of dealingnposed through actions made
possible by association the assertion of organizational power ... The ingis
about whether the opportunity and power to dictatens and conditions of
dealing, itself, is accountable for profit distorts”. This strongly suggests that in
a comparability study, any actual internal compkralor failing that a

conscientious assessment of whetuld haveoccurred between a controlled

s Pages 144, 146, my emphasis.
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company and an independent third party, provideshkést benchmark for the
actual controlled transaction under scrutiny. Hame® further observé® that
“an external CUP which is widely known in the redev economic sector
concerned would have a high degree of authoritythier parties so it would be
difficult to justify any deviation. The bottom &nis that a sound business
managef’’ would not buy from a related party at a particiyaice if the open
market price was lower.” Again, this perspectigesirongly supportive of the
view that (in thea fortiori internal CUP case), if a subsidiary could actually
borrow from a third party on certain terms at aaarrate (reflecting the lender’s
beneficial recognition of the borrower’s passivBliation with its group), then the
arm’s length price for an equivalent related pdogn should be equal to that of

the comparable external debt.

4.23 Schon (2009-10) quotes paragraph 1.8 TPG’s ambitibrputting
“associated and independent enterprises on a ngoia #@oting for tax purposes
[and thus] avoids the creation of tax advantageslisadvantages that would
otherwise distort the relative competitive posisasf either type of entity”. This
is analyset® as “a legal statement, putting fair and equakmneat of foreign and
domestic taxpayers into the centre of the argumamtf’one which —

“has three major economic ramifications: on the drend, the local market in a country
shall not be distorted by the fact that one of smlveompeting economic agents is
connected to an outside firm; on the other hand tlecision by a multinational

enterprise whether to internalize certain suppkesl services within the firm or to hire

an independent contractor shall not be distortecalipx wedge. The classical ‘make or
buy’ option for a firm shall be decided on its mess merits without having regard to tax
considerations. Last but not least, the territbrihoice between domestic and foreign

production within the firm shall remain as undigtat as possible.”

4.24 Schon also notes that between independent entsptisansaction
prices truly allocate income” and “the full recogpm of the contractual

e Page 603.

i See further paragraph 4.284.27.

8 Part |11, World Tax JournglOctober 2010, page 232.
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obligations, their execution and the arising prefiould be maintained”. This
prompts the question “[d]Joes ‘common control’ chaitige picture?”

4.25 Several major consequences of the “mere existeate&’ controlling

shareholding are identified: power to appoint tloard of a subsidiary thereby
influencing policy; the ability to extract propragt information; control over

profit distributions; the receipt of dividends, ghiemoving normal arm’s length
conflicts of interests; the risk of a subsidiaryssiness failure. Thus common
control phenomena “justify traditional transfergung rules, which are meant to
preventabusive or otherwise misleading contractual tedme$ween the involved

group companies”’®

4.26 Pichhadze (20133° cites paragraph 6 of the preface to the TPG and
Bullen (2011) to note that “the effect of speciahditions on the levels of profits
[of parties to a controlled transaction] shouldefieninated” so as to construct “a
hypothetical controlled transaction which is impgltgith the ‘conditions’ of the
controlled transaction, except for those non-armeisgth special conditions”.
“Structural conditions” are imputed to the hypotiteltransaction e.g. “attributes
of the transaction or enterprises”, “the econonyjcadlevant characteristics of the
situation” and “comparability factors”. Pichhadaees not in terms engage with
the treatment of passive association, but the iatput of “structural conditions”,
which include the attributes of the parties, to tigothetical transaction is
consistent with the view that passive associatiarukl be taken into account.

4.27 Bloom and Vincent (2012), in discussing section (2470of the
Canadian Income Tax Act (see paragraph 3.10ff) posease of a foreign parent
(FP) hiring its Canadian subsidiary (Cansub) tdquer engineering work. FP
agrees in the contract that it will not seek indéimetion from Cansub in any
circumstances for losses caused by Cansub’s wadsimably as a pretext for
reduced remuneration for Cansub). All Cansub’sltparty contracts provide for
indemnification. It is suggested that the waivdr imdemnification should
probably be disregarded in pricing the servicesabse it arises solely by reason

e Ibid., pages 236-239, my emphasis.

780 Page 147.
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of FP’s ability to exercise control over Cansub;control may serve as a proxy
for an indemnity. This is seen as a “minor dewidtifrom theceteris paribus

approach (paragraph 3.14 above) “in order to pietenms and conditions that
spring exclusively from one party’s control overotivrer party (or the control
exercised over both parties by another party) floasing, or — according to the
Federal Court of Appeal irGeneral Electri®® — distorting, the price that
otherwise would have prevailed if the parties hadrbdealing at arm’s length

with each other®?. Thus again the emphasis isdistortions caused by control

4.28 Becker (1987) promotes the theory that the arnmigtle price has to be
determined taking into account the discretion ¢f theasonable businessman”.
The concept is traced back to Roman days but ve @nd well in a number of
common and civil law jurisdictions. With maybe prd bit of a leap, Becker
concludes that “[b]Jecause the concept of the ‘mealle® businessman’ is an
integral part of the legal systems herein constileitecan also be applied in the
intercompany pricing area as an international stechdf comparison to determine
an arm’'s length price. Therefore, the ‘reasondibisinessman’ is a mandatory
and fundamental part of the arm’s length princigfé. This discussion resonates
somewhat with the discussion of the “business juslgirrule inGeneral Electric
(paragraph 3.23 above) and also with the ATO’s viefwthe arm’s length
principle, at least as it was applied under the Digdision 13 Income Tax
Assessment Act 1936 (paragraph 3.68 above, andtibaxRulings TR 94/14
paragraph 166 and TR 97/20 paragraphs 1.1/2.8isltrather vague concept has
anything to say about passive association, | suggesilitates in favour of

recognising passive association as part of faethicommercial reality.

4.29 The role of “synergy rents” or “economies of intagon” is an

important aspect of the critical debate concernimg effectiveness of the arm’s
length principle. The TPG get off to an unprongsstart on this subject, noting
simply that the principle is in some cases “diffido apply” e.g. to MNE groups

78l Paragraph 3.16ff above.

82 Section 2.b.

783 Page 17.
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dealing in the integrated production of highly spesed goods; and there are “no
widely accepted objective criteria for allocatingpaomies of scale or benefits of
integration between associated enterpri8s” But the new material in Chapter |
on MNE group synergies takes an important step dodw(paragraph 2.80ff
above), particularly given the confirmation thaagpive) “synergistic benefits of
group membership need not be separately compeneatspecifically allocated
among members of the MNE grod{y”

4.30 According to Li (2012) —

“[t]he term ‘synergy rents’ is used to describe theonomic value derived by MNEs from
the synergy effects that are unique to MNEs. Tieemf MNEs emphasise that MNEs
arise in part due to organizational and internalivm advantages relative to purely

domestic firms. Typically, synergy effects can df@eaved only by related parties. MNEs
make greater profit by directing the allocationgbductive resources instead of leaving
resource allocation decisions to the market, thgrebnefiting from the economy of scale,

savings on transaction costs, and exploitation sfe¢s which because of their special

characteristics cannot be fully exploited in therked.” %

To twist a cliché, the sum of the parts of an MNBup, applying arm’s length
pricing to individual transactions, is less thae thole. Of course, the actual
whole (of the group’s profits) is actually earnadd actually divided between the
group members; but the location of the incrememtare of value can be
manipulated. This problem does not however seemetéo be an acute one when
it comes to the recognition of passive associatganticularly in the financing
context. Implicit support for a borrower might tegarded as a species of group
“synergy™®’.
are not typically associated with the continuunc@mproblem, which is more a

However, CUPs are often available for loans, famancing cases

result of failure to recognise the value of intdadgg. See further Avi-Yonah
(2009), paragraph 4.46 below. Moreover, “[a]t teastside the financial sector,

784 TPG paragraphs 1.9-1.10.
785 TPG paragraph 1.158.

786 Page 82.

87 Indeed it appears under the “synergies” headirthé new material in Chapter | TPG:

paragraph 2.80 above.
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debt finance does not increase in value as it pagseugh a firm’s internal supply

chain: it is a cost centre rather than a sour@sofomic rent<®,

4.31 Kane (2014) proposes an interpretation of Artigle) MTC which does
not require the allocation of total profits attribhle to group synergies, and
therefore rejects the notion of a “synergy intakgib His focus is on
remuneration attributable to separately transferabkets and services; the OECD
has now (paragraph 4.28 above) confirmed that gsyunergies should not be
regarded for transfer pricing purposes as intargibl Kane's proposal that
synergistic profits cannot be taxed by the applbecadf Article 9(1) and the arm’s
length principle is offered as a legal argumenif the suggested interpretation is
superior as a legal matter but one dislikes theaué from a policy standpoint,
then one must acknowledge that getting rid of tiserdtionary aspedi.e. the
discretion of MNE groups to allocate synergy potinconstrained by traditional
transfer pricing rulesjwould seem to implicate a very cumbersome andnekte
modification of the existing treaty networR®. Kane's view is somewhat
vindicated by the BEPS 2015 Final Reports, pardgfap0 above.

4.32 Wittendorff (2010a) identifi€S® several instances of the implied or
express recognition of economies of integratiothm TPG, namely in relation to
cost contribution arrangements (paragraph 8.8),sd#wwices rules (paragraphs
7.12-7.13 TPG) and application of the transactigmafit split method (now TPG
paragraph 2.113). See also Chapter IX on businestsucturings driven by
economies of scale and other synergies (paragfplis58) and the discussion of
a central purchasing function (paragraphs 9.154;16®luding the specific
mention in paragraph 9.158 of savings generatethéyactivity” of the central
purchasing entity: compare the inert buying vehinl¢ghe Canadiaindalexcase
(note 50 above) and the OECD’s reference to “dedilge concerted action”
(paragraph 2.81ff above). Yet none of this TPG emat demands the

remuneration of passive association, the benefitto¢h rests where it falls.

788 Burnett (2014) page 42.

789 Section 3.1, page 304.

790 Section 9.2.2, page 334.
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4.33 In any event, the passive association phenomensangthing rather
different from conventional notions of economiesiategration. Some MNE
economies rely on cutting out the middle-managgregatingpositive attributes
(e.g. purchasing power), whereas the paradigm cdspassive association
involving the provision of finance points to, or pothesises, a comparable
transaction with a third party lender. “Economasntegration” is generally a
concept related to group-wide efficiencies or sgsimis-a-vis the outside world.
It would not generally be thought of as being iaypin the case of an intra-group
loan’* or simply because a parent company guaranteebsidiry’s debt; still
less so, then, when support for an external bormgua implicit.

Argumentation in the literature to recognise passiassociation in pricing

controlled transactions

4.34 Horst (2011) provides a useful summary of credingamethodology,
but mostly concerns himself with an approving revief the General Electric
casé®. He uses the concept of an “incremental beneficiple” to describe how
the court addressed pricing of the related partgrantee by reference to the
incremental benefit enjoyed by the subsidiary (Wwhie predicts “will likely be
widely cited in future transfer pricing cases inn@da and other countriég).
He suggests that economic and policy consideratisimsuld equalise the
creditworthiness treatment for subsidiaries anchditas, and also that a credit
rating should be viewed as an intangible assetlyoawned by all affiliates in an
MNE group not as the property of the parent compadyt he acknowledges that
these suggestions are policy proposals not reflaoteurrent tax law. Mention is
made of a parent’s right tisclaimexplicit guarantees — “a by-product of its legal
ownership and control (direct or indirect) of théocks of its subsidiary
companies” (Horst (2011) page 601). This is delitidd: if “explicit” means
contractually binding, it is not obvious how a qaatee can be disclaimed.

Anyway, a parent could even more so disclaim inipSapport. On the other

ot Not being a “source of economic rents”; paragr&30 above.

792 Paragraph 3.16ff above.

793 Horst (2012) page 161.
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hand, refraining from doing so — i.e. just acquileg¢o a particular state of affairs
- is not a service or othexctivity which demands remuneratidh Wittendorff
(2010a§° discusses how omissions may fall within the scopérticle 9(1),
particularly in the sense of “refraining from acfin Various examples are given
which are concerned with failures to exercise sgbtg. failure to call for
repayment of a fixed rate demand loan where inteagss rise: that is regarded as
susceptible to adjustment. It seems too much thaagsay that refraining from
disclaiming support for a subsidiary — essentiditlyng nothing in circumstances
where no pre-existing rights are in play - is adibon made or imposed in Article
9(1) terms.

4.35 Tremblay (2011) considers that “the arm’s lengtst &hould consider
the relative bargaining powers of the parties, eaaas of integration, synergetic
resources, business relationships, and the aaisaldss experience of the parties.
This means that there must be a subjective, espiegific valuation madex
ante’®® And the “TPG independent enterprise hypothesisppears to require
that we hypothesize parties with no managementyaoor capital relationship —
but presumably all other characteristics remain”

4.36 Hollas and Hands (2014 consider that lenders may have regard to
both (i) an expectation of group financial supptarta subsidiary in times of
financial distress, and (ii) an assumption thatoardwer would have access to
management depth and operational capabilities efgloup as a whole. They
rightly identify the distinction between passives@sation and active promotion,
but then focus upon the potential for “active proiom by the treasury or finance
function regarding the credit rating of the paremthich then benefits the

subsidiary” — not, they say, to be considered afieto the subsidiary of passive

794 See paragraph 1.7 above.

798 Paragraph 3.3.6.3.4.

796 “Is FMV really different from ALPrice?” section.

97 “The ITA 247/ALP paradigm” section. Perhaps thés a contradiction here if
Tremblay advocates disregarding the gralptionship®

798 Attracting some judicial approval in theéhevroncase at paragraph 606 (paragraph

3.82 above).
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associatioff”.  Surely however the distinction to be drawn istween a
(compensable) activity which the parent performa iway designed to benefit its
subsidiary, and a (non-compensable) activity bypdwent of self-promotion or an

activity undertakemuashareholder.

4.37 Interestingly, Hollas and Hands compare and cottinesseparate entity
approach promoted by the TB® with the notion of “stand-alone”
creditworthiness. They express the separate eotibgiple as requiring one to
view “the financial transaction as occurring betwed entity that is a subsidiary
of a hypothetically separate multinational groug an entity that is the parent of
a hypothetically separate multinational group. his tview, the implicit parental
support is coming from the hypothetically sepageent of the subsidiary, which
is, for analysis purposes, different from the akcpaaent (or related-party lender);”
it follows that “the stand-alone concept is not sistent with either the arm’s
length principle or the separate entity approacher&fore, implicit parental
support must be considered to be consistent weéhséparate entity concept and

the arm’s length principle®®*

Thus a fully “stand-alone” approach, i.e. one
which deliberately excises the effects of passigsoaiation, is at odds with
factual reality and thus the relevant economicwimistances of the parties — which
the TPG require to be taken into account. In mgwiHollas and Hands

accurately frame the hypothetical comparator.

4.38 The alleged inability of the arm’s length principle cope with the
economics of the MNE group (see e.g. Schon (20pdinpts consideration of
whether the recognition of passive associatiomisigpect of that problem. The
MNE group economics phenomenon was described yivmyl Moses (2001)
qguoting Irving Plotkin: if two unrelated partiesathtogether manufacture a
product merge, “two amazing things happen”: theceprof the final product
decreases and the profit of both companies incseasel “there is no logical way

799 Connection between passive association and impligiportsection. One can draw

an analogy with the incidental benefits Examplesfd 8) in the draft UN Services chapter;
paragraph 2.91 above.

800 TPG preface, paragraph 6.

8ot Stand-alone versus separate entitestion.
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to ascribe the increase in profit to A or B. Itamates from the fact that they are
now one company®?. Sometimes though the difficulty of the problesnin my
view, over-stated, perhaps due to an economicsdedency to view the MNE
firm as a whole as a single unit. When one focosethe separate legal entities in
a MNE group (as tax systems require), and compiarahdjustments are brought
to bear, many difficulties fall away. For Lebowi2000% credit risks are
described as presenting an illustration of theas&uw]here a sale to an unrelated
party entails bearing some risk of non-payment l® purchaser or incurring a
cost to eliminate that risk, a sale within a singtegerprise does not because the
buyer and the seller are the same economic entitfhis is by its terms an
economic viewpoint. While it is of course truettlametimes MNE groups will
not concern themselves with intra-group credit,riblat is simply to rehearse the
task that transfer pricing presents i.e. (as Lebowimself puts it) “to construct
hypothetical unrelated parties that together repdiche economic results of the
single enterprise but that nevertheless remainlated. One cannot disregard

intra-group credit risk and keep faith with the aength principle.

4.39 Another exposition of the “group dynamics” problewas offered by
Francescucci (2004). His starting point was thatdrm’s length principle “is in
many cases unable to account for integrated MNEsVork profit (i.e. the profit
attributable to the existence of an MNE) usualiyresented by the economies of
scale and other synergies realized”, known as toatinuum price probleni®
His proposal was for “a cascading considerationgodup dynamics in the
application of the ALP ... i.e. a spectrum of solagofor the conceptual
shortcomings of the ALP”, comprising a “group dynesnadjustment so as to
consider all economically relevant characterisiodsthe controlled transaction
under review” or, if that is inadequate, the useaaksidual profit split method
(RPSM), and then a “multilateral RPSM” designedétiect value contributions

802 9 TMTPR 815.

803 9 TMTPR 61.

804 The concept is attributed to Stanley Langbeie, esg. the Bloomberg BNA Special

Report (2000) and Langbein (1986), see note 8 above
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from core members of the MNE grdldp Francescucci described the crucial
guestion as “where [the] additional profit (i.eetMNE efficiency premium) is
taxed” (compare Kane (2014), paragraph 4.31 abowgwever, the problem is
regarded as one which arises typically as a res$ultte use of “one-sided” transfer
pricing methodologies (e.g. the cost plus methadl the residual profit method).
For such methods, having regard to the choice sitteparty, identified as the
least complex party to the controlled transactibat tdoes not own valuable or
unique intangibles, the result tends to be that‘MEE efficiency premium” is
taxed in a jurisdiction other than that of the éeispart§°®. That is regarded as an
insufficiently precise outcome, and thus two-sidedthods (i.e. the CUP and
profit split methods) are to be preferred. Franuesi acknowledges that the CUP
method, as a two-sided transfer pricing approaelsdt on a negotiated bargain
between independent parties) that does not requit@nalysis of the performance
of a tested party, should not give rise to the ioomtm price problem. A profit

split approach is proposed for cases where adeqs are not availatf¥.

4.40 It is often said that reliable CUPs are not avddab analysing related
party transactions within highly integrated MNE gpd®®. In lending cases,
however, the working assumption is that CUPs arenmonly available.
According to Avi-Yonah, “[t]he basic problem arisessituations where there are
no good comparables. If good comparables existtréditional methods (CUP,
cost plus and resale price) can be used, and thathend the story®®® Although
passive association in some senses resemblegheftysynergy” reflected in the
MNE efficiency premium, the benefit of passive asstion is not in a legal sense

derived from an “asset” as such of the parent. nLoases do not display an

805 Francescucci (2004) pages 55-56.

806 Ibid., page 72, citing Moses (2001).

807 lbid., pages 73, 240, citing TPG paragraph 3.47's emmioent of the profit split
method as a means “to achieve a division of thétprisom economies of scale or other joint
efficiencies that satisfies both the taxpayer axdadministrations”.

808 E.g. Avi-Yonah (2009) page 8: “in those marketswhich multinational groups

operate — that is, in those markets in which temsgficing issues arise — it is unlikely that
reasonably close ‘uncontrolled comparables’ canfdumd. For example, ... there are no
independently owned distributors of mass-markebraobiles in the United States; all of the
distributors are owned by their manufacturers.”

809 Avi-Yonah (2009) page 11.
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“economy of integration”: the fact of affiliationogs not reduce the costs to the
MNE firm as a whole of borrowing externally compare.g. with the price of a
loan to the group entity with the highest creditnga Consider also the sister-to-
sister loan case (paragraph 4al#®ve) where implicit support of the parent for the
borrower is no part of the transaction as such smdccannot on any basis be
rewarded via the transaction price (including wiansactional profit splits).
Finally, returning to the black-letter establishearms represented by the TPG,
paragraph 1.10 (see paragraph 2.23 above) obs#ratshere are “no widely
accepted objective criteria for allocating” econesniof scale or benefits of
integration; and under TPG paragraph 7.13, read with the reviSkdpter |
TPG'® mere affiliation benefit is not to be rewardedAt the heart of
Francescucci's argument is a policy proposal toibate remuneration to the
“provider” of the economy of integration, ratheathits beneficiary. That may be
a valid proposal, but it is not where the law cothestands.

441 Nielsen and Holmes (2010) propose that “there idurrdamental
conflict between the ‘separate entity’ approach tedrealities of market pricing”
I.e. “maintaining a strict ‘separate entity’ appcbaloes not reflect ‘normal open
market terms’ and is therefore in conflict with iske 9” MTC®%. They note that
it is the “idea that a subsidiary may freely ben&tbm the group credit rating
which is challenging to conceptually reconcile with strict ‘stand-alone’
approach®? They conclude that “if the ‘separate entity’ eggch adopted by the
OECD Guidelines leads to a strict ‘stand-aloned¢ranalysis there is a patent
conflict between the market realities advocatedAbticle 9 and the possible
application of the arm’s length principle as set by the OECD Guideline&*®
They appear, therefore, to support the recognigbmmplicit support (without
quite saying that); the “patent conflict” is suresolved by recognising “market
realities” as a component of the “application af strm’s length principle” i.e. by

moving away from a “strict ‘stand-alone’ approach”.

810 See paragraphs 2.44, 2.80ff above.

811 Introduction.

812 Implicit credit supporsection.

813 Conclusion.
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4.42 A summary is presented by Brooks (2013)

“Strident adherents to the vision of the arm’s léngrinciple may view that principle as
requiring that adjudicators ignore all aspects dfetrelationship between the related
parties. A review of the OECD materials on the neguof arm’s length seems to suggest
that the arm’s length approach requires the partesgnore their relationship in setting
prices. However, an approach to giving meaningtite arm’s length principle that
completely neglects the relationship between thtigzaseems to stretch reality too far.
The parties in this cag&eneral Electric Capital Canadals in all transfer pricing cases,
are related. It seems more honest to delineatebdrefits of that relationship and to
grapple with them transparently than to force taygraand adjudicators to ignore

altogether the reality of the facts in front of iiné

Argumentation in the literature to disregard passiassociation in pricing

controlled transactions

4.43 Wittendorff (20115 argues that implicit support should be disregarded
in applying the arm’s length principle to price @ntrolled transaction. He writes
on the differences between arm’s length pricing &md market value. The
distinction is saitf® to be between a “subjective” arm’s length priceichitakes
into account the economically relevant aspectscmext of the transaction and
its parties, and an “objective” market value tyflicaassessed as if between
hypothetical knowledgeable and willing market paptants, excluding elements
of entity-specific valu&"’.

4.44 Having proposed the arm’s length/market value ngsion, Wittendorff
considers the approach in various contexts to ffexte of implicit support —
which he defines as “the fact that the credit gatri a company that is part of a
group may be higher than it would if it were a st@tone company, if a bank or

814 [2010] BTR 132, 139.

815 At page 223.

816 An alternative view is acknowledgeatid., footnote 36.

817 In 1963, the Australian Taxation Board of Revitmught that “the independent arm’s

length test prescribed ... (in the UK tax treaty) s.not materially different from the fair market
value test”:Case N691962] 13 TBRD (NS) 270; 11 CTBR (NS) 2@&lase 53 cited in ATO
Taxation Ruling TR 94/14 paragraph 165.
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rating agency believes that associated enterpusedd support the company in a
period of financial stress even in the absencenoéxplicit guarante&*® An
illustration is provided of interest rates chardeaby (a) Parent to Subsidiary
(4%); (b) Bank to Subsidiary (i) with implicit supg assumed (3%), or (ii)
without (4.5%); and (c) Bank to IndependentCo “wititing characteristics
identical to those of the subsidiary” (5%). The #%4rent-to-Subsidiary loan is
said to be an arm’s length rate; but this assumesmswer to the question being
debated. Likewise, describing IndependentCo asbasharacteristics identical
to Subsidiary begs the critical question of whittaracteristics (notably passive
association with Parent) must be taken into accatinatre is no discussion of
comparability requiring that IndependentCo is assuinio benefit from a

comparable measure of passive association.

4.45 In my view, Wittendorff errs in inferring from ecomic analysis the
nature of the relevant transaction. Thus: “in pcacit is often difficult to
distinguish between the definition and the pricafgservices®'. | fundamentally
disagree. Transfer pricing must always involve ®asential stages: (1) identify
the nature of the activity (what is “made or impdi'$® (typically a transaction)
between the associated enterprises — “delineatimg’transaction to use modern
TPG terminolog§® (2) determine the arm’s length price to be paid that
activity by its beneficiary. It is straightforwartb understand that certain
manifestations of the “economies of integrationtaéinntra-group activity which
must be priced. Wittendorff gives pooled purchggower as an example. This
often requires organisation and the making or intjpes of a particular
arrangement (“deliberate concerted actiéh’ However, passive association
inherently does not entail any activity.

4.46 Wittendorff’'s argument is based upon the propositimat a subsidiary’s

“‘use” of implicit support “may expose a strong pdare€ompany to economic

818 Wittendorff (2011), page 243.
819 Ibid., page 244.

820 E.g. paragraph 1.33 TPG.
821 Paragraph 1.158 TPG.
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disadvantages” in three wd¥s The first is that “when a parent company enjoys
a higher rating than its subsidiaries, a ratingsodidation will lead to raising the
status of the subsidiaries and downgrading thagatf the parent company”. The
precise meaning here of “rating consolidation” iclear. Generally, credit
ratings attach to specific legal entities or paitc obligations (e.g. bonds) of
specific legal entities. It is true that in asg&gsan issuer credit rating (“ICR”) a
step in the process may involve consideration‘giraup credit profile” (“GCP”).
However this is not a rating, but rather a compormdrthe ICR of a particular
group membéf3. Thus for example (unless a particular subsidiey a potential
ICR higherthan the GCP on the basis of extraordinary goventraupport, or the
subsidiary is classified as an “insulated subsydiarith an ICR above the GCP)
the ICR for a “core group entity” equals the GCRd dor a “highly strategic
subsidiary is one notch lower than the GCP (urtlesstand-alone credit profile —
‘SACP’ — is equal to or higher than the GCP, in ethtase use the GCE}*
Secondly, it is said that the raising of additiodabt finance may result in a
downgrading of the consolidated rating, yet agdia focus on a consolidated
rating here seems misplaced. Thirdly, Wittended&ys that a “parent company’s
high rating may be achieved by reliance on moreitgdinancing, which is
generally more expensive than debt financing”. Bobre” (equity finance) than
what? The passive association proposition beintededoes not rely upon the
parent raising any finance, or any particular fosifinance, or indeed doing
anything at all.

4.47 In my view, Wittendorff constructs what is esselhti@an economics-
based argument (including through use of consadidatoncepts) for a policy
approach which departs from the meaning of Art(&) MTC. The parent’s
supposed “economic disadvantages” are equated ‘Wwitome shifting among
associated enterprises”. But whatever the econtimery, in the real world, and
(in case this is different) certainly through thee® of a tax lawyer, in the simple
case where a subsidiary borrows from an unrelaae#t Bnd the bank makes some

822 Wittendorff (2011), page 244.

823 See e.g. Standard & Poofsoup Rating Methodologyaragraph 33 (2013).

824 Ibid., paragraph 74.

Page 246
LON27983956/13



pricing allowance in view of the subsidiary’s passassociation with its parent,
there is no question of income shifting — whicheef the fact that nothing has
happened between parent and subsidiary. | agtéeWiitendorff that things are
different if a comfort letter or similar is issueds discussed at paragraph 1.16
above, that entails positive action which may wedjuire remuneration.

4.48 Wittendorff asserts that HMRC consider that implicgupport is
recognized in principle as a compensable trans&étjobut this misunderstands

HMRC'’s (less than precise) guidance: paragraph(3 &bove.

4.49 Wittendorff doubts whether the view that implicitpport is relevant for
pricing controlled transactions conforms to the 'arfangth principle of Article
9(1) MTC. Five reasons are givéh

0] because in general the form of the controltegnsaction must be

respectelf’, and because a comparable should be a “perfemmiinage” of the

controlled transaction, implicit support shoulddisregarded — it is said that in the
controlled transaction (unlike the uncontrollednsaction), it “is not present”.

For example, in a parent-to-subsidiary loan itiisudar to say that the loan should
be priced having regard to the parent’s likely sarppf the subsidiary’s obligation

to pay the parent. | read this as proposing -dessep the “lender as guarantor”
paradox - that the effect of implicit support praseé a comparable should be
“reversed out” of the comparable to align it wittetactual transaction. (HMRC
voice a version of this argument, albeit on theidbakat the parent “cannot
guarantee an obligation owed to itséft® This almost-Cartesian logic is at first
seductive, but on closer scrutiny may be foundse Isight of the basic objective
of arriving at a price for the loan comparable toaam'’s length price. Say the
subsidiary had two loans on identical terms (leg\aside for a moment interest

825 Ibid., page 246, citing INTM 502040.
826 Ibid., page 247.
827 TPG paragraph 1.64.

828 Paragraph 3.188 above.
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rate), and in essentially identical circumstafitesespectively from its parent and
also from an unrelated bank. It would be peculfathe robust internal
comparable did not provide a compelling indicatminthe arm’s length price,
even where the bank has regard to an expectatiparehtal support. Consider
also the sister-to-sister lending case: it is nogér circular to point to implicit
parental support of the borrower subsidiary. The notiont thdparent may not
have the same incentive to support” a subsidiarguich cases is a quantitative
proposition; it may be true — to the point of theasure of implicit support being
zero in some cases (parent won't favour one sulrgidover the other); but it
could be significant in other cases: see e.g.dh# yenture scenario at Fig. IX,
paragraph 4.19 above;

(i) although a subsidiary’s ability to borrow froan unrelated bank at a
certain price might be viewed as a “realisticalMidable option”, this concept is
said to be informative regarding the relative bamgg powers of the parties in the
context of comparability, but not as a separate nmetd determine transfer
price$*®. The citation for the latter proposition however giynexpresses a
concern that “the examination of alternatives mayemntheless be used to second-
guess the appropriateness of bona fide businegsialec The construction of
alternative business arrangements would be, af bastincertain enterprise and
could prove to be arbitrary”; and the OECD recomdagion is simply against
such second-guessing. This concern should not iarsease where there is clear
evidence (possibly an actual internal comparadithealternative available;

(i) it is said that “when a benefit of a conted transaction stems from
group affiliation, the market price of an unconkdltransaction is not decisive for
the transfer price of the controlled transactiqiThat of course simply states the
argument.) The Norwegia@onocoPhillipscash pooling cad¥ is given as an
example of market interest rates not being decidive “the allocation of

829 Assume a strong degree of contextual companabdig. strong informational

symmetry as between parent and bank, and a straasure ofrelevant control by bank
(contractually, via loan covenants), and perhaps eecurity over subsidiary’s assets.

830 Citing paragraphs 3.14-18 of the OECDissk Force RepoftL992).
83l Utv. 2010 at 199.
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economies of integration of the controlled transest’. But that case concerned
the active and collaborative participation in the pool by gpomembers such that
the effects of economic integration themselvesttelbe priced — in that case on

the basis of a contribution analysis; a passive@aon case is quite different;

(iv) a case is proposed where an unrelated partydvoe prepared to lend
at a rate less than the relevant associated eiseergould beable to offer; this is
posed as a scenario where the seller’'s minimume pfibat required by the
associated enterprise, say, the parent) exceedsbulier's maximum price
(presumably because the subsidiary has a reabigtion to borrow more cheaply
from the bank; that economic dynamic would ordiyaprevent the transaction
occurring). One could conceive of a case whergpathetical lender with all the
attributes of the actual parent lender would se&igher return on its investment
than the bank in question: the comparability anslysould then require
adjustment of the terms of the bank loan to allgmdomparable with the parties’
actual circumstances. But implicit support may etbeless remain in play as a
relevant borrower attribute. The potential priciiggp” identified in this scenario
does not bear on the relevance of passive assogiati

(v) finally, the fact that implicit support is nalompensable is said to be a
reason to disregard it in pricing controlled tran&ms; otherwise parent becomes
a “two-time loser”, first, for being uncompensafed “use” of the support “at the
expense of the parent”, and, second, for beingeigaately rewarded for its risk
(though surely these are just two ways of exprgstie same point). However,
the first of these “losses” is itself the estaldidhrule in TPG paragraph 7.13
(“use” here being an economic concept, but notoamdiion made or imposed” in
Article 9(1) MTC terms); and the second (“inadeguaeward”) is itself the
conclusion sought to be demonstrated. Both flotunadly from the absence of
any activity. Why should the rate charged by an unrelated lenkegarded as
inadequate? It is the ideal benchmark. Evidethidypotential “free ride” enjoyed
by the subsidiary is considered offensive, bus ibath (i) a necessary corollary of
paragraph 7.13 TPG, and (ii) a “fact of family 'litein that children (subsidiaries)
may often benefit freely in one way or another fromeir family affiliations
(usually their parents).
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4.50 Wittendorff's earlier book proposed a nice formidat of
comparability: “[a]n ideal reference transactioroskl therefore be a perfect
mirror image of the controlled transaction in relatto all the objective and
subjective factors that can influence the pricenfation.”®? The reference here to
subjectivity is interesting, and does present aeml challenge to the
“perfection” of an uncontrolled lending transactias a comparator for an intra-
group arrangement. If “subjectivity” refers to thtate of mind of the parties, and
in particular the lender, one might worry that dfedence would be present
between the mindset of an independent lender pedgdarattach some value to the
borrower’s group affiliations, and that of the lmwer’'s parent, to the extent it
turned its mind to the question at all, which migdite the position that a pricing
discount based on its own willingness to suppaet ghbsidiary-borrower would
be a business contradiction. This does articulagarticular problem of the loan
from the specific entity which is also assumededHhe provider of group support
(“lender as guarantor” paradox); the difficulty dogot arise in the same way in
the sister-to-sister lending case (where the slsteter might — though always
dependent on the precise facts and circumstaneesicipate parental support for
the borrower). But the answer appears to lie with construction of the
hypothetical counter-factual in which the lendesuases implicit support not from

itself but from the hypothetical borrower’s hypdibal parent or other affiliate.

4.51 Kamphuis (2010) proposes that the CourGeneral Electric'wrongly
interpreted the arm’s length principle by rejectitng reference to comparable
transactions between independent partids”But the criticism of the Court is not
backed with reasoning other than by pointing to themple of a central
procurement company and potential disagreement Extample 19 in the US
services regulations (paragrapi210(v) above). As | observe at paragraph 1.23,
the concentration of buying power within a MNE gpouvith its attendant
efficiencies, usually arises because of the coadféeliberate concerted”) actions
of one or more of the participants, so is not adybastration of the effects of

passive association.

832 Wittendorff (2010a) page 298.
833 Kamphuis (2010), page 296.

Page 250
LON27983956/13



4.52 Blessing (2010) propos&8 that “the compensation-free passive
association concept is not appropriately appliechdatorily to intercompany
financial guarantees or loans”. Several argumarggroposed:

(1) the recognition of passive association couldegrise to a form of
economic double taxation. If a company in one tguwere to be regarded as
benefiting from implicit support from a foreign #éfite (thus enjoying reduced
costs, and hence increased profits), but the atbentry could claim that value
was crossing the border by way of provision of thgiport such that a fee should
be paid, but no deductible fee is permitted, theBvdioup is effectively being
taxed twice. The answer to this however is thanéestent with paragraph 7.13
TPG®) no fee is appropriate (from either party’s pecsive): the “supporter’s”
tax authority should not be imputing a fee. A lmes to be drawn somewhere to
demarcate transfer pricing borders: that line, irticke 9(1) MTC terms, is
articulated via “conditions made or imposed” i.eome sort of active
arrangemefit® (see paragraphs 2.44-2.45 above on “activity’)hem than the

presence of mere economic phenomena;

(i) acceptance of the principle that a group’sligbito pool purchasing
power and thus achieve volume discofiitis “antithetical to the application of
non-compensable passive association in a finastaalding context”. This is said
to give rise to a “directional”’ issue: whereas tjreater the usage of volume
discount arrangements, the greater the benefitetgtoup, the greater the usage of
implicit support, the greater the detriment to tireup’s credit status. Credit-
standing is regarded as a “finite asset”. Econtsmsght applaud, and economic

thinking could be thus presented with a view topsha policy, but from a legal

834 Pages 164-168.

835 Blessing argues that “loans are certainly notises and so Para. 7.13 has no direct

relevance” (page 164). That might be a legitimaésv as a matter of US tax law (though cf.
Container Corp v Commissiond?t TC 5 (2010), which Blessing considers wrongigided),
but the view seems unduly dogmatic in the contéxhe TPG and international tax parlance
more generally.

836 Translated, for example, into “transactions” fire 1JS and Canadian transfer pricing

rules and “provisions” in the UK code.

837 Compare Example 19 in the US section 482 SerReggilations: paragraph 3.210(v)

above.
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perspective it seems wrong to regard credit stgndm an asset i.e. a form of
intangible property: surely it is more in the natwf a characteristic of the legal
person that is the company in question. As notedasagraph 4.46, it seems
misplaced, in legal (and indeed transfer pricing)ms, to speak of a “group’s
credit status”: the group is just an aggregatioremtities, but it is each separate
entity that will have its own credit standing. Mower, it is at least questionable
that the credit-standing of (say) a parent company some way eroded because
a subsidiary “uses” its passive association with parent to borrow favourably
(there is no reason why the consummation by a disogi of a transaction
favourable to its business must necessarily badedaas weakening its parent);

(i) from a US-oriented view of debt/equity instngnt classification, it is
said that the basic determination must be made henassumption that the
borrower receives no credit support from its parenBlessing says that
recognising passive association in setting anesterate would create an “apples
and oranges” situation — presumably the concermpatential inconsistency
between the separate but related issues of inshtuakassification and pricing?
This feels too emphatic. Although the presenca gfiarantee may be regarded by
some taxing jurisdictions as an incremental sympbodraquity, it is at most only
one factor to be weighed in the balance: a guagdnbend is no less a bond. And
| see no reason for a conceptual objection to astep approach whereby one
first characterises an instrument, and then mowd® @valuate its pricing; indeed,
this is what is mandated by OECD, see e.g. parhgtalb above;

(iv) case law is said to support a stand-alone @qpr, though again the
viewpoint is through US tax spectaclé&stlé Holdings Inc v Commissiofi&ris

cited, with the remark that each of the taxpayee, IRS and the Court accepted
that, in addressing the IRS’s argument that therast rate paid by the US
taxpayer to its Swiss affiliate was too low, theéedmination was to be made on a
separate company basis. But although in the debtjegharacterisation context
the taxpayer’s ability to raise debt “as a sepaestty” was relevant, the case

838 70 TCM 682 (1995).

Page 252
LON27983956/13



does not investigate the meaning of that concegli,det alone the possible effect
of passive association as a characteristic oféparate entity;

(v) like Wittendorff (paragraph 4.49(i) above),eBsing argues that if the
putative provider of support is also the creditbe effect of implicit support is

“displaced” because “it would be circular to comguthat the parent company
should derive a lower rate on the assumption thabuld support the credit of the
obligor’®® but the contrary argument is that it is apprdpria assess what would
have happened between independent parties witsaime characteristics as the
actual parties, but not to assume that the indegggrndnder would be the provider

of support;

(vi) a case involving a loan to a borrower comp#éoyn a sister (rather than
parent) entity is used to suggest that, if passisgociation is disregarded, the
sister/lender would be receiving excessive intergstive to its risk of loss — and
therefore that part of the interest should in faepaid to the parent company “as a
guarantee fee”. But that contradicts the guidangaragraph 7.13 TPG. A better
solution seems to be to reflect the sister/lendetie risk of loss (as affected by
any possibility of parental support). Blessingpadsiggests that in the sister/lender
case, there is a less clear rationale for a paoestep in to support the borrower in
preference to allowing the sister to suffer logmia this seems to place too much
emphasis on the attitudes of the actual partieswi@t is required is a test of the
hypothetical behaviour of independent parties. |g@agraph 4.19 above and the
guantitative aspect mentioned at paragraph 4.49(i);

(vii) Blessing considers that recognition of psasesiassociation is
“inconsistent with the strict legal rights and telaships”. But the non-
compensation of implicit support (paragraph 7.13GJRproperly reflects the
absence of a legal act or event demanding remumey #te recognition of passive
association as an economically relevant circumstamic characteristic of the

borrower is a valuation/pricing consideration baspdn fact;

839 Blessing (2010), page 166.
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(viii) finally, in a discussion of relative bargaiy powef*® Blessing
perceives an inconsistency in Justice Hogan's aecisn General Electricby
taking account of (a) the taxpayer’s vulnerabifitym market expectation that a
parent guarantee would be provided, and at the sange(b) parental implicit
support as viewed by those markets: the formeejected as irrelevant to pricing
a guarantee fee “regardless of whether a thirdypaould take it into account” —
but this seems a rather extraordinary propositioithe context of determining

what would happen between independent parties.

4.53 Soon after the Tax Court’s decision General Electri¢c Blessing was
reported as criticising the recognition of implistipport as creating uncertainty
and “inexactitude”. At the same time Muris DujsitDeloitte & Touche argued
that if implicit support provided a benefit to absidiary it should be “considered
as a separate transaction” with a separate chbugehis is contrary to paragraph
7.13 TPG). And KPMG Canada highlighted the useth®y subsidiary of its
parent’s trade name (presumably as an aspect iak@raccount in measuring
implicit support*’) as a relevant “transactioff>. But while that could be the case
(as where a parent formally or informally licengegade name to its subsidiary),
and could thus merit compensation, it would notessarily be so; it might even
be the case that the subsidiary was using the fiesshe The TPG say that “[a]s a
general rule, no payment should be recognisedrémster pricing purposes for
simple recognition of group membership or the usthe group name merely to
reflect the fact of group membership”. On the othand, the licensing of a
trademark or “other intangible for the group namdiich provides a financial

benefit for the licensee obviously merits remurier&f>.

840 Ibid., page 173.

84l E.g. according to Moody'sRating Non-Guaranteed Subsidiaries: Credit
Considerations in Assigning Subsidiary Ratings le tAbsence of Legally Binding Parent
Support(December 2003), page 2.

842 All this reportage in Menyasz (2009).

843 Paragraphs 6.81-83 TPG; paragraph 2.80 above.
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4.54 Blessing was also reported as opining, at an ABA Jaction meeting

on 7 May 2018 that “passive association in the context of fiiahtransactions

is a fallacy ... It makes sense for volume discoubts, rating agencies do not
view there as being an indivisible asset that eapwads to some credit rating”. In
that context too Blessing promoted the argumertt ttea use of credit “wastes”
the credit capability of the supporting entity: tpeater the borrowing, “the more
the asset is used up”; whereas with volume dissotin¢ effect of use was
directionally the opposite. This reiterates thenf® described at paragraph
4.52(ii) above. As noted, in my view it is mistakan this context to regard a
parent company’s creditworthiness as an asset wikiafissipated by sensible
business transactions; and the volume discount usis&ly entails some level of

activity, not mere passivity.

4.55 Hoffman, Dupuis and Rockall (2007) consider that tecognition of

passive association may amount to a “deemed colasioln™**

, I.e. something
akin to regarding the separate permanent estaldistsnof a company as having
the same credit rating of the enterprise as a Wtfoler the notion of “substantive
consolidation” as used by a bankruptcy court. Tguogs too far in the transfer
pricing context. Even the authors acknowledge thstibstantial [sic]
consolidation is considered in the bankruptcy sgttio be appropriate only in
extraordinary circumstances” e.g. fraud. Althougie can see a potential policy
rationale for arguing for neutrality as betweenssdiary and PE cases, the legal
distinction is self-evident: a PE does in fact gatlg enjoy the same credit
standing as the whole enterprise — it simply i pathat enterprise, and the assets

of the enterprise are generally available to coedit’; this is inherently not the

844 Reported by Moses in 19 TMTPR 58. At the sametimg, David Ernick, Treasury

Associate International Tax Counsel, said thatiigrgothe implicit benefit of affiliation would

be a misinterpretation of the arm’s length standechuse “related parties do not really have to
act like unrelated parties to fulfil the arm’s |éingtandard. Rather, they only have to reach the
price that unrelated parties would reach”:
http://apps.americanbar.org/dch/thedl.cfm?filenaffi¥357000/sitesofinterest_files/2010 May
Session_D.C. Minutes TP_Session.pdf (accessed &hiber 2015).

845 Section headed “Deemed Consolidation” in 16 TMTI3R.
846

See paragraph 2.66 above regarding the OECD BmrRand e.g. the UK provision
at section 21(2)(a) Corporation Tax Act 2009.

847 Compare note 143 above.
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case for a separate legal entity. Moreover, th@ags equalisation approach of
some rating agencies may bear some broad simjlaritgrms of its effect, with a
notion of consolidation, but again that is not mesting a legal state of affairs: it
is itself simply the recognition of the very contep passive association | am
analysing. In other words, it is not the casd tpatential lenders or creditors
should assume deemed consolidation” [of a borravigr its parent]*. this is no

more than the raters (who, as the authors noteratgpen the “real world”)

recognising the “economically relevant circumstaticef the borrower as a legal

entity.

4.56 Two non-financial transaction examples are givenctlare said, by
logical extension, to illustrate how the recogmitiof passive association causes
incongruous results in transfer pricing terms. st-ithe case is given of a parent
owning valuable technology which is licensed taubssdiary. Applying “deemed
consolidation principles”, it is said that the mtdationship between parent and
subsidiary cannot be ignored — and therefore ttentie should be royalty-free
because, within the MNE group, the technology sthdod regarded as a “public
good”. This conclusion appears to be based ondda that, within the MNE
group, the technology is in fact freely-availalde, that the price should be zero.
But then all is lost in transfer pricing terms! cBadly, the authors consider a
manufacturer parent with a full-risk distributor bsidiary. Because of an
assumption that parent would in fact assume thes g subsidiary (and indeed
vice versa it is said that it becomes impossible to appdyifional transfer pricing
methodologies. Again, this seems to me not tookt all. The authors’ view of
supposed risk assumption, particularly the subsitidupstream” assumption of
parent’s manufacturing risks, seems to contratietgroposed fact-pattern: if the
commercial reality is that parent will always stego bear distribution risks (e.g.
market, inventory or customer credit risks), the&ipg of transactions between
parent and subsidiary should take that state cfiraffinto accoufit®. In any
event, it is not clear why the proposed fact patsrould render it impossible to

848 Hoffmanet al (2007),ibid.

849 Particularly given the sharper focus nowadaystl® conduct of the parties in

delineating transactions: see e.g. paragraph IP4&& T
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arrive at arm’s length prices (typically CUPs) b&sic sales of goods transactions
between parent and subsidiary.

4.57 Vincent (2010), prior to the decision of the Fedl€€aurt of Appeal,
criticised the Tax Court’s judgment @eneral Electric He doubted why, in an
arm’s length setting, the US parent would have d¢elnpelled to bail out the
Canadian taxpayer. In the context of subsectiof(24of the Canadian Income
Tax Act, Vincent’s approach was to insert the naofdke parties into his reading
of the legislation, and from there to assert thagling at arm’s length, the US
parent would not have provided suppttt Yet Vincent did not engage with the
argument that the correct counter-factual is onethich a hypothetical borrower
(with all the characteristics of the actual borrowbuys a guarantee from a
hypothetical third party (with all the charactadst of the actual guarantor).
Vincent proposes to “remove all forms and attrisuté arrangements that are
present by virtue of the fact that the [partieg aot dealing at arm’s length (such
as implicit support as a result of being part oé thon-resident person’'s
multinational group)”. But, as the Federal Courppeal confirmeff?, implicit
support should not be regarded as emanating fremadhtrol relationship as such.
In my view it is significant that paragraph 247¢J)(which is the Canadian
statutory articulation of the counter-factual, geito the “terms and conditions ...
that would have been made betwegersonsdealing at arm’'s length” [my
emphasis]. This can sensibly be read as refetongypothetical persons; the
Article 9(1) MTC analogue is “independent enterpsis | disagree therefore
with:

(1) Vincent’s proposition that the correct integfation of the legislation is
that the reference to “persons” means the actaaséction participants;

(i) his criticism of General Electricon the basis that recognising implicit
support “turns into the Kafkaesque exercise oihgyio evaluate the value of an

850 Legal Frameworlsection; see also Vincent (2013), pages 213-214.

851 2010 FCA 344, paragraphs [53]-[55].
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explicit guarantee in light of an implicit suppalnat will never be exercised as a
result of the existence of the explicit guarant&e’and also

(i) his proposed reconciliation of the rejectiaf implicit support as a
pricing factor with theGlaxoSmithKlinedecisioi** “one should include other
contractual arrangements that are linked to or laalearing on the transaction in
guestion, and exclude those features or charaterisf a party or arrangement
that do not result from legally binding contractaalangements, but rather ensue
solely from belonging to the multinational groupguoestion”. This formulation
fails to take account of the “price distorting” mlent of the decision in the
General Electriccasé®.

4.58 Vincent also asserts that an arm’s length guaracaoid not rely on
implicit support from the Canadian taxpayer's USepa to mitigate its risk; it
would set the price for its guarantee by “excludary wishful implicit support”.
This seems to overlook the principle of subrogat@muarantor called upon to
satisfy a creditor would typically (either contraally or by operation of law) step
into the shoes of the creditor and thus acquirgectdclaim against the borrower.
Might not the US parent, in such circumstancestinoa to be motivated, to some
extent at least, to bail out its subsidiary e.gavoid painful litigation against the
group by the guarantor? See further paragraphbegSv.

4.59 Schén (January 201%} develops the discussion around the tension
between the arm’s length principle and the funddaismf the theory of the firm,
and in particular the way in which —

“within a firm, business units are meant to caterother business units ... this is reflected

in upfront specific investment, in the creationpobprietary intangibles, in long-term

852 Vincent (2013), page 224.

853 Then in the Federal Court of Appeal.

854 Paragraph 3.24 above.

855 My impression is that Schon is supportive of ggttion of passive association as a

matter of current law, but is a proponent of chainge the policy perspective.
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contracting and so on. This brings about ‘synesgiehich contribute to the overall

profit of the firm™®*®,

A consequence is that it will be -

“possible for some business units to extract rdmsn the existence of other business
units within the firm ... These rents are due to fde that the ‘losing’ business unit
provides a specific business opportunity to thewottivisions of the firm. In other words:
the ‘winning’ business unit should be taxed notanlits location country but also in the

jurisdiction where the other unit reside¥”

Thus Schon promotes the concept that synergy lbenefi.e. presumably the
profit attributable to such benefits - should beatde in the territory from which

such benefits emanate, but upon the entity thahasbeneficiary. The policy
proposition is that “[ijnternational tax allocatiamould be built on two elements
... transfer pricing will be the starting point forgfit allocation to the involved

companies but synergy rents drawn by a group coynpaom dealings with

another group company shall be taxed in the ‘sococmtry’ as well®2

4.60 So in General Electric should the Canadian taxpayer’s “winning
business” be taxable in the US in respect of theliaih support found to have

emanated from its AAA-rated parent? This is acalty different approach from

conventional territorial/water’'s-edge internatiortak norms. Perhaps Schon’s
broad objective could be achieved after all byetjarding passive association, so
that General Electric Capital Canada’s guarantee €gpense would not be
suppressed by reference to potential support ftsnE parent (“an economic

factor which is largely connected with the Unitetht8s®9, so that greater

income is earned by the parent, thus shifting yimeigy rent into the US tax net?

8s6 Page 6.

8s7 Ibid., page 9.
858 Ibid., page 14.

859 Ibid., page 17.
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At any rate, it is apparent that Schon’s positemdvocacy for a policy change,

not for a construction of current I&RP

4.61 Horst (2012) considers that “allowing a parent cogbion to charge a
guarantee fee to its subsidiary corporation, battmats unincorporated branch, is
perfectly logical from a legal perspective, but rfcdm a broader tax policy
perspective®’. Noting the rule in the OECD PEs Report thatpafts of an
enterprise have the same creditworthiness andftiieréhere is no scope for the
rest of an enterprise to guarantee the PE’s credihimess owvice versg®? Horst
criticises the resulting distinction (between treatment of subsidiaries compared
with branches) as contrary to the goal of tax rsdityr “But ... treating a
subsidiary as if it were a branch would requiredmental changes in countries’
tax laws and their bilateral tax treaties and carmgemerally be achieved by tax
authorities under existing laW®® He also condones the (economic policy)
proposition of treating “the parent company’s cradiing as a collective asset
that should be available at no charge to the affiéé of a multinational group,
rather as intangible property that is owned justthey parent company™ But
this tramples over the separateness of the comerdities which form a group,

that separateness sitting at the core of transieing.

Some examples of the literature define the problbot do not promote an

answer

4.62 An excellent non-partisan exposition of the argutsdar and against
the recognition of passive association in priciogtoolled guarantee transactions
was presented to the US Treasury by the AmericanABaociation in 2012. By

860 Vroemen (2015) observes that (in a conventionpply chain context) it is common

for residual profit to be allocated to a principaltepreneur entity — and therefore “it can be
argued that the principal is implicitly chargingetbompanies for group synergies” (section C.3).
There is a loose parallel here with a case of éma-group loan priced without regard to the
beneficial effects of passive association on thedweer, where the outcome is tantamount to a
charge being levied by the parent/lender for theebe of affiliation (contrary, | suggest, to
paragraph 7.13 TPG).

8ol Page 180.

862 Paragraph 2.66 above.

863 Horst (2012) page 181.

864 Compare paragraph 4.52(ii) above.
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analogy, much of the reasoning can equally be egpplo related party loan
transactions. The effect of passive associationams important potential
component in such a pricing exercise. No formapomse has yet been issued by

the Treasury or IRS.

4.63 This “ABA Guarantees Paper”, which embraces the 'sarfangth
principle (“the independent market price is gerlgrahe conceptual North
Star®®), sets out the pros and cons for what is termedtib affiliation” model
(passive association ignored — as if the borroveer o “upper-tier” affiliations)
and the “market/affiliation” model (passive asstioia taken into account in

pricing).

4.64 Proponents of the “no affiliation” model asserttthiae arm’s length
principle requires related party relationships te Hdisregarded; as passive
association benefits arise from such relationsHipsy too must be disregarded.
Leaving aside argumentation based upon the spigesicof US domestic tax
law®®® the “no affiliation” model is said to be based dhe following

proposition&®”:

(i) the “separate entity approach” promoted by THG*®® “requires that

benefits flowing from affiliation that representsduised transfers of value be
disregarded in an arm’s length analysis™ in mywyiethis represents an
unwarranted extension of the proposition that distg pricing effects caused by
the control relationship should be disregarded; thassive association
phenomenon does not necessarily entail &aysfer of value, let alone a
“disguised” transfer (though perhaps there is almer@ to the policy argument for

reallocating profits from synergy benefits, see pagagraph 4.59);

865 Page 50.

866 Including an argument based upon consistency {tlith conceptual framework for

debt/equity determinations” — which must refer ® tax law (otherwise: whose framework?).
867

ABA Guarantees Paper (2012) pages 56-57, and goirider” to the
“market/affiliation” approach at pages 59-60.
868

Paragraph 1.6.
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(i) where a parent company guarantor is perceasethe source of implicit

support for a subsidiary borrower, it is not conae to a third party guarantor —
it cannot itself hope someone else will step irstipport the borrower; ignoring
the effect of passive association thus adjustdhsr non-comparability. This is

the “reverse out implicit support” argument — seg. Vittendorff, paragraph

4.49(i) above;

(i) disregarding the benefit to (typically) a sithiary borrower of passive
association (by refraining from suppressing theegrof the parent guarantee)
effectively compensates the parent for any econooaist it suffers; but (I
respond) this is an economic policy propositionakhis at odds with paragraph
7.13 TPG;

(iv) third party guarantees in “real-world markets®e rare, and so do not
present realistically available options to a bomowubsidiary (but this seems
empirically weak: certainly there are many contextere third party guarantees —
typically given by bank&® — can be found, and analogues are available in the
monoline and surety bond insurance markets; in e@amgnt, in the loan context
there are typically plentiful comparables availaple

(V) often a parent company will undertake somerrafitive act e.g.
providing a “comfort letter”, indicating support af subsidiary; the absence of
such action (where only implicit support can bespre) is said to be an artificial
distinction — but (as | propose at paragraph 1.5tlen meaning of “passive
association”, and at paragraph 2.41 as to the sobgservices” for transfer
pricing purposes) the presence of parergtelivity (however low-key) is a
threshold condition for assessing compensatiorifersupport, so the distinction
is fundamental and not at all artificial;

(vi) (related to (i) above) as an economic matteisregarding passive
association is appropriate because it effectivewards the parent company

(assumed to be the provider of support) for thedwer subsidiary’s “use” of an

869 An example is found iThe Queen v Melford Developments [#882] 2 SCR 504,
concerning the deductibility of a 1% p.a. guararfiéeepaid by the taxpayer to a German bank for
a guarantee of the taxpayer’s borrowing from Bafidava Scotia.
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asset of parent’s, namely its financial standingn{gare paragraphs 4.49(v),
4.52(ii) above).

4.65 Those supporting the “market/affiliation” approamfe said to argue as

follows:

(1) fundamentally, evaluating a loan/guaranteendsation by taking
account of all the borrower’s attributes (includidgenefits from passive
association) applies the arm’s length standardirftakhe borrower as it is and
marketplace realities as they &@”" and taking account of all relevant factors. The
“separate entity” approach in TPG paragraph 1.6sdoet require that the
borrower’s affiliations be ignoréd. The subsidiary may still be considered to be
affiliated to a comparable (hypothetical) paremt fireating a child with parents

as if she were an orphan ... [but] simply ... as bélmgg'child’ of someone else”;

(i) the approach is consistent with the “optiorealrstically available”
principle (paragraph 2.25 above): a controlled glidns/ borrower would never
pay more for a guarantee from its parent than madadble from an independent
third party; equally, | propose, a subsidiary sdowtver pay more for a loan from
its parent than it would for an equivalent loanikde from an unrelated lender;

(iii) requiring a parental guarantee to be pricedaobasis which ignores
implicit support effectively remunerates the pareior this attribute (as
commended at paragraph 4.64(vi) above); but thiendf the rule in TPG
paragraph 7.13 that passive association shouldivetise to remuneration.

4.66 The ABA Guarantees Paper also discusses “adjussnientsupposed
benefits to the guarantor”, noting that “some taxkharities have taken the
position — rarely seconded by commentators or pi@wtrs — that the transfer
pricing analysis of a related party guarantee nmlve a two-step process” i.e.
first determine the arm’s length price of the guéea and then “adjust” that price
to account for “benefits supposedly flowing backtlte related party guarantor”.

870 Page 57.
81 Page 59.
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Each of the potential benefits is discussed andhidsed, with the concluding —
and in the context of this study, telling — rhetatiquestion: “[i]f the guarantee
reflects an arm’s length price, why should it mattewhom it is paid?®"2

4.67 Boidman (2011) presents the cases for and agacwiuating for
implicit support, but evidently has some sympathwgh the “against” camp — so |
have included my reactions to his article hererstFia distorting effect on the
arm’s length principle is perceived if implicit qugrt is to be recognised, because
“arm’s length profit allocations require that eagfit of a multinational enterprise
be rewarded commensurate with its contribufiéh” A comparative example is
given of a parent selling highly branded goods tubsidiary distributor, and the
qguestion is asked (though dismissed out of hand}then the subsidiary should be
able to argue that the transfer price must be eilicause once it owns the
goods it should be highly rewarded “as owner” &f goods. Is this different from
taking into account passive association? | woal is clearly is very different,
not least because of the markedly different costexhd also because the goods
case entails simple and clearly-defined actionghayrelated parties, not mere
passivity.

4.68 An important legal concept which seems not to retiacted attention
in the literature is the equitable doctrinesobrogationi.e. a guarantor’s right, as
a consequence of its payment under a guarantespect of a debtor’s defaulted
obligation, to step into the shoes of the creditigra-vis the debtor. Boidman
challenges whether a third party would typicallpyde a guarantee at all: “[i]s
the acid test whether a third party financial ngton lender or guarantor that is
not laying off (syndicating out) the credit risk uld reduce the financing charges
to a borrower by reason of implicit suppoft?"But third party guarantees do exist
in the commercial world, and the doctrine of sulatazn contributes to their
viability as a financial instrument. Opponents tbé recognition of passive

support in the guarantee context urge that a thendy would not place any (or

872 Pages 61-63.

873 Basic Issues and Factosection.

874 The FCA Position and a Push-Pull Dynarsiction.
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any significant) reliance upon implicit support hase the parent company
“generally would prefer to have the third party gardor pay the subsidiary’s
creditors®’> put another way, an attempt to get a third pgttgrantor “suggests
the parent company is not willing to support thbsidiary’®. But this does not
follow, at least in a typical common law environrespecifically in view of the
guarantor’s right of subrogation. Once the guamahias paid out, it will enjoy
essentially the same rights against the (subsidiaoyrower as had the previous
creditor. So (although it is possible that markesibdity of the group’s
predicament may be lessened) the parent is stéidfavith the dilemma of whether
to support or abandon its subsidiary, and mightppropriate circumstances
indeed “come running in to save the hide of thergni@r®’’. Anyway, the same
dynamic is not present in the case of simple loargre only two parties are
present and the comparability exercise is unclettdoy the involvement of a
third.

4.69 Boidman criticises the Federal Court of AppealGaneral Electrié’®
for reasoning from theGlaxoSmithKlinedecisiofi”® that, if the intercompany
licence from the UK parent in that case was toasen into account in setting the
price payable to the taxpayer’'s Swiss affiliatedotive pharmaceutical ingredient,
then so should implicit parental support @eneral Electric This is said
(correctly in my view) to be a flawed analogy besmuwhereas iGlaxo the
taxpayer’'s conduct was readily comparable with thehaviour of market
participants, implicit support does not arise betweinrelated parties. This
flawed analogy is said to call into question theuf€s conclusion on implicit
support. But while the analogy may be poor, thaésdnot seem to me to

undermine the reasoning as a whole of the CouBeneral Electric

875 Blessing (2011), page 160. See also the 30 Bépre2013 comments of the US
National Foreign Trade Council on the OECD'’s 20iuksion draft on Intangibles: “[a] third
party guarantor would not take into account theplioit support’ provided by P [parent company
in respect of its subsidiary's debt] because P riskely to provide such support once the
guarantee is in place”. For public comments welsie note 163 above.

876

(2011)).

Moses (2010), reporting comments of Jean-PaubtleanBerg (referred to in Boidman

Boidman (2011)Qther Background Factorsection.
878 2010 FCA 344, paragraph 3.16ff above.
879 In the same Court, 2010 FCA 201, the Supremet@muithen having heard the case.
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4.70 Of course, as Boidman observes, it is entirely fpdesshat a third party
guarantor, when invited to assume implicit suppeduld ask for that to be put in
writing. As discussed at paragraphs 1.8 and Zhdtever, that would turn the
parent’s actions into a potentially compensablaviigt— thus presenting a
straightforward answer to the transfer pricing engu

4.71 Averyanova and Sampat (2015) present a very reoeetview of
opinion differences concerning the recognition aggive association. They note
the divergent views of tax authoritiSand practitioners, including those who
focus on stand-alone credit analysis, supposed$gdan paragraph 1.6 TP
They think that what they call the “function-of-tjeoup-affiliation” approach
remains “questionable” in the light of the TPG, @hds potentially not applicable
to the pricing of an explicit guaranfée thus they plead the “necessity of

additional clarifications®3
Conclusions

4.72 Here are my summary conclusions drawn from thealitee described

above (putting aside further discussion of econgicy advocacy):

() while passive association does not obviously gise to “synergy rents” for
the benefit of a MNE group, in any event it mayabgued that such profits do
not fall to be allocated by the arm’s length pnoiei(Kane (2014)) — and
MNE group synergies are now firmly recognised by tOECD as a
comparability issue in Chapter | TPG;

(i) the independent entities hypothesis mandated bigl&r®(1) MTC requires
one to postulate a hypothetical transaction betwsgothetical independent

enterprises — but with the same characteristicthasactual parties to the

880 “So far, most countries have applied a standealanalysis to ascertain the arm’s

length interest rate for intra-group debt”: pag8,3fuoting Burnett (2014) page 47.

88l Page 363.

882 Page 366, presumably analogous to the “markiéieitiin” approach, paragraph 4.65

above, contrary to the conclusionGeneral Electri¢ paragraph 3.16ff above.
883 Page 368.
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controlled transaction (Hollas and Hands (20145 tesolves the “lender as
guarantor” paradox (objected to by Blessing (2G4 Wittendorff (2011));

(i) while arm’s length and market value prices respebttimay not necessarily
be identical, it is apparent that the “market” iBomgly influential in
conditioning the prices that may be expected betwde hypothetical
independent enterprises (Hamaekers (1997, 2002));

(iv) the essential tax treaty purpose of achievpagity between controlled and
uncontrolled taxpayers (Schon 2009-10) as an aspécthe neutrality
principle (Hamaekers (1992)) informs the processafparability analysis;
thus if, empirically, third parties would accordqgimng significance to passive
association, controlled transaction pricing shalddikewise;

(v) the independent enterprises hypothesis operateselinyinating pricing
distortions caused by or attributable to a contetdtionship (Rollinson and
Frisch (1988); Wilkie (2012)); it is not necessdayd would contravene the
requirement to postulate similar circumstanceskltminate all aspects or
consequences of affiliation (Nielsen and Holmesl®@0Brooks (2013)per
contraVincent (2010));

(vi) notions of the “use” by a group member of implsitpport eroding an asset
of the “provider” or causing a consolidated ratintgderioration or providing
a “free ride” (Blessing (2010) and Wittendorff (20} are not based on legal
or transactional foundations, so should not distfiem an empirical factual
focus (and, in any event, according to the expdaestion of Chapter | TPG,

should not merit compensation).
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5. SUMMARY OF CONCLUSIONS

“There is a need to find an answer to all trangpeicing problems.®8*

5.1 Any differences between national approaches to rdwagnition of
passive association in pricing controlled transaniwill tend to result in double
taxation, or possibly double non-taxation. Doutaleation is axiomatically a bad
thing; there is growing acceptance in modern titieg double non-taxation is
itself a social ill. Ultimately therefore the aimust be to eliminate differences
between national treatments so that tax operatesnsyrically across borders.
With this objective in mind, the foregoing analysissupranational guidance and
selected national legislation, judicial interpre&tat and tax authority practice
represents an attempt to identify some relevantnommguiding themes in the
application of the internationally accepted anceddéd arm’s length standard.

5.2 Let me attempt to summarise those key themes, lamdnomentum
which, in my view, they provide in establishing thegal validity of the
recognition of passive association in pricing colied transactions.

5.3 Comparability analysisis fundamental to arriving at arm’s length
pricing. Internal CUPs, where available, will aftpresent the best evidence of
the price appropriate to a (truly comparable) colfgd transaction. The essence of
comparability is the alignment (including by adjusnt if required) of both the
transaction under review, and the circumstanceseparties, with one or more
independent comparables. The emphasis orcitbeamstanceof the parties is
critical. The starting point must be that it is eqgriate to take into accouall
circumstances in order to draw an accurate congari$he effect of passive
association on a party is self-evidently one of ttaracteristics and thus
circumstances of that party.

5.4 Comparability analysis requires the postulationtwb hypothetical
parties who are independent of one another — at iraontrol terms — but which

884 An existential proposition from ATO Taxation Ruji TR 97/20 Chapter 3, section E.
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have the same characteristics and circumstancéseaactual parties. Therefore
e.g. in a lending context one should have regardlltthe characteristics of the
borrower (highly relevant to loan pricing), and éadl all the characteristics of the
lender (relevant to loan pricing in a relativelyntied way®?). In principle, the
independence hypothesis should result in the aisadysluding pricing distortions
attributable to the exercise of control which affféee making or imposition of the
conditions. But that need not result in group mersbip attributes being

disregarded.

5.5 Eliminate distortions caused by the control relatiship. A
fundamental objective of the arm’s length princifgarity between controlled
taxpayers and independent parties. Within a MN&ugra controlling parent
company carimposenon-arm’s length behaviour on its subsidiariegluding
off-market pricing of transactions. This presethis risk of tax avoidance via the
diversion of profits (noted in this context by Mitchell B.a@oll even in the
19308%9); it is this phenomenon that is to be counterabtettansfer pricing rules.
Therefore the task that those rules must perforthelimination of transactional
pricing distortionswhich arecaused by or attributable tthe control relationship.
Transfer pricing operates by deeming a controltaddaction to have occurred on
arm’s length terms. Thus a legal fiction is imposedthe taxpayer. In arriving at
the fictional/deemed outcome, and applying a cangfuposive approach to tax
treaty interpretation, there is no need to extéeddgal hypothesis beyond what is
demanded by the task of eliminating distortionsonf-another viewpoint, there is
no legal mandate in Article 9(1) OECD MTC and itelgues for eliminating

885 A word here about the relevance of the charatiesi of lenders in a loan context.

Different lenders have different characteristicsiohhmay affect pricing at the edges e.g. a
bank’s cost of capital and market/shareholder requénts for return on equity compared with
unregulated lenders e.g. investors in the capitakets, bank depositors or crowd-funders. On
the other hand, in straightforward cases of coneaat loans in home market currency, the
market is highly competitive and transparent, aodtdwers may be largely indifferent to lender
internal considerations, simply looking for the tbdsal, assuming that the overall “service” is
the same. To that extent lender characteristiedikely to play only a small role, if at all, ihe
comparability analysis. In the CanadibftKessondecision (see paragraph 3.32 above) the
judge considered it highly doubtful that an arnéadth receivables seller would settle upon a
discount rate by reference to the buyer's costwfd§. In the AustraliarChevron case
(paragraph 3.82 above), evidence was presentecermbng that attributes of lenders are
relatively unimportant.

886 See Végel (2015) page 608.
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from consideration all characteristics of a partyickh are in any way attributable
to or connected with affiliation. Moreover, “diston” of pricing necessarily
implies active manipulation of the control relasbip. This proposition resonates
with the OECD’s modern use of the phrase “deli@incerted actions” in the
context of its discussion of MNE group synergie=se(paragraph 2.81 above).

5.6 Options realistically available Commercial arm’s length behaviour
naturally entails looking for the best possibledaan. Thus businesses should
consider all the “options realistically availabley’ them and generally choose the
most attractive of those. In circumstances whetaxpayer entity, which is the
beneficiary of passive association, could enteio iat transaction with an
independent third party on certain terms (whicleteo account that association),
it would be perverse to require that the charastierof the taxpayer attributable to
affiliation be disregarded so as to demand a higbetrolled transaction price for
tax purposes.

5.7 Hypothetical parties to the comparator transaction There is
remarkably little jurisprudence as to the naturaedentity of the “independent”
parties to a comparator transaction. What seemsimcng, and is at least
consistent with the law and practice reviewed is thesis, is that the parties to
the hypothetical transaction posited by Article)%de indeed hypothetical parties.
Yet for this to present a workable framework fomparability analysis, those
parties must have theame characteristicas the parties to the controlled
transaction. An important example characterissigalative bargaining power.
But this is just one from an infinite menu of ditries. Where characteristics are
relevant to pricing, they should be imputed to thgothetical parties to the
independent transaction with which the controllexh$action is to be compared.
The effects of passive association are no lesd @atiharacteristic to be taken into
account than any other. When one party to a a@dim assumes performance
risk (typically contractual) on the other, the igtites of that other party become
fundamental to pricing. In the paradigm case aftlieg, creditworthiness of the
borrower is the critical factor. A market assuroptior expectation of group
support for the borrower, where present, will beagpect of the creditworthiness

analysis.
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5.8 No compensation for the effects of passive assaormat This has long
been implicit in paragraph 7.13 TPG and has nowimecan explicit injunction in
the update of Chapter | TBG Logically it should follow that failing to
recognise passive association (at least where iildvsuppress pricing) is
tantamount to “charging for it”. See paragrapl6Zabove.

5.9 Thus | arrive at an answer to the question poseleabeginning of this
study. At paragraph 1.12 | asked: “In assessicgraparable uncontrolled price
(CUP), to what extent is theontrol relationship to be disregarded? This is at the
centre of the paradox: one must construct an alemgth comparator, but take
into account all economically relevant circumstacsome of which may be
consequent upon group affiliations.” The answerd @he resolution of the
paradox, is that the control relationship must iseedjarded to the extent, but only
to the extent, that it has had the effect of distigrthe pricing of a controlled

transaction.

5.10 It should follow from the above that there is nanoeptual barrier to
recognising passive association in a case wheagempcompany is both lender to
its subsidiary and the presumed source of impliciancial support to that
subsidiary (the “lender as guarantor” case). Thenmarability exercise can
readily impute all the characteristics of the respe parties to the hypothetical
independent parties (including the borrower’s bgrfedm implicit support). It
need simply eliminate pricing distortions to thendtions of the actual
(controlled) loan made or imposed, typically, bpaent upon a subsidiary. For
those who object to the apparent “free ride” (upb@ parent’s balance sheet)
enjoyed by the subsidiary, my response is simpét this is one factor in the
overall factual matrix and, in the context of a Mgup, is a “fact of life” — just
as a hope or expectation of financial support feoparent may be present in many

families.

5.11 A simple example provides a telling insight intce tfright” answer.
See Fig. X below. This is closely based on (but gmplification of) Example 1

887 New paragraph 1.158.
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now included in the “group synergies” section ofa@ter | TPG (see paragraph
2.83 above), that new material itself represengirgggnificant step towards clarity
on the topic of passive association.

Fig. X
Parent
£100m
5 year loan Bank

@ 7%

Subsidiary £100m

5 year loan
@ 7%

5.12 Subsidiary has just borrowed an unsecured loarl00d for general
corporate purposes from an independent bank lefmles years at 7% p.a. on
certain conventional commercial terms, includingidgl negative pledge and
financial ratio covenants, events of default andnpcehensive information
provision obligations. Bank has priced the loanvifg some regard to
Subsidiary’s affiliation with Parent: without thalement, Bank would have
sought 8%. Subsidiary retains plentiful borrowgapacity. Parent now proposes
to lend Subsidiary £100m on exactly identical terdmst conscientiously asks
itself whether to charge 7% by reference to themsegly robust internal
comparable, or 8% on the theory that affiliatioowd be disregarded. (Suppose
further, for added spice, that Subsidiary is reside a high tax territory with an
aggressive tax authority, whereas Parent is located sandy tax haveft)
Having regard to Subsidiary’s realistically aval@bptions, and the commercial
need for it not to pay more to its affiliate thametprice it could find in the
marketplace, surely the right rate is 7%?

5.13 | noted at paragraph 1.20 above that there isracdgpitalisation aspect
to this study. In other words, just as one mayu@egvhether passive association

888 These are of course intellectually irrelevantsiderations.
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may influence the pricing of a loan (essentially,imterest rate), it is legitimate to
ask whether passive association may affect borgweapacity — the ability, on an
arm’s length basis, to raise a certain quantumetf®. | have noted how the
United Kingdom’s HMRC, while beginning to get usedthe idea of passive
association pricing effects, are resistant to et ¢apacity propositi§i’. But it
seems to me that, at least where national transfemg codes address thin
capitalisation by means of application of the arfatsgth principle — as does the
UK'’s — rather than by formulaic ratios or similéihen once the pricing impact of
implicit support is accepted, it is logically irisgble that an independent lender,
cognisant of implicit parental support for a boresywcould be prepared to lend
more than would have been the case absent suclorsupfMRC has never
explained its position satisfactorily: in my viewid is because there is no such

explanation.

5.14 Convincingly, “increased borrowing capacity” nowaferes expressly
in Chapter | TPG as a “group synergy’ (see pardg@apl above). Moreover,
and although one should be cautious of “banketierns’ as evidence of what
would actually happen at arm’'s length, in my owrterd (October 2014)
professional experience a highly reputable bankiggitution was prepared to
confirm in writing its willingness to lend a cemaamount to a relatively weak
subsidiary in the light of various objective in@icof group affiliations (e.qg.
commonality of directors, use of the group nametredity to the overall group
business). By the way, to illustrate the non-garti nature of this study, the
directionally opposite effects of implicit suppamn sustainable debt quantum and
interest rate, respectively, are illustrated in. B below. But remember that
“interest rate is influenced by debt amount sin@ versathe two concepts cannot

889 In their 30 September 2013 comments on the OECGID3 discussion draft on

Intangibles (see note 163 above), the Internatidiince for Principled Taxation noted that “if
implicit parental support is relevant to the prgiof financial transactions, then it should be
taken into account not only in the interest rate dso in the quantum of debt a borrower can
support”.

890 Paragraph 3.188 above. One must acknowledgeveowat the particular terms of

domestic law may bear upon the recognition of pasassociation e.g. the UK’s sections 152-
154 TIOPA discussed at paragraph 3.158 above; qukegher the requirement found there to
disregard “guarantees” should give way to a dotdketreaty provision based on Article 9(1)
MTC: see paragraph 2.7 above.
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be separate§™ Thus for a given rating, say AA, in principleciementally
greater gearing could (up to a point) be suppoltgdan incrementally greater

interest rate.

Fig. XI
A A
sustainable interest
debt: equity > rate
implicit support
5.15 In conclusion it can be observed that the recagmitof passive

association in pricing controlled transactions dtholbe regarded as a correct
application of the arm’s length principle as emiealdin Article 9(1) OECD MTC.
In the financing field, such recognition should end to the evaluation of debt
capacity (quantum) as well as to interest rates guarantee fees (pricing). A
principled judicial recognition of the pricing effieof implicit support is found in
the CanadiaGeneral Electriccase, and has emerged in Australian legislation and
litigation (Chevror); New Zealand can be expected to follow suit. ditesa long-
unfulfilled IRS promise of clarification, the semti 482 Services Regulations at
least provide for comparability adjustments basedy@up affiliations. It is only
a matter of time before taxpayer or Government acdea implicit support to
further a case in Indian transfer pricing litigatioHMRC have accepted that
passive association may influence loan pricinghalgh they are not yet
convinced on quantum). Several other countriesratdbe world are falling into

line.

8ot Burnett (2014) page 62.
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5.16 With these conclusions in mind, | have offered e tAnnex which
follows some recommendations for amendments tO®BED TPG.
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ANNEX

PRINCIPLES FOR USE BY TAXPAYERS AND TAX

ADMINISTRATIONS

The first Annex to the TPG contains GuidelinesMonitoring Procedures on the OECD
Transfer Pricing Guidelines and the Involvementhef Business Community. The CFA is
instructed to monitor implementation of the TPQJuding identifying areas where the
TPG may require amendments or additions includidgfitult paradigms” and problem
areas which present obstacles to an internationadigsistent application of the transfer

pricing methods set out in the TPG.

Proposals:
Add a paragraph following paragraph 1.113 ¥8@s follows:

“1.113A As noted at paragraph 1.36 above, the eaun circumstances of the
parties are also comparability factors. Attributes comparability factors that
may be important when determining comparabilityude all the characteristics
of the parties (including circumstances attribualib their group affiliations),
and the business strategies pursued by the paitietaking into account group
affiliations as characteristics of the parties,agbnships within the group may be
included in the analysis (though in determining fhrece that would have been
paid between independent enterprises, pricing distts attributable to such
relationships must be eliminated).”

Add to paragraph 1.163 (“Comparability adjustmengs/ be warranted to account

for group synergies.”):

“This may be the case where a potentially compagdtdnsaction does not itself
take account of relevant group synergies. One mepof comparability

892 As updated in the BEPS 2015 Final Reports.
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adjustments is to align the circumstances and attarsstics of the parties to the
potential comparable transaction with those of tharties to the transaction
between the associated enterprises. So if, fomplg an external comparable
transaction in fact does not reflect any pricingeef attributable to group
affiliation, but a party to the controlled transémt would be expected to enjoy a
pricing advantage (or suffer a disadvantage) atitdble solely to its being part of
a larger MNE group (as described in paragraph 7,18 pricing of the external
comparable should be adjusted to align the transactn this respect with the
circumstances and characteristics of the partiethcontrolled transaction. On
the other hand, if an internal comparable transantis priced with regard to such
group affiliation, that transaction will, in thatespect, provide appropriate

comparability for the controlled transaction (askxample 1 below).”
Add a new Example 3 (and renumber the subsequennhes accordingly):

“The facts relating to S’s credit standing are idieal to those in Example 1. On
a stand-alone basis, S would only be able to sastalebt:equity ratio of 3:1. The
independent lender, however, is prepared to advanedcuro 50 million despite
S’s debt:equity ratio becoming 4:1, on the basisaine degree of expectation
(not backed by any guarantee or other assuranca)) Ehwould support S if S
faced financial difficulties. In other words, S leéits, in the context of an arm’s
length transaction, from an increased borrowing @&eaipy solely by virtue of
group affiliation. In these circumstances, theridey T to S should be regarded as
a loan to a borrower with an arm’s length quantufrdebt; and, as in Example 1,
no payment or comparability adjustment is requiredt the group synergy
benefit.”

Amend Chapter Il TPG as follows:

Amend paragraph 3.48 by the addition of the undedliwording as follows:

“Examples of comparability adjustments include ..juatinents for differences in
capital, functions, assets, risks and the charastes or circumstances of the

parties including characteristics attributable toeir group affiliations.”
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Amend Chapter IV TPG as follows:
Amend paragraph 4.29 by the addition of the undedliwording as follows:

“The mutual agreement procedure ... described anthaiged by Article 25 of
the OECD Model Tax Convention, can be used to mhitei double taxation that
could arise from a transfer pricing adjustment, luding cases where the

respective tax administrations might differ in thaiterpretation of, or of the

application of, the arm’s length principle. Agreem between administrations

could be specific to a particular taxpayer's cas®, a matter of agreeing an

interpretation of the relevant treaty in generals(zontemplated by Article

31(3)(a) of the Vienna Convention on the Law offies).”
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