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Delegates from the insurance industry put forward that, if
properly priced, the categorisation of a fact pattern as either
split KERTs, internal reinsurance or profit sharing risk
management might be expected to lead to the same or a very
similar attribution of profits.

External reinsurance allocations
Delegates from the insurance industry put forward that, without
the recognition of internal reinsurance, external reinsurance
premiums/recoveries on, for example, a whole account excess
of loss basis, would require potentially sophisticated
allocations. The OECD was requested to include this
allocation issue more explicitly in the report.

Attributing investment income/assets
A key issue for many insurance companies is how much
investment income and gains should be allocated to the
branches.

Insurance industry delegates proposed that the term
“investment assets”, currently used in the report, did not
properly reflect the fact that some assets would be non-income
generating. The term “financial assets” was proposed as a
more accurate representation of a typical insurance company
balance sheet. This point was accepted by the OECD.

Delegates requested the elevation of the quasi thin
capitalisation attribution method to an approved approach,
whereby financial assets would be attributed to each branch
based on the minimum regulatory requirement. This was not
considered acceptable by the OECD.

In the absence of the option for taxpayers to rely on the quasi
thin capitalisation approach, delegates requested an
assurance from the OECD that investment income allocated
under the OECD authorised approach could not exceed 100%
of the entity’s total investment income. The OECD was very
clear that such a guarantee would not be possible given the
option for different tax authorities to select different approved
allocation methods.

Some time was spent debating the potential withholding tax
consequences of reallocating investment income, with some
specific examples used to illustrate the potential issues. The
OECD reiterated that the intention was to attribute profit
generally, rather than seek to reallocate specific returns on
investment assets. However, in view of the examples given,
the OECD agreed to consider the matter more closely.

Implementation of the OECD report
The OECD member tax authorities and OECD working party
responsible for the report met to discuss the outputs from the
consultation process in the days following the consultation
meeting.

It is hoped that a final version of Part IV will be released in the
first quarter of 2008.

Once finalised, the conclusions of Parts I-IV of the report will
be implemented in two stages.

The commentary to Article 7 (Business Profits) of the existing
OECD model tax treaty is being revised to incorporate the

concepts of the PE report, but only to the extent that the concepts
do not conflict with the current wording of the treaty or
commentary. A first consultation draft of this revised commentary
was released in April this year and a finalised version is expected
to be released by the end of 2007.

The second stage will be a new text for Article 7 together with
accompanying commentary in order to implement the full
conclusions of the report. This is expected to be released for
consultation by mid 2008.

The OECD states that this two stage approach aims to give
maximum legal certainty in the interpretation of both the existing
and future treaties. However, tax authorities are still considering
the most appropriate way in which to implement the principles of
this report.

For more information, please contact:
Lisa Casley (lisa.casley@uk.pwc.com)
Aamer Rafiq (aamer.rafiq@uk.pwc.com)
Irina Diakonova (Irina.diakonova@ch.pwc.com)
Barry Dennis (barry.dennis@us.pwc.com)
Nick Houseman (nick.houseman@au.pwc.com)
Jobst Wilmanns (jobst.wilmanns@de.pwc.com)

US Treasury Report: Global Dealing
Excerpt

Treasury Report to US Congress Addresses Income Stripping
and Transfer Pricing Regulatory Gaps

Introduction
On November 28, 2007, the Department of Treasury (the
“Treasury”) issued a report (the “Report”) in response to sections
424 and 806 of the American Jobs Creation Act of 2004 (the
“AJCA”). In the AJCA, the U.S. Congress directed the Secretary of
the Treasury to conduct studies regarding the effectiveness of:

(1) the earnings striping rules;

(2) the transfer pricing rules, and

(3) income tax treaties to which the United States is a party.

This article summarizes some of the key points related to global
dealing from the transfer pricing discussion in the Report (the “TP
Chapter”). The following sections provide an overview of the TP
Chapter and describe the empirical evidence provided on income
shifting as well as Treasury’s commentary on proposed global
dealing regulations.

Overview of the TP Chapter
The TP Chapter comments on shifting income from the United
States to other tax jurisdictions and reviews Treasury regulatory
guidance under section 482 and the effectiveness of the current
transfer pricing rules and compliance efforts.1 The TP Chapter

1
Current transfer pricing rules or regulations refer primarily to the existing final regulations under

section 482 as of December 31, 2006. These include the 1968 regulations with respect to the

intercompany provisions of services under Treas. Reg. §1.482-2(b), the 1994 transfer pricing

regulations under Treas. Reg. §1.482, the 1996 cost sharing regulations under Treas. Reg. §1.482-

7, and the stock-option regulations under Treas. Reg. §§ 1.482-5 and 1.482-7. For these purposes,
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also reviews the administration of section 482 rules and
empirical evidence compiled by Treasury on income shifting.
The key conclusion is the need for Treasury to complete the
process of finalizing and modernizing its transfer pricing
regime.

Specifically, Treasury calls upon the need for “finalization and
implementation” of three key transfer pricing regulations that
address:

(1) cost sharing;

(2) intercompany services; and

(3) global dealing in financial instruments.

These three regulations will address perceived gaps in transfer
pricing administration and are expected to alleviate common
avenues for income shifting.

Income Shifting (Empirical Evidence)
Through analyzing tax return data for 1996, 2000, and 2002,
Treasury seeks to identify empirical evidence on income
shifting by analyzing the relationship between local country
statutory rates and operating margins. Treasury concedes the
data available does not provide sufficient visibility into the
various factors that may contribute to this correlation.
However, in its conclusion, Treasury states that "while the
ability to draw transfer pricing-specific inferences from tax
return data is limited to some extent, the analysis of this data
does not allay the concerns about potential income shifting
from non-arm's length transfer pricing…".

Proposed Global Dealings Regulations
In March of 1998, the IRS released proposed global dealings
regulations regarding the arm’s length allocation of income and
expenses in global dealing operations among related
taxpayers and/or branches of a single taxpayer. The 1998
proposed global dealing regulations provide guidance on the
execution of customer transactions involving financial products
in multiple jurisdictions or through multiple “participants.”2 A
participant is either:

(i) a “regular dealer in securities” or

(ii) a member of a controlled group of taxpayers so long as
that member conducts one or more activities related to the
activities of the regular dealer in securities.

Related activities include marketing, sales, pricing, risk
management, and may include brokering.

The Treasury’s view is that the existing taxation of financial
products is not current with how the industry operates. It is

the 1998 proposed global dealing regulations are also considered as part of the current

regulatory regime.

2
The Coordinated Issue Paper ("CIP") released on September 27, 2007 the IRS Large and

Mid-Size Business Division ("LMSB") on buy-in payments presents many of the theories

discussed in the 2005 proposed cost sharing regulations, and further indicates the intent of the

IRS to apply such theories to examinations of cost sharing arrangements ("CSA's") under the

existing regulations.

noted that the current transfer pricing regulations for determining
the source and effectively connected treatment of securities dealer
income were intended to apply in situations where one location
participated in the majority of the earnings process. In today’s
business climate of “global” trading books and electronic and 24-
hour trading, there is clear uncertainty in situations where financial
institutions operate through one or more entities or trading
locations. The Treasury notes that the proposed global dealing
regulations provide “insufficient guidelines” for the highly complex
intercompany transactions associated with financial service
companies. Furthermore, the 1998 proposed global dealing
regulations were silent as to whether the provision of capital is a
participant function and, thus, how it should be compensated. A
key omission since the utilization of capital can impact how global
trading manages risk.

Treasury also references the 2006 OECD Report on the Attribution
of Profits to Permanent Establishments (the “OECD Report”) when
discussing the need to have regulations that reflect the current
business environment as well as emerging international tax
norms.3 The TP Chapter implies other developed nations have
more developed global dealing guidelines in comparison to the
U.S.

Conclusion
From a review of the TP Chapter it is the clear intention of
Treasury to continue to focus on transfer pricing through the
issuance of regulations. The empirical evidence presented seems
to indicate that transfer pricing continues to be perceived as an
area that taxpayers use to their advantage in shifting income to low
tax jurisdictions. PwC also expects this continuing focus will
translate into a push to finalize the regulations in the area of global
dealing, as well as cost sharing and intercompany services.

For more information, please contact:
Joseph Andrus (joseph.andrus@us.pwc.com)
Richard Barrett (richard.f.barrett@us.pwc.com)
Eric Caputo (eric.caputo@us.pwc.com)
Adam M Katz (adam.katz@us.pwc.com)
Peter Lee (peter.x.lee@us.pwc.com)
Amparo Mercader (amparo.mercader@us.pwc.com)
Joseph Murphy (w.joe.murphy@us.pwc.com)

3 The Part III of the OECD Report (Global Trading) provides guidelines on attributing economic

ownership of assets and the assumption/management risk through “significant people functions”

(“SPF”s). This term is consistent with the key entrepreneurial risk taking (“KERT”) concept as

utilized in Parts I (General Considerations) and II (Banks) of the OECD Report.
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that might be considered to be excessive if the taxpayer was
treated as financially independent in respect of its debt funding
arrangements (i.e. and not dependent on a related party
lender). Such an approach ‘would defeat the operation of
Division 820 even though the safe harbour debt amount in the
particular case is greater than the arm’s-length amount of debt
amount determined by applying the arm’s-length principle in
the transfer pricing provisions.’

While this passage appears to leave open the possibility that
the ATO may reduce the amount of debt in respect of which a
taxpayer can claim debt deductions even if it is within the safe
harbour, the Draft clarifies the ATO’s position. On this point it
provides an example where a taxpayer has a related party
borrowing with an interest rate which, because the taxpayer is
highly geared relative to the industry in which it operates, is
higher than that which would have been obtained if the
taxpayer was financially independent of the lender. In the
example, the ATO concludes that despite the debt level being
within the safe harbour debt amount under Division 820, it has
the authority to adjust the amount of interest deductions on the
debt (i.e. under the transfer pricing provisions), but cannot
adjust the amount of debt which gives rise to interest that is
otherwise deductible (i.e. because the taxpayer is within
its safe harbour debt amount).

The Draft notes that Australia’s anti-avoidance provision, Part
IVA, ‘will not apply to an entity merely because it has taken
advantage of the safe harbour debt amount under Division
820’, though it will apply in instances when a taxpayer uses
contrived arrangements to bring a taxpayer within a safe
harbour debt amount.

Consistent with the ATO’s position in at least one dispute, the
Draft also notes that ‘all provisions relevant to deductibility
must be applied first before Division 820 comes into operation’.

Observations
the Draft is significant to the extent that it provides Australian
taxpayers with greater certainty that the ATO will not use
transfer pricing principles to adjust the amount of their debt
that gives rise to deductible debt deductions, as long as the
debt is within the maximum allowable debt level calculated
under Division 820, though it may adjust the pricing of this debt
(including the interest rate on a related-party loan or a credit
guarantee fee) by reference to arm’s length levels of debt (and
equity) and the resulting interest rate.

Importantly, the Draft Tax Determination indicates that the
ATO will use the transfer pricing provisions to establish
an arm’s-length (but hypothetical) capital structure prior to
testing the arm’s-length price of the debt. Accordingly,
taxpayers need to be cognisant that based on the Draft, a
hypothetical debt level will need to be determined and
documented prior to claiming debt deductions on the
taxpayer’s actual debt (assuming it is not executive under
Division 820) at the interest rate applicable to the hypothetical
debt determined in accordance with arm’s length principles.
The Draft Tax Determination provides no guidance as to how
that analysis should be done.

Additional issues exist, including how a taxpayer should
evaluate the credit quality of a related-party obligor and

appropriate methods for determining arm’s-length credit guarantee
fees. We understand that the ATO plans to issue draft guidance
regarding the arm’s-length gearing and associated pricing issues
at a later date.

For more information, please contact:
Nick Houseman (nick.houseman@au.pwc.com)
Bill Yohana (bill.yohana@au.pwc.com)
Geoffrey Morris (geoffrey.morris@au.pwc.com)

Country focus: Spain

Country focus is a regular feature of this publication which seeks to
provide an insight into emerging issues, taxing authority
approaches and “hot topic” issues for a country where transfer
pricing is becoming increasingly more relevant and important as
part of your overall strategy on managing transfer pricing from a
risk and planning perspective.

Introduction
Javier Gonzalez Carcedo presents this
publication’s country focus on Spain. Javier
heads up the Spanish transfer pricing team,
together with Michael Walter, also transfer
pricing partner, with significant financial
services experience. For a long time Javier
was a member of the Spanish Tax

Administration with a vast experience in international tax
matters. For several years Javier has worked for the OECD
Centre for Tax Policy and Administration.

Javier and Michael’s team is comprised of transfer pricing
professionals with background in tax, law, accounting,
economics and financial services. When dealing with FSTP
issues, the TP team works together with the Financial
Services Tax team, led in Spain by Miguel Blasco.

Transfer Pricing Legislation in Spain
Recently introduced changes to the statutory rules have brought
Spanish transfer pricing legislation further into line with the OECD
Guidelines and also with developments at the European Union
level. The changes were contained in Law 36/2006, “Measures to
Prevent Fiscal Fraud”, which entered into force on 1 December
2006.

The legislation now requires taxpayers to value their intercompany
transactions at arm’s length. Previously, any adjustment to arm’s
length prices was only a power of the Spanish tax administration
(STA). Additionally, the new legislation applies to both domestic
and cross-border transactions.

Documentation will now also be a requirement, with Spanish
taxpayers required to produce group-level and taxpayer-specific
documentation. However the requirement to produce transfer
pricing documentation is postponed until such time as the exact
documentation contents are established. A draft Decree setting out
the content requirements was published in July 2007 and is
expected to be finalised early in 2008.
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considering this issue, with potentially important consequences
for the foreign banking sector operating in Spain.

VAT Consolidation Group and Taxable Amount for Related
Party Transactions

As a result of recent developments in VAT domestic
legislation, TP and VAT issues appear to be closely linked in
Spain, especially in the financial sector.

New VAT domestic legislation has imposed the arm’s length
price as the taxable amount in related party transactions in
those cases where acting otherwise could lead to an artificial
increase in the VAT deduction (typically because one of the
related counterparties does not have a full right of deduction,
which is often the case in the financial sector).

On the other hand, and in part to compensate for the change,
the law has introduced the concept of a VAT group in Spain.
For VAT groups, VAT is levied only on external costs, i.e. the
cost of goods or services received from outside the group to be
used directly or indirectly, totally or partially, in transactions
inside the group.

These VAT developments, in addition to transfer pricing
reforms, mean any banking group in Spain should give serious
consideration as to its situation regarding the new rules and
what appropriate action should be taken.

Tax Authorities’ Approach to Transfer Pricing
Historically, transfer pricing has not been a high profile area for
STA audits. With the burden of proof falling on the STA, its
only means of achieving favourable transfer pricing
adjustments was through expensive and time-consuming
audits. As a result, the STA has tended to focus more on
“straight-forward” transfer pricing audits of manufacturers and
distributors.

With the change in the burden of proof and new documentation
requirements, the STA has publicly stated that transfer pricing
will become a significant area of focus. As such, the STA’s
awareness and willingness to audit more complex transactions
(especially in relation to financial services) is expected to
increase significantly.

Firstly, the STA’s resources, competence and experience in
relation to transfer pricing are expected to grow. This will allow
it to more successfully audit and challenge financial service
intercompany transactions. Second, the amounts of taxable
income at stake in financial service transactions will mean that
it will become an area of increased focus for the STA. (One of
the prime reasons for the new Spanish transfer pricing
legislation was so that the STA could protect the Spanish
corporate tax base in light of transfer pricing adjustments being
made overseas which affected Spanish companies.)

APA programme

At the same time, the STA has made clear that it will look
favourably on both unilateral and bilateral APA applications.
Our experience of the APA process has generally been
positive and in the financial sector, we would be confident in
recommending the process to international groups that aim to
increase their certainty regarding their transfer prices in Spain.

Closing Thoughts
The issue of transfer pricing is one that will increasingly rise up the
agenda of the STA as new documentation requirements are put in
place in 2008. This will impact taxpayers in Spain across all
industries. For financial services companies, the STA’s improved
expertise and experience of transfer pricing will mean that more
complicated transactions that have typically been avoided to date
by the STA can now expect to be subject to audits.

As such, the current period (before documentation requirements
are finalised) offers taxpayers an opportunity to get their transfer
pricing affairs in order ahead of the requirement to document their
intercompany transactions.

For more information, please contact:
Javier Gonzalez Carcedo
(javier.gonzalez.carcedo@es.landwellglobal.com)
Michael Walter (michael.walter@es.landwellglobal.com)
Kevin Norton (kevin.norton@landwellglobal.com)


