


functions, the constant search for low-cost raw materials,
labor, and suppliers, continuing pressure to meet EPS
targets, and heightened scrutiny of comparative global
effective tax rates. As a result, multinational companies are
driven to focus on the most efficient global entity structures,
operations, and transactions, while simultaneously striving
to achieve a defensible and competitive global effective tax
rate.

Third, governments around the world are cooperating as
never before to share taxpayer and industry information, to
assist other countries with document and information
requests, and to participate in multi-country audits (including
"simultaneous” examinations). In the U.S., MNCs are
experiencing significant requests from non-U.S. revenue
authorities (e.g., the Japanese NTA) for documents and
information held by U.S.-based companies. IRS
examination teams are used as the “facilitator” for such
requests in certain situations. This is a disturbing trend for
many MNCs because frequently the information has already
been provided to the non-U.S. revenue authority, or the
statute of limitations in one of the countries may be closed.

Fourth, MNCs are facing a new era of regulations, penalties,
transparency, and disclosure around the world. More than
50 nations have now enacted transfer pricing documentation
or penalty regimes. Those countries are increasingly
examining transfer pricing transactions and documentation,
and are issuing sizeable adjustments and reassessments in
many cases. In addition, with the advent of FIN 48 in the
U.S., MNCs are required to place greater emphasis on the
identification, evaluation, and disclosure of uncertain tax
positions. Many of these uncertain tax positions relate
directly to transfer pricing risks and exposures. This has
lead to a transparent environment where uncertain tax
positions of MNCs are disclosed to governmental authorities
and the public, thereby leading to enhanced scrutiny of
taxpayer operations and positions in the U.S. and around
the globe.

These four global forces have coalesced to create an
unstable climate for MNCs. This tax environment is
characterised by heightened risk, exposures, and
uncertainties. Transfer pricing audits and examinations are
on the rise in developed and emerging countries. In turn,
this has resulted in a substantial increase in the number and
size of transfer pricing adjustments, controversies, and
disputes for MNCs. Equally important, this trend has placed
new pressure on traditional dispute resolution techniques
(e.g., administrative appeals, APAs, and competent
authority proceedings).

In the current environment, no industry or sector is immune
from this dramatic increase in transfer pricing audits and
disputes. Virtually every sector is subject to intense scrutiny
in developed and emerging countries. Nevertheless, certain
industries appear to receive the most focus, and these
industries include the financial services sector, the
pharmaceutical industry, and the high technology sector.

Regardless of the industry, however, the issues and
concerns are similar. Issues involving permanent
establishment audits, guarantee fees, marketing intangibles,
and the treatment of equity-based compensation expenses
are common to most industries. In addition, the traditional
dispute resolution alternatives are generally available to
participants in all industries. As a result, there is a common
interest in (and concern over) the key emerging issues and
dispute resolution alternatives transcending any one
industry or sector.

As part of this process, we are experiencing an unusual
“commonality of issues and controversies” around the world.
These issues and disputes range from “permanent
establishment” audits and controversies in India, Korea and
France, to “guarantee fee” cases in Canada, Australia, and
Japan, to marketing intangibles issues in the U.S., the U.K.,
and many other countries. Further, certain capital
contributions are being re-characterised as taxable income
(or as reimbursement of deductible expenses) in such
varied locations as the U.S. and Turkey. In addition, issues
related to the inclusion of “equity-based compensation” in
cost-sharing pools (and other cost-based approaches) are
creating serious inconsistencies and controversies in major
developed countries around the globe.

Disputes are also increasingly commonplace throughout the
world concerning the allocation of management fees and the
deductibility of other corporate expenses. Further, the
traditional definition of “stewardship” is being modified in
certain countries, as well as the concept of “value-added
services,” which will inevitably lead to numerous cross-
border disputes. Finally, there is also a disturbing trend
involving cases where minority shareholders in a joint
venture entity commence a non-tax legal action alleging the
joint venture has been inappropriately undervalued through
non-arm’s-length pricing arrangements imposed by the
majority shareholder (usually, a parent company of a
multinational group). This is a sensitive area that requires
serious attention by many MNCs. In short, there simply is
no shortage of transfer pricing audits and controversies in
both developed and emerging countries.

This surge in transfer pricing disputes is placing significant
strain on the traditional methods of resolving transfer pricing
controversies: audit-level settlements, administrative
appeals, mediation, advance pricing agreements (with
rollback features), competent authority negotiations,
arbitration, and litigation. In addition, many experts expect
pressure from the FIN 48 disclosure requirements may lead
a large number of companies to seek the certainty of
traditional bilateral advance pricing agreements, thereby
increasing the demands on APA and competent authority
offices in countries around the globe. Further, the latest
statistics show that over 75% of the inventory of the U.S.
competent authority office relates to “foreign initiated”
adjustments, and this has lead to an increased IRS focus on
the “exhaustion of remedies” by taxpayers in non-U.S.
jurisdictions, as well as the related foreign tax credit
ramifications.
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Surveys also show that the primary complaint most taxpayers have with the
competent authority/MAP process is the extraordinary length of time it takes to
resolve controversies through that process. In part as a response to this taxpayer
complaint, the U.S. recently ratified a new treaty with Belgium and a new treaty
protocol with Germany which contain the first provisions relating to “mandatory
binding arbitration.” In addition, a new U.S. treaty protocol with Canada containing
a similar provision is waiting U.S. Senate ratification at this time. There are many
difficult issues relating to the practical implementation of the new concept of
“mandatory binding arbitration.” Nevertheless, there is hope this emerging dispute
resolution technique will lead to the adoption of more reasonable transfer pricing
positions by certain revenue authorities around the globe, and will ultimately lead to
earlier resolution of competent authority cases.

This new environment places a premium on audit and dispute avoidance
techniques. Transfer pricing audit and dispute avoidance includes not only the
preparation of “quality” transfer pricing documentation, but the proper structuring of
entities, functions and risks, preparation of appropriate intercompany agreements,
and periodic “course of conduct” audits. MNCs need to be proactive (not reactive)
in this area, and they need to adopt holistic approaches (not fragmented
responses) to tax audits and controversies. These steps include implementing
policies to avoid transfer pricing audits and disputes from the beginning of a project
or transaction, including proactive use of APAs. In addition, companies need to
develop centralised points of contact within the global enterprise and need to apply
coordinated actions in monitoring and responding to transfer pricing examinations
and disputes. Because the resolution of a transfer pricing dispute in one jurisdiction
may have profound ramifications for the taxpayer in other countries, MNCs need to
reduce historic one-off, “maverick” approaches to handling audits and disputes in
their organisations. The key to achieving successful results is coordinated global
strategic planning, with local tactical implementation.

This area of global tax risk management has become one of the major challenges
facing MNCs, and it will likely remain a key area for at least the next five to ten
years. In this challenging environment, when it comes to transfer pricing and the
many difficult issues facing MNCs, the primary recommendation is that a
multinational enterprise develop global strategies and tactics relating to the
avoidance, management, and resolution of transfer pricing audits and disputes, and
implement those strategies and tactics locally to limit risks and exposures, and
ultimately to achieve the most efficient and favorable results for the company.

Regards,

C. David Swenson
PwC’s Global Tax Dispute Resolution Network Leader
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Jobst Wilmanns: ‘From my Perspective’

Today’s competitive international financial
services sector is required to deal with
increasingly comprehensive rules and
regulations imposed by local authorities as
well as industry specific requirements. Among
the most recent legislation in place, the
definition of Business Restructuring under the
2008 German Tax Reform has elicited a
number of controversies which affect the
financial services sector.

The new law defines “business restructuring” as a definitive or
temporary transfer of functions abroad including the related
opportunities and risks. Consequently, a compensating payment
for the value of the transferred function has to be calculated;
increasing the taxable income of the transferor by the arm’s
length value of the function. Based on the assumption that a
factual arm’s length price is not available, the new law is referring
to the hypothetical arm’s length test.

The valuation scheme for determining the hypothetical price, is
based on the concept of the so called “transfer package”
calculated under net present value principles. The transfer
package should cover all business chances and risks including
goodwill; the prudent and diligent business manager considering
the infinite future profits attainable by the function by the
dislocating and receiving companies (the two prices determining
an agreement zone). In principle the transfer price will be the
mean within the agreement zone.

As of April 14, 2008 in accordance with the new regulations on
the transfer of functions, a compensating payment is not required
if the transferred function is considered to be a routine function.
For example, in cases of transferring service functions or
employees, no payment is required if no / immaterial assets or
business opportunities are transferred in connection with the
relocation of the employees. Furthermore, transfers of functions
that are not material are disregarded according to the drafted
regulations which consider a minor threshold. However, this
minor threshold is not explicitly defined.

Controversial parts of the law remain, including the possibility of
retrospective price adjustments and the accountance of certain
cross-border expansions as a business restructuring case.

Furthermore there are serious concerns whether the
new rules are in line with the OECD Model Tax
Convention (Article 9) and with European law.

The new German definition of business transfer explicitly
considers (besides material and immaterial assets)
"other advantages" realised by the transferee as well as
all corresponding chances and risks which should be
bundled in the transfer package. A potential conflict
results, especially from the "other advantages" which
could, for example, include location economies of the
transferee - a new concept which is not internationally
recognised. The arm’s length principle as defined in
Article 9 of the OECD Model Tax Convention is by
contrast applied on an individual transaction basis. It is
therefore questionable whether the concept of the
“package transfer”, where all transactions are valued on
an aggregated basis considering even potential "other
advantages" is in accordance with the arm’s length
principle.

The concept of the "package transfer" also implicitly
considers active and passive economies of scale
resulting from the circumstance of being part of a group.
Active economies of scale result from the fact that the
controlling entity exercises its authority on the controlled
entities and thus actively affects their business. Passive
economies of scale result from the fact that certain
benefits automatically crystallise due to the fact of being
part of a group (e.g. beneficial credit ratings, central
purchasing, risk diversification). It is current opinion that
those effects should be eliminated when determining
transfer prices. The concept of "Package transfer",
however, includes those effects in the valuation basis.

Based on the comments above it seems probable that
the new German Tax Act will lead to multiple Mutual
Agreement Procedures in solving these controversies
between jurisdictions.

For more information, please contact:

Jobst Wilmanns jobst.wilmanns@de.pwc.com

Comment & Analysis
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The OECD and its 30 member country tax
authorities have been working together to
reach an international consensus on how
branches should be taxed, with a particular
focus on the insurance sector.

Historically, many tax authorities have largely accepted how
insurance companies choose to split their profits between head
office and branches. However, the emergence of a consensus on
the taxation of insurance branches, coupled with a resulting
increase in awareness of insurance issues among tax authorities,
means that this status quo is coming to an end.

Further impetus for tax authorities to focus more attention on this
area comes from their ever-increasing pursuit of ‘revenue
enhancement’, broadly interpreted as firmer enforcement and
higher tax yields in relation to perceived ‘soft’ areas, such as
profit attribution.

As a result, it is no longer possible for insurance groups to
assume that their current approach to determining the amount of
profits that should be recognised for tax purposes will stand up to
scrutiny under the new regime. But just as importantly, taking
these developments as an opportunity to reassess and challenge
the current approach may well reveal opportunities to rationalise
and potentially optimise the way in which taxable profits are
determined.

Background
Since 1998, the OECD and its 30 member country tax authorities
have been working on the development of an updated model
double-tax treaty in a project designed to promote international
consensus and consistency in the taxation of branches3. The
project has focused primarily on the financial services sector,
with a strong emphasis on developing agreements on practical
application. The part of the project relating to the insurance
sector has been continuously evolving since 2005, when the
OECD released its first draft considering the specific issues
applicable to insurance companies. A number of insurers and
organisations like

3 Report on the Attribution of Profits to Permanent Establishments.

PricewaterhouseCoopers have been involved in the
consultation process, as a result of which there have
been some major developments and revisions.
Following the most recent consultation meeting in
November 2007, the OECD is now preparing a final
version of its insurance report for release later in 2008.

So what has changed?
What does the new OECD consensus approach really
mean for insurers?

The reality is that the OECD’s project has put the tax
spotlight on the insurance sector. At the very least, it will
have been an education process for many tax
authorities, enabling them to acquire a greater
understanding of a complex and diverse industry.

The consensus approach that has evolved from the
project is based on the premise that it is necessary to
determine the profits that a branch would have been
expected to make if it were a separate legal entity (the
‘arm’s length’ principle). This brings branch taxation
principles into line with inter-company taxation, and
going forward companies are required to demonstrate
that they carry on business with other parts of the group,
(whether branch to branch, branch to head office, or
company to company), on prices equivalent to the
market price that would be expected if the parties were
not related. This may sound straightforward, and
certainly the principle appears intuitively reasonable.
However, the deliberations over how to put these
principles into practice for the insurance sector have
taken several years and in spite of strenuous efforts, still
face difficulties in several key areas of implementation.

In judging where value is created and therefore where
the profits should be attributed, the revised approach
focuses on the location of the key people taking the
‘active’ decision to assume insurance risk (the ‘key
entrepreneurial risk takers’ or KERTs), rather than where
capital is held. To this end, the tax authorities are keen
to understand where the KERTs are based. This will
primarily determine where the assets, liabilities and
underwriting profit are likely to be recognised and the
location in which investment income will be taxed will

OECD Part IV: implications for insurers


