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CHAPTERI: INTRODUCTION

1 In 1998, the OECD established a framework to counter the spread of harmful tax practices with
respect to geographically mobile activities, such as financial and other service activities, by the adoption of
the report “Harmful Tax Competition: An Emerging Global Issue” (the “1998 Report”). Recommendation
15 of the 1998 Report provides Guidelines that set out a general framework within which OECD member
countries having approved the 1998 Report can implement a common approach to identifying and
eliminating their harmful preferential regimes by April 2003. Recommendation 15 also established the
Forum on Harmful Tax Practices (“the Forum™), to implement the Guidelines and other Recommendations
in the Report.

2. Chapter 11 of the 1998 Report identifies four key factors for the purpose of identifying and
assessing harmful preferential tax regimes. The key factors (or key criteria) are:

a) No or low effective tax rates.

b) “Ring fencing” of regimes.

C) Lack of transparency.

d) Lack of effective exchange of information.
3. The first key factor — low or zero effective tax rate on the relevant income — is a gateway

criterion to determine those situations in which an analysis of the other key criteria is necessary. The
presence of alow or zero tax rate alone does not make a preferential tax regime harmful.

4, The Report also refersto eight "other" factors that may assist in identifying and assessing harmful
preferential tax regimes. The eight "other" factors are not additional criteria but rather spell out in more
detail some of the key principles and assumptions that are implicit in the key factors themselves.

5. The 1998 Report does not itsdf identify as harmful either specific preferential regimes or
categories of such regimes, but provides an anaytical framework within which such an evaluation can take
place. Inthisregard, paragraph 59 of the 1998 Report notesthat ". . . any evaluation should be based upon
an overd| assessment of each of the key factors . . . and, where relevant, the other factors referred to in
section (a) below."

6. In June 2000, the Committee on Fiscal Affairs (the "CFA") reported to the Ministerial Council
(“the Council”) on its progress in identifying and eliminating harmful tax practices ("Towards Global Co-
operation: Progress in ldentifying and Eliminating Harmful Tax Practices'). That Report (the "2000
Report") includes a list of 47 OECD member country regimes, grouped under 9 categories, which the
Forum has identified as potentially harmful. The Council adopted recommendations on implementing the
proposals contained in the 1998 Report, including an instruction by the Council to the CFA to:



Carry out work through the Forum on Harmful Tax Practices and, where appropriate, through
other subsidiary bodies of the Committee, to develop guidance (application notes) to assist
member and non-member countries in assessing whether their potentially harmful regimes are, or
could be applied to be, actually harmful, and in determining how to remove the harmful features
of the regimes, in order to meet their commitments under Recommendation 15 of the 1998
Report to remove harmful features of harmful preferential regimes by April 2003.

7. As stated in paragraph 13 of the 2000 Report:

This guidance (application notes) would be provided on a generic basis (i.e. not referring to
specific country regimes) and would be equally applicable to any regime of the category or type
being addressed. The application notes will illustrate what features, generically, would be
problematic for particular categories or types of regimes under the relevant factors of the 1998
Report.

8. Further, as noted in paragraph 15 of the 2000 Report:

Member countries will be assisted by the application notes in making the assessment whether
potentially harmful regimes are, or could be applied to be, actualy harmful, and then in
determining how to remove the harmful features of such harmful preferential regimes, in order to
meet their commitments to eliminate the harmful features of harmful preferential regimes by
April 2003.

9. As noted in the quote from paragraph 13 of the 2000 Report above, the application notes are not
intended to address the specific aspects of particular preferentlal regimes. Rather the application notes
provide guidance to assist in the evaluation of existing or future' preferential regimes on a generic basis.
The guidance provided in the application notes is intended to help countries assess whether any one or
more of the relevant factors are present. The application notes do not discuss the implications of such an
assessment.

10. The Forum? has developed the following seven application notes: Transparency and Effective
Exchange of Information, Ring Fencing, Transfer Pricing, Rulings, Holding Companies and Similar
Preferential Regimes, Fund Management, and Shipping. These application notes have been consolidated
and are contained in Chapters |1 through Chapter VIII.

11. The assessment of particular preferentia regimes may require the application of more than one
Chapter. In such cases, the preferential regime must be assessed in accordance with each of the relevant
Chapters to determine whether it contains harmful elements. For example, where the transfer pricing
aspects of a preferential regime under review are implemented by means of a ruling, Chapters IV and V
must be considered.

12. The application notes are intended to provide guidance only in assessing preferential regimes that
apply to income from geographically mobile activities. They do not apply to preferential regimes designed

1. See paragraphs 24 and 25 of the 2000 Report concerning the dynamic nature of the eval uation process.
2. L uxembourg and Switzerland abstained from approving the 1998 Report.



to attract investment in plant, building and equipment. Such preferential regimes are outside the scope of
the 1998 Report.>

13. Paragraph 15 of the 2000 Report states that "[t]he application notes also are expected to assist co-
operative jurisdictions and other non-member economies in eliminating their harmful tax practices." The
assistance provided in the application notes, while providing useful guidance to jurisdictions that have
made commitments to transparency and effective exchange of information, should not be understood as
expanding the standards to which the jurisdictions have agreed to adhere in their commitments or that may
result from any other work undertaken jointly with the Committee on Fiscal Affairs. In addition, the
application notes should prove useful in analysing preferential regimes in other non-OECD economies.

See paragraph 6 of the 1998 Report.



CHAPTER II: TRANSPARENCY AND EXCHANGE OF INFORMATION

A. Introduction

14. This Chapter discusses the criteria of transparency and effective exchange of information. It
focuses on particular transparency and exchange of information practices within the scope of the 1998
Report. Transparency and effective exchange of information are closely linked concepts because lack of
transparency can prevent the effective exchange of information. This Chapter looks at both factors and, in
particular, discusses the importance of:

* the existence of relevant and reliable information;

« thelegal ability of a State to obtain information for the purposes of transmitting it to the State
requesting the information;

» legal mechanisms permitting the exchange of information;
» adequate safeguardsto protect the confidentiality of the information exchanged; and
« administrative measures to ensure that the exchange of information will function effectively.

15. Parts B and C of this Chapter provide guidance on transparency and effective exchange of
information. Part D provides examples of the types of information that countries should be able to obtain
and provide with respect to the particular types of preferential regimes identified in the 2000 Report.

16. The jurisdictions that have made commitments to co-operate with the OECD have made a
substantial contribution in this field through their participation in the Global Forum Working Group on
Effective Exchange of Information (the “Working Group”). The Working Group was established to
develop a model legal instrument that could be used to establish effective exchange of information. Its
work has informed the development of this Chapter and the instrument is in the Appendix to this
document.

17. The transparency and information exchange practices described in this Chapter should not be
viewed as undermining the legitimate role of bank secrecy in protecting the financial privacy of a bank’s
customer. See generaly the 2000 OECD Report “Improving Access to Bank Information for Tax
Purposes.” Unauthorised disclosure of bank information could jeopardise the financia welfare of the
clients of a bank or otherwise pose a threat to such clients. For this reason, as discussed further in this
Chapter, access to bank information is to be provided only in the context of legitimate civil or criminal tax
investigations, and any information provided must be protected from inappropriate disclosure by strict
confidentiality rules.



B. Transparency

18. Lack of transparency may arise in two broad contexts: (1) in the way in which a regime is
designed and administered, including favourable application of laws and regulations, negotiable tax
provisions, and a failure to make widely available administrative practices;, and (2) the existence of
provisions such as secrecy laws or inadequate ownership and other information requirements that prevent
(or would prevent) effective exchange of information. The first point, including the specific exchange of
information aspects, is also dealt with in the Chapters on rulings and transfer pricing, below.

19. Exchange of information can only be effective where it is combined with a regulatory framework
that seeks to ensure that (1) relevant and reliable information exists and (2) the requested State has the
ability to obtain the information for purposes of information exchange.

i) The existence of relevant and reliable information

20. If the information needed to respond to arequest is not required by local law to be maintained for
tax, regulatory or commercial reasons, or is not required to be retained for a reasonable period, it may not
be available for exchange at the time arequest is made for the information.

a) Books and records

21. Companies and other persons are generaly required to keep books and records for tax,
commercial, regulatory or other reasons. However, the value of books and records will depend on their
reliability. Information is more likely to bereliable if thereis some externa check on theinformation. For
example, if companies are required to keep books and records but there is no requirement to file a tax
return based on those records, no obligation to file statements of account with a regulatory body, or no
requirement for annua external audits, the company may have no incentive to keep accurate records in
accordance with internationally accepted accounting practices. As a result, the information may be
unreliable for purposes of applying the tax laws of a country requesting the information.

22. In the context of analysing record keeping requirements, rules about minimum retention periods
for those books and records should also be assessed. In many business sectors, like the banking sector,
regulators have established minimum record retention requirements for regulatory purposes. For example,
the Financial Action Task Force ("FATF") has addressed this issue in Recommendation 10 of its Forty
Revised Recommendations, which establishes a minimum retention period of five years for financia
ingtitutions. Similarly, in order to be able to substantiate information reported on tax returns, taxpayers
generally must retain relevant information until the statute of limitations applicable to that tax year has
expired.

b) Information on identity of legal and beneficial owners and other persons

23. Effective exchange requires the existence of information on companies, partnerships, trusts,
foundations and other persons. If such information is not required to be kept for tax, regulatory,
commercia or other reasons, it may not be available for exchange at the time an information request is
received. The information should cover the type of information that other countries might legitimately
expect to receive in response to arequest. Information should be available on all persons that come within
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the territoria jurisdiction of a given country. Countries should ensure that such information is either
maintained or obtainable by the authorities and can be exchanged upon request. *

24, In connection with companies and partnerships, countries should ensure that information is
obtainable on the legal owners, who will very often also be the beneficial owners. A legal ownership
interest in a partnership includes any form of interest, whether general or limited, capital or profit.

25. However, the availability of information concerning ownership should not stop with lega
ownership. In some cases alegal ownership position may be subject to a nominee or similar arrangement.
Where the legal owner acts on behalf of another person as a nominee or under a similar arrangement, such
other person, rather than the legal owner, will often be the beneficial owner. An example of a nominee
arrangement is a nominee shareholding arrangement where the legal title-holder that also appears as the
shareholder of record acts as agent for another person. In these cases, and in other cases where the legal
owner is hot (or isjust partly) the economic owner, information should be obtainable by the authorities on
the economic owner(s) in addition to information on the legal owner(s). In thisway, atreaty partner is able
to apply its rules on beneficia ownership irrespective of the precise juridical or economic interpretation of
its beneficial ownership definition.

26. In connection with trusts and foundations, information should be obtainable on the identity of
settlors, founders, trustees, members of afoundation council, beneficiaries and any other person who isin a
position to direct how assets or revenue of the trust or foundation are to be dealt with. The term
“foundation council” should be interpreted very broadly to include any person or body of persons
managing the foundation or otherwise having the authority to act on behalf of the foundation. Information
should also be obtainable with respect to persons that are substantialy similar to trusts or foundations.
However, it is recognised that where a trust, foundation or similar arrangement supports a general cause
and does not have an identified group of persons as beneficiaries only limited information on beneficiaries
may exist. Nevertheless even where such arrangements exist, information regarding the identity of persons
directing the use of assets or distribution of revenue should be maintained or be obtainable. In addition,
information on the persons benefiting from such uses and distributions should be maintained or be
obtainable for the purposes of exchange of information.

27. Most organisational structures will be classified as a company, a partnership, atrust, a foundation
or a person similar to a trust or foundation. However, there might be entities or structures for which
information might be legitimately requested but that do not fall in any of these categories. For instance, an
investment vehicle may be of a purely contractual nature. In these cases, information should be obtainable
on any person with aright to share in the income or gain of the structure or in the proceeds from any sale
or liquidation.

28. Ensuring the availability of updated ownership information, for information exchange purposes,
might prove difficult with respect to publicly traded companies and collective investment funds where
changes in ownership are very frequent. This Chapter therefore recognises that in these cases a more
liberal standard can be applied. This standard is set out in detail in the model instrument developed by the
Working Group (see Appendix) and applies equally for purposes of this Chapter.

4. This Chapter does not address the mechanisms that may be used to obtain ownership information. The
OECD Report “Behind the Corporate Veil: Using Corporate Entities for Illicit Purposes’ (OECD 2001)
sets forth a “menu” of different options for obtaining and sharing beneficial ownership and control
information.

11



¢) Information on preferential regimes and their application to particular taxpayers

29. Some countries require an authorisation, license, ruling or similar administrative act for the
application of a special regime. If the guidance provided in Chapter V on rulings does not apply to this
type of regime and if the administration has discretionary powers to apply the special regime, the
decisions, additional conditions and underlying information should be maintained. Underlying information
includes information provided by the taxpayer to qualify for the benefits of the regime.

30. Moreover, information on the application of a preferential regime to a particular taxpayer should
be maintained. This information should include information on income as well as any deductions,
provisions, depreciation, etc, which lower the taxable profit. In addition, information should be maintained
on the rate on which the taxable income is taxed, which should include any reduction of the normal tax rate
at which the taxable income is taxed. Information about the distribution of dividends and interest paid on
shareholder loans should also exist. Information on the number of staff and qualification of staff of the
entity including their employment contracts should be kept. As far as documentation in connection with
regimes involving the selection or application of transfer pricing methods or that are implemented through
rulings, the guidance in the Chapters on transfer pricing and rulings should be taken into account.

31 Countries should use the guidance set out in the box below to assess whether a preferential
regime that meets the no or low tax criterion lacks transparency because relevant information is not
maintained or is not obtainable.

The following features are likely to result in alack of transparency:

1. The country’s authorities, the persons concerned, or third parties subject to its jurisdiction do not
maintain, or could not obtain information on:

*  Ownership (both legal and beneficial) of companies, partnerships and other persons.
» Books and records of companies, partnerships and other persons.

* Trusts and foundations (e.g., type, identity of settlors, trustees, members of foundation council,
beneficiaries).

* The movement of assets.
» Theidentity of managers of collective investment funds.
e Ownership of bank accounts and transactional information.

» Reserves, insurance premiums paid and gains arising on life insurance in the case of insurance and re-
insurance companies.

» Details of transactions with related parties.
2. A country has no requirement for filing tax returns, for filing financial accounts with a regulatory

body or for externa audits of accounts, and has no other adequate filing or auditing requirement that would
ensure the reliability of books and records.
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3. Thetax, commercial or regulatory requirements do not ensure that books and records are retained
for areasonable period. A record retention period of five years or more would be considered a reasonable
period.

4, The administration of a country has discretionary power to grant a preferential regime, but
decisions, additional conditions and underlying information are not maintained by the authorities or by
persons subject to its jurisdiction.

5. A person benefits from a preferential regime granted by a country but the information described
in paragraphs 29 and 30 is not maintained by the authorities of such country or by persons subject to its
jurisdiction.

i) Access to theinformation

32. If the relevant information is kept, a tax or other appropriate authority should have the legal
ability to obtain such information. Thus, tax authorities or other appropriate authorities should have
adequate information gathering powers to be able to obtain information for purposes of information
exchange. Such information gathering powers are, however, constrained by jurisdictional limitations.
Thus, arequested State is not obligated to provide information which is neither held by its authoritiesnor is
in the possession or control of persons who are within its territoria jurisdiction.

33. In the context of arequest for information relating to a criminal tax matter, information should be
obtainable without regard to whether the conduct being investigated would constitute a crime under the
laws of the requested State if it occurred in the requested State.

34. In the context of a civil or crimina tax matter, the requested State should be able to obtain the
information whether or not the requested State has a need for the information for its own tax purposes. A
requirement of a domestic tax interest could impede effective exchange of information, particularly where
the requested State has no income tax. For instance, a preferential regime can imply that the profits are
exempted from taxes. The country offering the exemption may determine that it does not need any
information on a person benefiting from the regime for its own purposes. A similar determination may be
made by a country that does not levy taxes on business profits. Nevertheless, the information may still be
relevant to another country (e.g., the country of residence of the parent company).

35. Countries should use the guidance set out in the box below to assess whether a preferential
regime that meets the no or low tax criterion lacks transparency because of the lack of access to
information.

The following features are likely to result in alack of transparency:

. A country cannot obtain and provide, in response to a specific request, information in criminal tax
matters unless the conduct being investigated would constitute a crime under the laws of the
requested country if it occurred there.

. A country cannot obtain and provide information in response to a specific request unless it also
needs the information for its own tax purposes.

. A country cannot obtain and provide the information described in the box following paragraph 31 in
response to a specific request.
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C. Exchange of Information

36. Exchange of information requires a legal mechanism for providing the information to another
State for tax administration purposes. Such legal mechanism should be coupled with adequate safeguards
to protect the confidentiality of the information exchanged. Finaly, there should be administrative
measures to ensure that the exchange of information functions effectively.

i) Legal mechanismsfor exchange of information

37. In general, information exchange occurs pursuant to a bilateral or multilateral treaty or an
agreement that explicitly authorises the exchange of information for tax purposes. The model instrument
developed by the Working Group (see Appendix) provides an appropriate legal framework for exchange of
information.  Countries may choose whatever instruments they deem most appropriate to permit
information exchange. The important point is not the use of a specific instrument but the existence of an
effective mechanism for information exchange.

38. In order to have effective exchange with respect to preferentia regimes that meet the low or no
effective tax rate factor, the scope of the agreement should be broad so that the scope itself does not
become an obstacle to exchange. For example, an agreement limited to exchange with respect to criminal
matters only would result in very limited exchange. In some cases, it is difficult to determine without the
information located in the foreign jurisdiction whether the acts committed by the taxpayer would constitute
acriminal act or would be alesser offence.

i) Type of exchange of information

39. Exchange of information generally occurs in one of three different forms. upon request,
spontaneous or automatic.” Effective exchange of information within the meaning of the 1998 Report does
not require automatic exchange of information.

40. Effective exchange of information within the meaning of the 1998 Report is limited to
information exchange upon request except in the situations described in the Chapters on transfer pricing
and rulings. Information exchange upon request does not cover mere “fishing expeditions.”

iii) Limitations on exchange of information

41. Although a broad scope is encouraged, it is recognised in al treaties and agreements for
exchange of information that there may be circumstances where it may be inappropriate to require the
provision of information. For instance, Article 26 of the OECD Mode Tax Convention refers to a number
of limitations on the obligation to provide information, including that contracting states are not obligated to
carry out administrative means at variance with their laws and administrative practice, supply information
not obtainable under their laws or in the normal course of administration, or supply information that would
disclose trade or certain other secrets, or be contrary to public policy (ordre public).

5. See Commentary to Article 26, paragraph 9 of the OECD Model Tax Convention for details.
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a) Trade, business and other secrets

42, As stated in the Commentary to Article 26 of the OECD Model Tax Convention, these secrets
should not be interpreted in too wide a sense. Before invoking such rules a country should carefully weigh
if the interests of the taxpayer redly justify their application. Otherwise, it is clear that too wide an
interpretation would in many cases impede effective exchange of information.

43. Furthermore, financial information, including books and records do not generally congtitute a
trade, business or other secret. However, in certain exceptiona cases books and records may benefit from
protection by secrecy rules. For instance a request for financia information could be denied if the
response to the request would reveal a proprietary pricing model of abank or other financial institution.

44, Rules on trade, business and other secrets have their main application where the provision of
information in response to a request would reveal protected intellectua property created by the holder of
the information or a third person. For instance, a bank might hold a pending patent application for safe
keeping or atrade process might be described in aloan application. In these cases the requested State may
decline any portion of a request for information that would revea information protected by patent,
copyright or other intellectual property laws.

b) Reciprocity

45, Very generally, the principle of reciprocity, in this context, provides that a requested State is not
required to obtain and provide information that the applicant State would not be able to obtain under
similar circumstances under its own laws for purposes of enforcing its own tax laws.

46. The principle of reciprocity is intended to prevent the applicant State from circumventing its
domestic law limitations by seeking information from the other Contracting State, thus, making use of
greater powers than it possesses under its own laws. For instance, most countries recognise under their
domestic laws that information cannot be obtained from a person to the extent such person can claim the
privilege againgt self-incrimination. A requested State may, therefore, refuse to exchange information if
the applicant State would have been precluded by its own self-incrimination rules from obtaining the
information under similar circumstances.

47. Furthermore, the principle of reciprocity is intended to balance the administrative burdens
assumed by the Contracting States. It is recognised that replying to arequest for information, especialy in
situations where the information is not needed by the authorities of the State providing the information,
might impose a burden on the resources of such state.

48. The principle of reciprocity has no application where the legal system or administrative practice
of only one country provides for a specific procedure. For instance, a country requested to provide
information could not point to the absence of a ruling regime in the country reguesting information and
decline to provide information on its ruling regime based on a reciprocity argument. Similarly, if one
country does not have either a formal or an informal Advance Pricing Agreements (“APA”) practice it is
not precluded by the reciprocity requirement from seeking information on APA’s entered into by the
authorities of other countries. Of course, where the requested information itself is “not obtainable under
the laws or in the normal course of the administration”® of the requesting State, a requested State may
decline such arequest.

6. Article 26, paragraph 2, sub-paragraph b) OECD Model Tax Convention. See also the accompanying
commentary at paragraph 15.
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¢) Primary reliance on domestic sources of information

49, It is expected that the regular sources of information available under the internal taxation
procedure should be relied upon before information is sought from another state. Thus, any country may
decline arequest for information -- without failing the effective exchange of information criterion -- if the
state requesting the information has not pursued all means available in its own territory, provided such
means would not give rise to disproportionate difficulties.

d) Attorney-client privilege

50. The attorney-client privilege generally attaches to information that constitutes a confidential
communication between aclient and an attorney, solicitor or other admitted legal representative. While the
scope and the coverage of the privilege might differ among states, it should not be overly broad so as to
hamper effective exchange of information. For a general description of the attorney-client privilege, see
the Commentary to Article 7 of the Agreement on Exchange of Information on Tax Matters in the
Appendix.

€) Public palicy (ordre public)

51. Theissue of public policy should rarely arise in connection with information requests. Generally,
public policy can only be invoked in extreme cases in which the provision of information would contradict
the vital interests of the State itself. For instance, a case of public policy would arise if atax investigation
in the State requesting information was motivated by political or racia persecution. Reasons of public
policy might also be invoked where the information constitutes a state secret, for instance sensitive
information held by secret services the disclosure of which would be contrary to the vital interests of the
requested State.

52. Countries should use the guidance set out in the box below to assess whether a preferential
regime that meets the no or low tax criterion lacks effective exchange of information.

The following features are likely to result in alack of effective exchange of information:
* A country has no legal mechanism for exchange of information.
* A country exchangesinformation only in connection with criminal tax matters.

» The legal mechanism for exchange of information is rendered ineffective by overly broad secrecy,
attorney-client privilege or public policy rules or practices.

iv) Protection of the confidentiality of theinformation provided

53. At the national level, tax administrations are required to provide a high degree of confidentiality
to information received or gathered about a taxpayer for tax purposes. Without this assurance, it could be
difficult for tax authorities to obtain the information needed to carry out the tax laws. This“tax secrecy” is
of even greater importance in the international context and forms the basis of mutual trust between nations.
Exchange of information is a highly senstive issue for taxpayers and their governments, and their
willingness to provide information could be adversely affected if it was thought that information provided
might be used for purposes other than those for which it was exchanged. Given this legitimate concern, tax
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secrecy is an essential component of an exchange of information instrument. In order to ensure the
confidentiality of a taxpayer’s affairs, measures must be implemented at the nationa level to prevent
protected information that has been gathered for tax purposes from being disclosed to unauthorised persons
or from being used for impermissible purposes. At the same time, adequate provision must be made to
allow disclosure of the information to be made to persons, including courts and administrative bodies,
involved in the administration and enforcement of the tax laws.

54, Where a country has no effective measures to protect the confidentiality of information received
from another country, the latter country may refuse to exchange information. In such a case the refusa to
exchange information concerning a preferential regime that meets the no or low tax factor does not indicate
afailure to comply with the effective exchange of information criterion.

V) Administrative practices for effective exchange

55. In addition to establishing the legal mechanisms to allow a State to make and respond to a request
for information, the states should have administrative procedures in place to ensure the smooth operation
and handling of requests and responses. For example, procedures should exist for prompt review of
incoming and outgoing requests to make sure that the request satisfies the terms of the convention and
includes sufficient information for the request to be carried out. Thus, in the absence of unusual
circumstances, a state requested to provide information should, within 60 days, notify the competent
authority of the state requesting information of any deficiencies in arequest. Similarly, and again in the
absence of unusual circumstances, the competent authority of the requested state should notify the
competent authority of the requesting state if it is unable to obtain and provide the requested information
within 90 days from the receipt of the request. Such notification should include the reasons for the
inability, the nature of the obstacles or the reasons for arefusal.

56. The laws in some countries require notification of the taxpayer affected by an information request
before the information is provided to the country requesting the information. Such notification
regquirements are not inconsistent with effective exchange of information. However, the notification rules
should be such that they do not frustrate the efforts of the country seeking the information. For instance,
notification rules should permit exceptions from prior notification (e.g., in cases in which the information
request is of a very urgent nature or the notification is likely to undermine the chances of success of the
investigation conducted by the country requesting the information).

57. Countries should use the guidance set out in the box below to assess whether a preferentia
regime that meets the no or low tax criterion lacks effective exchange of information because of inadequate
administrative procedures.

Thefollowing feature islikely to result in alack of effective exchange of information:

* A country has inadequate administrative procedures in place to ensure the prompt and efficient
handling of, and responses to, requests for exchange of information.

D. Examples of regime-specific information

58. This Part provides examples of the types of information that countries should be able to obtain
and provide with respect to the categories of preferential regimes identified in the 2000 Report.

17




Insurance regimes

Premiums paid to the company and insurance benefits paid by the company.

Contents of the contracts on the bases of which the premiums are paid, like the identity of the
policyholders, the risks insured, and the duration of the contracts.

Reserves, appropriations to the reserves, and the impact on the taxable income of appropriations to the
reserves.

Financing and Leasing

L oans granted by the company and interest received on these loans.

Contents of the contracts on the bases of which the loans were granted, like the identity of the
borrower, the reason for the loan and the duration of the contracts.

Reserves, appropriations to the reserves, and the impact on the taxable income of appropriations to the
reserves.

The portfolio investments and other investments.

Tangible and intangible assets provided to other companies.

Holding activities.

Fund Managers

Reserves, appropriations to the reserves, and the impact on the taxable income of appropriations to the
reserves.

The portfolio investments and other investments.

Thedistribution of profits.

Related party transactions, in particular information on services fees or other fees paid to or received
from related parties.

Banking

Borrowing and lending activities and other financial activities.

Deposits accepted from clients and the contents of the contracts on which these deposits were
accepted, such astheidentity of the client, interest due on the deposit and the duration of the contract.
Reserves, appropriations to the reserves, and the impact on the taxable income of appropriations to the
reserves.

The portfolio investments and other investments.

Headquartersregimes

Functions performed by the headquarters to the group (copies of relevant agreements).
Operating expenses of the headquarters.

The headquarters regime, conditions fulfilled, granted duration of the regime, etc.
Cancellation of the headquartersregime if any and reasons for it.

Distribution Centres

Detailed activities performed by the distribution centre.
Copies of relevant agreements between the distribution centre and the group members.
Prices invoiced to companies of the group in compensation of the activities performed.
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e Operating expenses of the distribution centre.

* Risksborne by the distribution centre.

» Conditionsfulfilled to obtain authorisation for a distribution centre regime, granted, duration, etc.
» Cancellation of the distribution centre regime, if any, and reasonsfor it.

Service Centres

* Nature of services provided by the service centre.

* Relevant agreements between the service centres and the group members.
* Risksborne by the service centre.

» Cancellation of the service centre regime if any and reasonsfor it.

Shipping Companies

*  FHag of the ships.

e Contracts of haulage.

e Contracts of management including crew management, commercial management, where services are
provided to a ship's owner by a management company.

* Registration documents including details of ship mortgages and any parallel registrations.

» Financia accounts, books and records, including information to identify intra-group transactions and
to verify their compliance with the arm’ s length principle.

Holding Companies

e Organisational structure of group.
« Amount of dividends received and capital gains or losses realised.
» Distribution of income.
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CHAPTER I11: RING FENCING

A. Introduction

59. Ring fencing is a key factor under the 1998 Report. This Chapter determines whether ring
fencing is present. It does not discuss the implications of such an assessment. Part B, below, discusses the
relevance of ring fencing in analysing preferential regimes. Part C provides guidance on whether a regime
is ring-fenced.

B. Relevance of ring fencing in analysing preferential regimes
i) Ring fencing in general
60. The 1998 Report is concerned with geographically mobile activities such as financial and other

service activities. The 1998 Report, however, does not prevent a country from providing a preferential tax
rate to encourage an activity in a particular sector of its economy even if the preference involves
geographically mobile activities. Thereis a distinction between a preferential regime and one that is ring-
fenced. A preferential regime will be considered to be ring-fenced only where it excludes resident
taxpayers from the benefits of the regime or where the enterprise qualifying for the regime does not have
access to the domestic market. Thisanalysisis based on severa considerations, as set out below.

61. Countries may reduce effective tax rates on the income from geographically mobile activities to
attract new investment, stimulate particular types of business activity, or maintain existing domestic
activity. The hope is that the tax revenue foregone will be compensated by an increase in the desired
activity. Despite these objectives, a reduction of the effective tax rate may result in a net revenue loss.
Continued reductions of the effective tax rate are even more likely to result in less revenue for the
government.

62. If, however, a country partly or fully ring fences the application of a low effective rate of tax,
then the domestic tax base of the country providing the low rate will not be affected. The lower tax rate
applied will primarily or only have an impact on the tax bases of foreign countries from which the
geographically mobile financid or other service activity is attracted. In this case, ring-fenced regimes will
have little or no cost’ to the country offering the regime and thus there is no inherent limit on their use.
This may lead to a proliferation of ring-fenced regimes which in turn might interfere with each country’s
sovereign right to determine its own tax policy, including the decision to tax such income? It is for this

7. There may be a dead-weight loss to the extent that the investment would have been made anyway without
the benefit of the incentive or insofar as the reduced rate applies to activities already being carried out in
the country.

8. See paragraph 41 of the 1998 Report.
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reason that the 1998 Report establishes ring fencing as one of the key criteria for identifying harmful tax
practices.

63. While the impact of ring-fenced regimes may be addressed, to some extent, by domestic tax rules
such as rules related to transfer pricing, thin capitalisation, and controlled foreign company provisions
provided that the regime is transparent and the country of the ring-fenced regime exchanges information
with the countries affected by such regimes, ring-fenced regimes put additional pressure on these
provisions. The design, monitoring and enforcement of such rules requires more government involvement
and indirectly increases the cost to all taxpayers. The complexity of the rules is sometimes such that they
become difficult to apply and enforce. Furthermore such rules add significantly to the compliance burden
of all taxpayers operating internationally irrespective of whether or not they are seeking to exploit any
foreign tax benefits. Many countries also face the dilemmathat if they apply these rules more aggressively
or on a broader basis than other countries, they may damage the competitiveness of their own businesses.
As aresult, the 1998 Report includes an approach that addresses the issue in the country granting the ring-
fenced regime. Under this approach, a framework of international co-operation has been established under
which potentially harmful tax practices are reviewed so that their harmful features may be removed by the
sponsoring country.

64. At the same time, the approach agreed in the 1998 Report is not intended to interfere with the
general tax policy decisions of any country. A great diversity of approaches are used in designing
international tax systems. Countries take different approaches to the taxation of cross-border income
flows, to the relief of double taxation and to the taxation of residents and non-residents. In genera,
countries only tax non-residents on domestic source income, whereas they often tax residents on a world-
wide basis. Countries also take different approaches to the relief of double taxation in the case of their
residents and the extent to which they exercise jurisdiction to tax non-residents.

65. Countries can distinguish between residents and non-residents in the general structure of their tax
systems, decide what threshold should apply for source base taxation of non-residents and fashion double
taxation relief measures on the basis of their own general policy concerns without implicating the ring
fencing criterion. The 1998, 2000 and 2001 Reports acknowledge that there is no particular reason why
countries should have the same level and structure of tax — these are essentially political decisions for
national governments. Therefore, ring fencing is not implicated in connection with general structural
features of a country’s system of taxation or with measures designed to eliminate or mitigate double
taxation.® For instance, no ring fencing issue arises simply because:

e acountry uses a territorial system of taxation and exercises taxing jurisdiction only with
respect to domestic source income;

e acountry taxes residents on world-wide income but non-residents only on domestic source
income;

e acountry, in working out its structural approach to the taxation of non-residents, exercisesits
source based taxing rights differently with respect to different kinds of income.

66. The concept of ring fencing applies only to regimes that deviate from the genera structure of the
tax system in the country concerned. In other words, the 1998 Report is targeted at special tax regimesin a
limited number of sectors.

9. For any measure to congtitute a measure "designed to eliminate or mitigate double taxation" it must have
some features to ensure that it only applies where double taxation may arise. See for example in the context
of holding company regimes the discussion at paragraph 244.
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67. There are two different waysin which a regime may be ring-fenced:

« A regime may explicitly or implicitly exclude resident taxpayers from taking advantage of its
benefits.

» Enterprises which benefit from the regime may be explicitly or implicitly prohibited from
operating in the domestic market.

68. Before turning to a detailed discussion of the two forms of ring fencing, it should be noted that
the mere absence of domestic operators in the preferred sector or the absence of an existing domestic
market for the services qualifying for the preferential regime does not congtitute ring fencing. There must
be a deliberate legal restriction, or other restriction with similar effect, on access to the domestic market,
i.e., access must be denied or residents must be excluded from taking advantage of the preferential regime.
What is at issue, therefore, is whether there are measures that a country takes to protect itself from the
potentially harmful effects of its own preferential regime and not a requirement that there should be a
domestic market or domestic users for the preferred activities. In short, the 1998 Report is not concerned
with situations where enterprises qualifying for a preferentia regime are permitted to operate in the
domestic market but in practice do not. In contrast, implicit ring fencing involves the development of
criteriathe effect of which isto restrict the benefits to non-residents or foreign transactions or activities.

69. The following sections discuss the two different forms of ring fencing described in the 1998

Report.

i) A regime may explicitly or implicitly exclude resident taxpayers from taking advantage of its
benefits

70. If residents are not alowed to invest in a preferentia tax regime or if their participation is

restricted, the regime will be fully or partially isolated from the domestic economy. Access to a regime
can be restricted in different ways. The most straight-forward way is to explicitly prohibit residents from
establishing entities under the regime. Ring fencing in this form is uncommon in OECD member
countries.

71. Residents can also be implicitly excluded from a preferential tax regime through the governing
qualifying criteria. For example, eligibility for the benefits of a regime may require that the composition of
corporate groups be such that primarily or only foreign-owned groups qualify for the regime. Another
example is where favourable rulings are given only to foreign-owned firms thus effectively limiting the
benefits of the regime created by the ruling to non-residents.

72. Finally, residents might implicitly be excluded from investing in the regime by measures which
neutralise the benefits for residents. Hence, if there are specific tax disincentives that have a similar effect
to legal restrictions for residents, then the regime may be ring-fenced. For example, if a regime were to
treat an entity as transparent with respect to income attributable to domestic owners, thus subjecting them
to current taxation on the entity's income, whilst providing for an entity level tax at a preferential rate to the
extent income was attributable to foreign ownership, the regime may be ring-fenced. Ring fencing issues
may also arise where a system imposes entity level taxation on the portion of any income attributable to
resident shareholders but grants a zero or low effective tax rate on the entity level profits attributable to
foreign shareholders.
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73. In al these cases, however, the ring fencing analysis needs to take into account the structural
context of any such provisions to make an assessment of whether or not the regime is ring-fenced.® For
example, if an entity is treated as transparent for tax purposes, there is no ring fencing issue simply
because, as a result of the rules generally applicable to non-residents, non-resident owners might not be
taxed on the foreign income of the entity. There are many examples in member countries and el sewhere of
regimes that exempt from tax foreign income that has been alocated to, or considered received by, a non-
resident as a result of that particular non-resident’s interest in a domestic entity. For example, some
member countries do not tax non-resident partners in partnerships established under their laws in respect of
the partnership's foreign source income. Such partnerships are not ring-fenced: they are transparent for tax
purposes and the taxation of their partners reflects the distinction that is made between the taxation of
residents and non-residents. Similarly, no ring fencing issue exists smply because a country as part of its
general system of taxation taxes dividends and capital gains of its residents but does not tax (or taxes
differently) dividends and capitd gains of non-residents. Again, such a distinction simply reflects the
different rules for taxing residents and non-residents on their income from shareholdings in resident
companies.*!

74. Furthermore, no issue of ring fencing arises if a particular preferential regime is not open to
residents but the country granting the regime provides an equivalent preferential regime that is available to
itsresidents. Thus, a separation of foreign and domestic ownership for non-tax reasons does not by itself
run counter to the ring fencing criterion.** Finally, the ring fencing criterion is not implicated to the extent
that a measure is designed to eliminate or mitigate double taxation.

75. The following examplesillustrate the principles discussed in paragraphs 70 through 74.

e Example 1. Country A imposes a general income tax a a rate of 30 percent. It also
provides a preferential regime for certain group-financing activities under which income
from such services is taxed at 5 percent. The preferential regime is available only to
entities directly or indirectly owned by non-residents of Country A. The regime is ring-
fenced.

 Example 2: Same as Example 1 except that there are no express ownership restrictions.
However, access to the preferential regime is governed by criteria that indirectly exclude
domestically owned enterprises. Thus, resident taxpayers are implicitly excluded from the
benefits of the regime through the use of the governing criteria and therefore the effect of
the redtriction is the same as the direct ownership restriction in Example 1. The regime is
ring-fenced.

« Example 3: Same as Example 1 except that purely domestic-owned groups are permitted to
structure their activities to qualify for the preferential regime. The regime is not ring-
fenced. Further, as long as domestically-owned entities are not excluded from the regime,
it does not matter whether, in fact, any domestically-owned entity actually takes advantage
of the preferential regime.

10. See, for example, the discussion in connection with holding companies under paragraph 240.

11. This case must be distinguished from the case (discussed in more detail in paragraph 241 and following)
where the income is received by one and the same resident holding company but the taxation differs
depending on whether the income relates to a shareholding in a domestic or foreign company.

12. See the discussion in paragraph 77 below.
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iii) Enterprises which benefit from the regime may be explicitly or implicitly prohibited from
operating in the domestic market

76. If enterprises benefiting from the regime are not allowed to do businessin the local economy, the
country providing the regime effectively protects itself from the effects of its own regime. The most
straightforward way to deny access to the domestic market is to explicitly prohibit entities established
under the preferential regime from operating in the domestic market. The prohibition may be based on
explicit legal restrictions or it may be based on implicit factors of similar effect. For instance, an example
of implicit ring fencing would be a case where a preferential tax regime is only granted through the
issuance of a ruling and the ruling is granted only to enterprises trading in the non-domestic market.
Another example would be cases where the ability to operate domestically is restricted, or made more
cumbersome, through the requirement that entities qualifying under the regime do business only in foreign
denominated currencies.

77. Of course, countries may wish to protect their domestic markets for many reasons that have
nothing to do with tax and which are, therefore, outside the scope of the 1998 Report. For instance,
countries might wish to limit the number of banks in the domestic market, reserve parts of their insurance
market for domestic insurers or keep the domestic shipping trade to ships flying the domestic flag. Such
restrictions do not in themselves raise any ring fencing issues. In these cases the ring fencing analysis
looks to the taxation of the “restricted” transaction involving the domestic market and compares it with the
“unrestricted” transaction that does not involve the domestic market. Only where the “restricted”
transactions are subject to a less favourable tax treatment than the “unrestricted” transactions is there a
potential for ring fencing.

78. Qualifying entities can also be implicitly excluded from operating in the domestic market by
limiting the applicability of the preferential regime to transactions not involving the domestic market. For
example, the low effective rate may be restricted to transactions with an international aspect, such as those
carried out with foreign parties. The tax advantages granted under the regime are then neutralised insofar
as qualifying entities carry on business in the domestic market.

79. A variation on this theme in an intra-group context is to restrict domestic market access by
treating domestic intra-group transactions in a less beneficial way than foreign intra-group transactions.™
For example, a rulings regime that provides beneficial treatment may be applied only to transactions with
associated enterprises abroad or a transfer pricing method may be applied in a particularly beneficial way
to such enterprises. The Chapter on transfer pricing provides specific guidance on those transfer pricing
aspects of preferentia regimes that raise particular concerns with regard to ring fencing.**

80. The starting point for analysing a regime is to determine the relevant activity. A regime is not
ring-fenced because it is preferential, even if it applies particularly advantageous tax rules only to a
particular sector. It is therefore important to recognise the distinction between a preferential regime and
one that is ring-fenced. The 1998 Report does not seek to discourage countries from maintaining or
introducing preferentia regimes, i.e., alower rate for some particular activity. For example, a preferentia
rate applied to all income from financial services, both domestic and foreign, does not run afoul of the ring
fencing criterion under the 1998 Report. Below the level of the financia services sector in general there
may be other logical divisions into which financial service activities could be divided, e.g., insurance,
banking or fund management. Again, there are no ring fencing implications in preferential regimes for any
one of these activities. In connection with shipping, distinctions can easily be made for instance between

13. See paragraph 90.

14, Chapter IV on transfer pricing discusses the application of the ring fencing criterion to (a) the selection and
application of transfer pricing methods, (b) safe harbours and (c) administrative aspects.
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fishing and transportation of goods or passengers. Within the insurance sector life insurance, reinsurance,
general insurance and captive insurance could be distinguished. However, a regime may be ring-fenced if
entities benefiting from the regime are not permitted unrestricted access to the domestic market.

81. Once the relevant activity has been determined, the next step in the anaysis is to determine
whether transactions or activities that do not involve the domestic market are taxed more favourably than
similar transactions or activities that involve the domestic market. In this connection, it is important to
note that different mechanisms may be used to provide effectively the same rate of taxation with respect to
domestic and foreign activities. Thus, features of the tax system other than just the preferential regime in
guestion may need to be considered in determining if transactions not involving the domestic market are
more favourably taxed. See Example 9 below.

82. In certain limited cases the domestic market for a certain activity might be significantly different
from the international market for such activity. A different taxation of what, in effect, are different
activities would then not raise aring fencing issue. Such acaseis discussed in the Chapter on shipping.

83. The following examplesillustrate the analysis:

e Example 1. Country A taxes banking activities at a general income tax rate of 30 percent.
Country A operates a special regime that taxes income from banking transactions and
services with residents of countries other than country A at an effective rate of 5 percent. To
qualify for the regime entities need to apply for alicense. Both resident entities and branch
operations of non-resident entities are eligible for such licenses. The special regime does not
permit any entity licensed under the regime to transact business with residents of Country A.
In the absence of the special regime, the world-wide income of the resident entity and the
income attributabl e to the branch activities would be subject to tax in country A at the general
rate. Theregimeisring-fenced.

* Example 2: Same as Example 1 except that entities in the regime can transact business with
residents of Country A but there are specified limits on the amount of business it can transact
with such residents. Up to the specified limit, income generated in the domestic market
qualifies for the preferential rate of 5 percent. The regime is partly insulated from the
domestic market and is therefore ring-fenced.

» Example 3: Same as Example 1 except that there is no regulatory prohibition for entities in
the regime from transacting with residents of Country A. However, any income from such
transactions is subject to income tax at the genera rate of 30 percent while income from
transactions with non-residents is taxed at the 5 percent rate. Theregimeis ring-fenced.

e Example 4: Country A imposes a general income tax at a rate of 30 percent. However,
Country A uses a territorial system of taxation and generally exercises taxing jurisdiction
only with respect to domestic source income. As a result, foreign source income, including
foreign source income from providing services, is not subject to tax in Country A. The
regime is not ring-fenced.

» Example 5: The facts are the same as Example 4. However, in order to attract certain asset
management activities, Country A introduces a specia regime and treats income derived
from asset management activities qualifying under the regime, which otherwise would be
treated as domestic source, as foreign source and thus exempt, if performed for non-residents.
Theregimeis ring-fenced.
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C.

84.

Example 6: Country A imposes a general income tax at a rate of 30 percent. Country A taxes
resident entities on a world-wide basis but taxes non-residents only on domestic source
income. In determining its source based taxing rules, Country A has developed different
rules for different types of income (certain kinds of income are subject to withholding taxes,
others are not subject to tax and certain types of income are only taxed where a permanent
establishment is present). The ring fencing criterion is not implicated and the regime is not
ring-fenced.

Example 7: Country A imposes a genera income tax at arate of 30 percent. Country A taxes
resident entities on a world-wide basis. Country A’s tax system includes rules designed to
mitigate or eliminate double taxation on foreign source income. As aresult Country A does
not tax certain foreign source income. The ring fencing criterion is not implicated and the
regime is not ring-fenced.”

Example 8: Country A imposes a general income tax at arate of 30 percent but taxes income
from captive insurance activities at a preferential rate of 5 percent. The 5 percent rate applies
to income from the insurance or reinsurance of both domestic and foreign risks. The regime
is not ring-fenced.

Example 9: Country A imposes a general corporate income tax at a rate of 30 percent.
Country A operates a preferential regime that taxes profits from the reinsurance of foreign
risks at a preferentia rate of 5 percent. Country A provides a separate preferential regime
which allows a deduction for reserves for the reinsurance of domestic risks which also results
in an effective rate of 5 percent. Theregimeis not ring-fenced.

Example 10: Country A imposes a general corporate income tax at a rate of 30 percent.
Country A operates a regime that taxes international shipping income at a preferential rate of
5 percent. The regime does not include certain domestic shipping activities (taxed at the
standard rate), such as river and harbour ferries that are not comparable to the international
shipping activities. The regime is not ring-fenced.

Guidance

Countries should use the guidance set out in the box below to assess whether their preferentia

regimes that meet the no or low tax criterion are ring-fenced.

A. A preferential regime explicitly or implicitly excludes resident taxpayers from taking advantage of the
preferential rates applying under the regime.

A preferentia regime is likely to be ring-fenced if residents are explicitly precluded from taking
advantage of the preferential regime.

In addition, a preferential regime is likely to be ring-fenced if residents are implicitly precluded from
taking advantage of a preferential regime. A preferential regime may be implicitly ring-fenced through
the governing qualifying criteria (e.g., group characteristics) or through neutralisation of benefits for
resident taxpayers.

15.

For amore detailed discussion of this point in connection with holding companies see Chapter V1.
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B. Enterprises which benefit from the preferential regime are explicitly or implicitly prohibited from
operating in the domestic market.

» A preferential regime is likely to be ring-fenced if entities benefiting from the regime are explicitly
prohibited from operating in the domestic market and entities engaged in the same activities in the
domestic market are subject to aless favourable effective tax rate.

* In addition, a preferential regime is likely to be ring-fenced if entities benefiting from the regime are
implicitly prohibited from operating in the domestic market (e.g., the preferential rate does not apply to
the extent that transactions are carried out in the domestic market).

Ring fencing is not implicated under A or B, however, if the measure is part of the general structural
features of a country’s tax system or if the measure is designed to eliminate or mitigate double taxation. In
addition, ring fencing is not implicated where an equivalent benefit is provided to domestic transactions or
residents even though the mechanism for providing the benefit may be different.
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CHAPTER IV: TRANSFER PRICING

A. Introduction

85. This Chapter discusses transfer pricing issues in connection with harmful tax practices. The
Chapter is not intended to replace or amend the 1995 OECD Transfer Pricing Guidelines, as amended and
supplemented (“the TP Guidelines’). Rather, it uses the TP Guidelines in determining whether any of the
key factors of the 1998 Report are present. Part B addresses the relevance of transfer pricing in the context
of the criteria found in the 1998 Report. Part C provides a detailed analysis as to how transfer pricing
practices could raise issues with respect to the relevant factors described in the 1998 Report. Part D
provides more specific guidance by describing how the genera guidance in Part C should be applied to
particular generic categories of regimes.

B. Relevance of transfer pricing to the application of the factors in the 1998 Report that
identify harmful preferential regimes

86. Transfer pricing concerns the prices, terms and conditions in place in transactions between
associated enterprises. Transfer pricing regimes seek to ensure that, for tax purposes, those prices, terms
and conditions are in accordance with the arm’s length principle of Article 9 of the OECD Mode Tax
Convention. Transfer pricing regimes typically apply only to cross-border transactions, but regimes vary
according to their scope. For example, the definition of “associated enterprise” varies between regimes.

87. Transfer pricing may be a feature of a number of types of regimes. The most common is a
general transfer pricing regime which is designed to be of genera application to a wide range of cross-
border transactions. Thus, for example, a genera regime may specify that cross-border transactions
between associated enterprises must accord with the arm’ s length principle. However, in avariety of ways,
a general transfer pricing regime may be adapted to particular transactions or to categories of transactions.
For example, a regime may provide specific guidance that is directed at transactions in a particular
industry. Also, the genera transfer pricing rules may be applied in a particular way to a particular sector
by means of specific legislation, guidance, rulings, deeming provisions or administrative practice. In
addition, transfer pricing may be a feature of other regimes, that is, regimes that are in place in addition to
a generd transfer pricing rule. For example, a headquarters regime may include specific rules that define
the taxable profit, deriving from transactions with associates, of a headquarters company. Such rules
concern transfer pricing. The scope of this Chapter includes all these types of regimes.

88. This Chapter addresses not only the statutory characteristics of regimes that feature transfer
pricing, but aso the manner in which those regimes are implemented and applied in practice. Thus the
scope of the Chapter encompasses the following:

« general transfer pricing rules, designed to be of application to a wide range of transactions;

» the manner in which those rules are in practice implemented and applied generaly;
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» the application of arule in specific circumstances, industries or sectors, whether by means of
rulings, guidance, statutory provision or administrative practice;

« other regimes that incorporate rules that define transfer pricing between associated
enterprises or which define or otherwise affect the tax base of enterprises derived from
transactions with associates.

Impact of transfer pricing practices on the key factors of the 1998 Report

89. Transfer pricing practices may have an impact on the first key factor, no or low effective tax
rates, through the tax base issue. As noted in the 1998 Report (paragraph 61), “a zero or low effective tax
rate may arise . . . because of the way in which a country defines the tax base to which the rate is applied.”
The application of transfer pricing rules will affect the computation of the tax base for any regime with
transactions between associated enterprises. Accordingly, a failure to adhere to international transfer
pricing principlesis likely to arrive at a tax base resulting from intra-group transactions that differs from
that which would have been arrived at had the arm’s length principle been applied. This will be vitaly
important to the evaluation of whether the preferential regime meets the gateway criterion because this
difference may result in alowering of the tax base and therefore of the effective tax rate.

90. Transfer pricing practices may have an impact on the second key factor, ring fencing, if any
benefits available under a transfer pricing regime are explicitly or implicitly restricted to foreign-owned
enterprises or if enterprises which benefit from a regime are explicitly or implicitly prohibited from
operating in the domestic market. This access could be effectively denied if transactions between
taxpayers benefiting from the regime and associated enterprises abroad were treated in a more beneficia
way than similar transactions with associated enterprises in the domestic market. Particular care has to be
taken in applying the ring-fencing criterion in such situations as transfer pricing rules are not generally
applied to domestic transactions.

91. Transfer pricing practices could also have an impact on the third key factor, lack of transparency.
As noted in paragraph 63 of the 1998 Report, a lack of transparency may arise in a number of ways,
including favourable administrative rulings or afailure to enforce laws through, for example, adeliberately
lax audit policy. The result in each case is that the conditions of applicability, and/or the manner of the
application of tax regulations, are not clear either to other taxpayers or to other tax authorities. Such a
situation could arise, for example, if a system of advance transfer pricing rulings in respect of intra-group
services does not in practice result in a consistent application of the relevant regulations to all taxpayers.
If, for whatever reason, there are in practice differences in the manner in which the regulations are applied
to different taxpayers such that there is an inequality of treatment of taxpayersin similar circumstances, the
regime will not be transparent because its actual conditions of applicability to taxpayers will not be clear to
other taxpayers or other authorities.

92. The fourth key factor, exchange of information, is relevant to transfer pricing practices in a
different way. The existence of aregime with alow or zero effective tax rate may encourage taxpayers to
shift profitsinto the low or zero effective rate regime by not following transfer pricing principlesin respect
of intra-group transactions. In the context of transfer pricing practice, the ability or willingness of the
preferential regime jurisdiction to effectively exchange information in respect of intra-group transactions
and in respect of intra-group relationships will be vitally important for other jurisdictions affected by that
regime to be able to enforce their transfer pricing rules. As nhoted in paragraph 64 of the 1998 Report, the
ability or willingness of a country to provide rdevant information to other countries is a key factor in
deciding upon whether the effect of a regime operated by that country has the potential to cause harmful
effects.
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93. Conseguently, when evaluating a transfer pricing regime, particular attention should be paid not
just to whether the regime adheres to international transfer pricing principles but also to whether the
regime permits effective exchange of information in respect of intra-group transactions. In this context,
and for the purposes of this Chapter, three conditions are necessary for effective exchange of information.
First, relevant information on intra-group transactions should be available to the country of the preferential
regime. Second, there must be no impediments to the exchange of that information under the terms of the
relevant double taxation agreement or other relevant instruments authorising exchange of information.
Third, the country must actually exchange that information in practice.

94, Transfer pricing practices are clearly the dominant feature of a number of the 47 member country
preferential regimes identified as potentially harmful in the 2000 Report, for example headquarters,
distribution centres, services centres, and group financing regimes. For such regimes, the most significant
impact of transfer pricing practices is on the gateway criterion of “no or low effective tax rate” factor.
Preferential regimes with significant transfer pricing aspects and without an explicitly low nominal tax rate
can only give rise to a low effective tax rate due to the impact of transfer pricing practices on the
determination of the tax base resulting from intra-group transactions. The guidance in this Chapter in
relation to the tax base issue will be of importance to establishing whether the gateway criterion is met and
is the main focus of the Chapter.

95. If the gateway criterion of a no or low effective tax rate is met, an analysis of the other key
criteriais necessary. This Chapter provides guidance as to how the other key factors should be applied to
transfer pricing practices. That guidance applies not just to preferential regimes that are focused on intra-
group transactions but also to al preferential regimes where there is the possibility for intra-group
transactions to occur under the regime.

96. Finally, it should be noted that many of the regimes under review apply equaly not only to the
carrying on of an activity between associated enterprises but also where an activity is carried on through a
permanent establishment (PE). The first issue will be whether the PE is subject to alow effective tax rate
because of the way the tax base is defined. As with transactions between associated enterprises, it is the
arm’'s length principle that provides the internationaly accepted benchmark for determining the
appropriate arm’ s length remuneration, albeit that in the PE situation that principle is described by Article
7 of the OECD Mode Tax Convention and not by Article 9. A failure to follow the arm’s length principle
described by Article 7 islikely to result in a distortion of the tax base and the possibility of alow effective
tax rate. This is analogous to the situation found between associated enterprises and so, unless stated
otherwise, the guidance in this Chapter may also be helpful, by analogy, to PEs.*®

C. General guidancefor preferential regimeswith transfer pricing aspects
i) Importance of the TP Guidelines
97. Transfer pricing rules, whether generally applicable to all transactions or applicable only in

particular circumstances, define, for tax purposes, the pricing to be used in transactions between associated
enterprises (“intra-group transactions’). In doing so, they often play the key role in determining the tax
base of enterprises that conduct transactions with associated enterprises. International transfer pricing
principles are based around the arm’s length principle of Article 9 of the OECD Model Tax Convention.
The TP Guiddlines, set out how countries are to apply those principles which “have been chosen by OECD
member countries as serving the dual objectives of securing the appropriate tax base in each jurisdiction

16. Working Party 6 is currently reviewing Article 7, as well as the commentary to that article, and its
relationship to the Transfer Pricing Guidelines.
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and avoiding double taxation, thereby minimising conflict between tax administrations and promoting
international trade and investment.”*’

98. Recognition of the importance of the TP Guidelines in connection with the project on harmful tax
competition can be found in Chapter 11l of the 1998 Report, which contains recommendations for
counteracting harmful tax practices. Recommendation 6 relates to transfer pricing and states:

“Recommendation concerning transfer pricing rules: that countries follow the principles set out in the
OECD’s 1995 Guidelines on Transfer Pricing and thereby refrain from applying or not applying their
transfer pricing rulesin away that would constitute harmful tax competition.”

99. An issue arises as many of the regimes with transfer pricing aspects identified in the 2000 Report
as being potentially harmful were created before the 1995 TP Guidelines were published. In such cases,
countries would have had to rely on the 1979 Report on Transfer Pricing and Multinational Enterprises
(“the 1979 Report™) for guidance as to the application of the arm’s length principle when designing the
aspect of their preferential regime that relates to intra-group transactions. Although the arm’s length
principle remains unchanged, there have been changes in the guidance as to how that principle can be
applied reliably in practice. It will be necessary to review such regimes under the 1995 TP Guidelines, as
amended and supplemented.

100. If countries apply the transfer pricing aspects of their preferential regimes in a manner consistent
with the TP Guidelines, the tax base resulting from intra-group transactions will not be distorted and so the
regime will not result in a“low or no effective tax rate” by reason of transfer pricing practices. Where, for
whatever reason, transfer pricing is not in accordance with the arm’s length principle, then the tax base is
very likely to be distorted.

101. A regime that does not follow the guidance given in the TP Guidelines departs from the
internationally accepted way of determining an arm'’s length remuneration with respect to intra-group
transactions and may result in a low effective tax rate. If the preferential regime is one without an
explicitly low nominal tax rate, an evaluation would have to be made as to whether the regime’s deviation
from the TP Guidelines distorts the tax base in such away as to result in alow effective tax rate. Such a
regime is considered to result in alow effective tax rate unless it can be demonstrated by the country with
the regime that, taken as a whole, the quantum of the tax base in respect of intra-group transactions for
enterprises benefiting from the preferential regime is likely to be greater than or broadly equivalent to the
guantum that would have arisen following an application of the TP Guidelines. If such a demonstration is
not made, an evaluation of the regime under the other three key factors of the 1998 Report would then be
necessary. The following paragraphs discuss those parts of the TP Guidelines that are of particular
relevance in assessing the key criteria.

i) Guidance from the TP Guidelines

102. This section identifies issues in the TP Guidelines that are likely to be of special significance
when evaluating whether a preferential regime exhibits any of the key factors of a harmful preferential
regime. The following issues appear to be the most relevant:

a) Selection and application of transfer pricing methods.

b) Safe harbours.

17. TP Guidelines paragraph 7 of the Preface.
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c) Administration aspects.
d) Advancetransfer pricing rulings and Advance Pricing Arrangements (APAS).

103. The first three issues identified above are discussed in detail below, both with respect to the
guidance in the TP Guiddines and with respect to their impact on the evaluation of the key factors of the
1998 Report. Thefourth issueis dealt with in detail in the Chapter on rulings (Chapter V).

a) Selection and application of transfer pricing methods
1. Impact on the low effective tax rate factor

104. Transfer pricing methods are the means by which the arm’ s length principle is applied in practice.
Considerable guidance on the application of that principle is found in Chapter | of the TP Guidelines. In
particular, it is noted at 1.15 that “[a]pplication of the arm’s length principle is generaly based on a
comparison of the conditions in a controlled transaction with the conditions in transactions between
independent enterprises. In order for such comparisons to be useful, the economically relevant
characterigtics of the situations being compared must be sufficiently comparable’. Paragraphs 1.19 - 1.35
describe the factors (characteristics of property or services, functional analysis, contractua terms,
economic circumstances and business strategies) that determine comparability and that need to be taken
into consideration when applying transfer pricing methods. To arrive a arm's length pricing of intra-group
transactions the appropriate transfer pricing method must be chosen and applied reliably in accordance
with the comparability standard of Chapter | of the TP Guidelines.’®

Selection of atransfer pricing method

105. The 1995 Guidelines describe a number of transfer pricing methods in Chapters Il and 11 that
may be used to determine an arm’s length price or margin.® These are:

e Comparable uncontrolled price method.
* Resale price method.

e Cost plus method.

e Transactional profit split method.

e Transactional net margin method.

106. As noted at paragraph 1.68 of the TP Guidelines, “[t]he methods set forth in Chapters Il and 111
establish whether the conditions imposed in the commercial or financial relations between associated

18. The comparability standard is described in the TP Guidelines as follows: “To be comparable means that
none of the differences (if any) between the situations being compared could materially affect the condition
being examined in the methodology (e.g., price or margin), or that reasonably accurate adjustments can be
made to eliminate the effect of any such differences.”

19. “However, in some cases it may be necessary to apply methods not described in the TP Guidelines. Such
methods may be acceptable provided they satisfy the arm’s length principle in accordance with the 1995
Guidelines and, in particular, the guidance on use of such methods at paragraphs 1.68- 1.70".
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enterprises are consistent with the arm's length principle.” Consequently, the appropriate selection, and
proper application, of those methods will be vital in ensuring the application of the arm’s length principle
and correct determination of an arm’s length remuneration for the functions performed. The Guidelines
also advise on the relative reliability of each of the methods. They advise that, while in some cases the
choice of method may not be straightforward, generally it will be possible to select one method that is apt
to provide the best estimation of the arm’s length price (paragraph 1.69). Moreover, they also express a
preference for higher degrees of comparability and a more direct and closer relationship to the transaction
(paragraph 1.70). They take the view that the traditional transactional methods (comparable uncontrolled
price, resae price and cost plus methods) are the most direct means of establishing whether commercial
and financial relations between associated enterprises are arm’s length and that only where such methods
cannot be reliably applied may it become necessary to consider the other methods (paragraph 3.50).

107. A no or low effective tax rate issue may arise if the transfer pricing method that is prescribed, or
that may be used, is not the most reliable method available. Thisis particularly a concern where certainty
of tax treatment accompanies the use of a less reliable method. In this case, the desire for certainty may
encourage taxpayers to use the less reliable method.

108. There are three particular situations where the provision of certainty by tax authorities could
adversely affect the choice of method and may result in ano or low effective rate of tax. Thefirst situation
is where the Comparable Uncontrolled Price method® ("CUP") could be applied reliably but the regime
prescribes another method. Paragraph 2.7 states that “[w]here it is possible to locate comparable
uncontrolled transactions, the CUP method is the most direct and reliable way to apply the arm’s length
principle. Consequently, in such cases the CUP method is preferable over al other methods’ and the use
of another method may result in ano or low effective tax rate.

100. The second situation where a low or no effective tax rate issue may arise is where a traditional
transactional method could be applied reliably in accordance with the TP Guidelines, but the regime only
provides some degree of certainty to taxpayers using a transactiona profit method. This issue will be of
particular importance where the regime provides certainty for some kind of “cost plus’ or “resae price”
method. The cost plus and resale price methods described in Chapter 1l of the TP Guidelines use an
analysis of gross margins rather than net margins. As noted in paragraph 2.41, “[t]he distinction between
gross and net margin analyses may be understood in the following terms. In general, the cost plus method
will use margins computed after direct and indirect costs of production, while a net margin method will use
margins computed after operating expenses of the enterprise as well.” As noted in paragraph 3.26, “[t]he
transactional net margin method examines the net profit margin relative to an appropriate base (e.g., costs,
sales, assets) that a taxpayer realises from a controlled transaction (or transactions that are appropriate to
aggregate under the principles of Chapter I). Thus, atransactional net margin method operates in a manner
similar to the cost plus and resale price methods.”

110. This distinction between using gross, as opposed to net, margins for the cost plus and resale price
method was not so clear in the 1979 Report. One of the mgjor changes in the 1995 Guidelines is the
clarification that the traditional transaction methods in Chapter 1, cost plus and resae price, use a gross
margin analysis. Methods that use a net margin analysis are profit methods. As noted in paragraph 3.1,
“[t]he only profit methods that satisfy the arm's length principle are those that are consistent with the profit
split method or the transactional net margin method as described in these Guidelines.” Further, the TP
Guidelines note that such methods should only be used, “in cases where traditional transaction methods
cannot be reliably applied alone or exceptionally cannot be applied at all.”* So issues may arise where

20. TP Guidelines paragraphs 2.6 -2.13
21. TP Guidelines paragraph 3.50
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“cost plus’ or “resale price” regimes require the use of a net margin method, rather than permit its use
where traditional cost plus or resale price methods cannot be applied reliably. As noted in paragraph 3.53,
“there are substantial concerns regarding the use of the transactional net margin method”, particularly if the
guidance in applying the comparability standard to that method at paragraphs 3.34-3.40 is not followed.
Again there may be considerable difficulties in fulfilling the comparability standard if a profit method has
been prescribed by the tax authority rather than chosen by the taxpayer.

111 The third situation where a no or low effective tax rate issue may arise is where a method not
found in the TP Guidelinesis prescribed by aregime. Some methods labelled “cost plus’ or “resale price”
appear to be neither traditional transaction methods within the meaning of Chapter |1 of the TP Guiddines
nor transactional net margin methods within the meaning of Chapter I11 of the TP Guidelines. As can be
seen from paragraph 1.68, athough, “MNE® groups (emphasis added) retain the freedom to apply methods
not described in this Report to establish prices’ it is necessary that “those prices satisfy the arm's length
principle in accordance with these Guidelines’. Further, in paragraph 1.70 it is stated that, “. . . any
method should be permitted where its application is agreeable to the members of the MNE group involved
with the transaction or transactions to which the methodology applies and also to the tax administrationsin
the jurisdictions of all those members.” (Emphasis added). Therefore, although it is accepted that
methodologies other than those included in the TP Guidelines may on occasion be the most effective
means of arriving at an arm’s length result, the prescription of such methods by tax authorities may
implicate the no or low effective rate criterion.

Application of transfer pricing method

112. The application of a method in a manner inconsistent with the guidance in the TP Guidelines has
the potential to lower the tax base resulting from intra-group transactions where the application of a
method in a manner consistent with the TP Guidelines would result in a higher level of profit. In
particular, Chapter | of the TP Guidelines provides considerable detail on the concepts of functional and
comparability analysis, which are essentia in order to apply reliably any transfer pricing method. For
example, the TP Guidelines require that the marginsin a cost plus or resale price regime are set by making
a comparison with the margins on transactions undertaken by independent enterprises performing similar
functions (taking into account assets used and risks assumed) under comparable conditions and after
making any necessary adjustments to account for any material differences. An incorrect application of a
method makes it unlikely that the comparability standard will be satisfied, and the tax base resulting from
intra-group transactions may be reduced.

113. As noted above, issues arise where the preferential regime effectively prescribes the type of
method, e.g., cost plus, that can be applied. An issue may also arise where the regime seeks to prescribe
the way the transfer pricing method has to be applied, particularly where an attempt is made to simplify the
transfer pricing method. For example, asimplified cost plus method may set a range of acceptable margins
on costs that are not based on the factual, functional and comparability analysis and therefore may result in
areduction of the tax base. These issues are compounded where a regime both effectively prescribes the
type of method and the way that method has to be applied. Issues may arise particularly in three situations
that are discussed in more detail below.

114. Thefirst situation is where the regime prescribes a certain fixed margin (say 5%) for the cost plus
or resadle price method. Prescribing a single fixed margin to cover al taxpayers and a wide range of
services may result in areduction of the tax base.

22. Multinational Enterprises.



115. Some regimes try to minimise the above problem by providing for a fixed range of margins (say
5-10%) rather than asingle figure. One of the major developmentsin the 1995 TP Guidelines as compared
to the 1979 Report was the introduction of the concept of the arm’s length range.? In particular it is noted
that, “because transfer pricing is not an exact science, there will aso be many occasions when the
application of the most appropriate method or methods produces a range of figures all of which are
relatively equally reliable.” However, the second situation where issues can arise is where the range
provided is not an arm’s length range. In order for a range to reflect the arm’s length principle, margins
have to be set by reference to the margins that would be earned in comparabl e transactions entered into by
independent enterprises performing similar functions. Issues can arise where the comparability standard of
Chapter | of the TP Guidelines is not met. For example, where the range of margins is set without a
sufficiently detailed examination of the margins earned by independent enterprises from comparable
transactions or where the prescribed range can be applied to transactions that are not comparable as
described in Chapter | of the TP Guidelines.

116. The third situation where issues can arise is where the fixed range of margins is prescribed
prospectively for a number of years, e.g., under aruling procedure, and there is no mechanism to adjust the
range to reflect changes in facts and circumstances. Even if a factual, functional and comparability
analysis in accordance with the TP Guidelines is undertaken so that the prescribed range is an arm’s length
range at the start of the period, changes in facts and circumstances may mean the range may result in an
allocation of less than an arm's length amount, for example, an arm's length range that is set in advance
may fail to take into account changes that would require a higher margin. It is for this reason that the
concept of critical assumptions was developed for APAS so asto ensure that the arm’ s length principle was
being applied throughout the duration of the APA.

117. Issues may also arise where a method is applied under the regime in a manner that differs from
the guidance on the application of that method in the TP Guidelines. For example, where the regime
describes a method as a “cost plus method” but the cost base is reduced because only some of the costs
incurred in earning the gross profit are included in the costs to be marked-up. This is likely to lead to a
lower tax base resulting from intra-group transactions where the amount of mark-up applied to the reduced
cost base is similar to the amount of the mark-up applied by independent enterprises to the full cost base
when undertaking comparabl e transactions.

2. Impact on the other key factors

118. As discussed in Part B, the selection and application of methods can also have an impact on the
other key factors of the report. Thiswill be relevant where the selection and/or application of a method not
in accordance with the TP Guidelines has resulted in alow or no effective tax rate.

110. The selection, or application, of a method could result in ring fencing. There are two main ways
in which this could occur. First, a particular transfer pricing method that provides beneficial treatment
could only be applied to enterprises that are foreign-owned or could be applied in a particularly beneficial
way only to such enterprises. For example, a service company regime may prescribe a modified cost plus
method to determine the tax base of enterprises that benefit from the regime in such away as to understate
the tax base in comparison to that which would result from the application of the arm’s length principle in
accordance with the TP Guidelines. If this method is available only for service activities carried out by
subsidiaries of foreign enterprises, then ring fencing is present. Second, ring fencing may be present if the
selection or application of transfer pricing methods results in a more beneficial treatment of transactions
with associated enterprises abroad than the treatment accorded to comparable transactions in the domestic

23. TP Guidelines 1.45-1.48
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market. In the example above, the determination of the cost base in a beneficial manner may apply only in
respect of transactions with associated enterprises abroad and not to transactions in the domestic market of
the country providing the regime.

120. Transparency issues might also arise. This could occur in a number of ways. One way would be
if the conditions under which a particular method that results in a no or low effective rate are not set forth
or are applied in such a manner that the conditions of applicability are not clear and are not made publicly
available.

121. As noted in paragraph 67 of the 1998 Report, there are a number of factors (including absence of
general audit requirements) that reflect a difficulty in obtaining information necessary to enforce statutory
laws and which may make it difficult for effective exchange of information to occur. These problems are
likely to arise where the regime applies methods not found in the TP Guidelines, or applies simplified
transfer pricing methods with margins, or ranges of margins, prescribed by the tax authority. For example,
a method that applies afixed margin to total costs would not require the taxpayer to consider whether any
transactions with non-resident associated enterprises were at arm’'s length prices. Instead the taxpayer
would merely apply the appropriate margin in relation to all the costs of its operations.

122 The simplified nature of such methods is likely to mean that there would be little or no useful
information available about transactions with non-resident associated enterprises in the jurisdiction of the
regime. Thiswould mean that the tax authority operating the regime would not have information on intra-
group transactions readily available in order to be able to exchange that information in response to a valid
request from another tax authority. Consequently, such a regime has the potential to result in a lack of
effective exchange of information within the meaning of the 1998 Report. However, this would not result
in an actual lack of effective information exchange provided the tax authority administering the regime
would be able to obtain relevant information about transactions with non-resident associated enterprises
and would be able to provide that information to other jurisdictions under the relevant tax treaty or tax
information exchange agreement.

3. Conclusion on the selection and application of transfer pricing methods
123. The guidance in the box below should be used to assess whether those regimes with transfer

pricing aspects meet the no or low tax criterion and to assess whether the other key criteria are implicated
by the selection or application of atransfer pricing method.
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General Guidance on selection and application of methods

The following feature may result in areduction of the tax base, and therefore alow or no effective tax rate:

A preferential regime that is not based on the guidance in the TP Guidelines on selection and
application of transfer pricing methods.

In particular, the following features may produce such an effect:

Effective prescription of a transfer pricing method by a tax authority under a regime without the
analysis consistent with the TP Guidelines necessary to ascertain that this method provides, for the
individual enterprise concerned, areliable estimation of an arm’s length price.

Application of afixed margin, or of arange of margins, that are fixed in advance and that do not require
adjustment according to changes in facts and circumstances.

Application of simplified transfer pricing methods that are not based on the factual, functiona and
comparability analysis necessary to verify that the results of applying that method are in accordance
with the arm’ s length principle.

Application of atransfer pricing method in amanner that differs from the guidance on the application of
that method in the TP Guidelines.

Where, for whatever reason, the regime results in alow effective tax rate, the following features are likely
to implicate the other key criteria

The ring fencing criterion is likely to be implicated if the benefits that derive from the application of a
transfer pricing method are explicitly or implicitly denied to domestically-owned enterprises.

The ring fencing criterion is likely to be implicated if selection or application of transfer pricing
methods that apply to transactions with associated enterprises abroad result in a lower effective tax rate
on those transactions as compared to comparable domestic transactions.

The transparency and exchange of information criteria are likely to be implicated if the conditions for
application of a particular method that results in a no or low effective rate are not set forth or are not
applied in such a manner that the conditions of applicability are clear to taxpayers or other tax
authoritiesin other countries.

The transparency and effective exchange of information criteria are likely to be implicated if
information on relevant intra-group transactions is not available and cannot be provided to the tax
authority of the other country to ascertain or verify that the transfer prices are in accordance with the
arm’ s length principle.

b) Safe harbours

1. Impact on the low effective tax rate factor

124. Safe harbours are discussed at Section E of Chapter 1V of the TP Guidelines (paragraphs 4.94 to
4.123). Safe harbours can support legitimate tax administration objectives such as simplifying compliance
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for eligible taxpayers in determining arm's length conditions, providing assurance to a category of
taxpayers that the price charged or received on controlled transactions will be accepted by the tax
administration without further review, and relieving the tax administration from the task of conducting
further examination and audits of taxpayers with respect to transfer pricing. As noted at paragraph 4.97 of
the TP guidelines, however, “[t]he provision of safe harbours raises significant questions about the degree
of arbitrariness that would be created in determining transfer prices by eligible taxpayers, tax planning
opportunities, and the potential for double taxation resulting from the possible incompatibility of safe
harbours with the arm’ s length principle.”

125. Section E analyses the factors supporting the use of safe harbours and also the problems
presented by safe harbours. Of particular relevance in the present context is the statement at paragraph
4.121 that “[t]hey may also have a negative impact on the tax revenues of the country implementing the
safe harbour as well as on the countries whose associated enterprises engage in controlled transactions with
taxpayers electing a safe harbour. More important, safe harbours are generally not compatible with the
enforcement of transfer prices consistent with the arm’s length principle.” The analysis concludes at
paragraph 4.123 that “the use of safe harbours is not recommended.” Consequently a regime that provides
asafe harbour is potentially not adhering to international transfer pricing principles.

126. A safe harbour could result in alow effective tax rate if it were set at a different level to that
which would be found for similar transactions between independent enterprises. As noted at 4.107 of the
TP Guidelines, “[s]afe harbours are likely to be arbitrary since they rarely fit exactly the varying facts and
circumstances even of enterprises in the same trade or business. This arbitrariness could be minimised
only with great difficulty by devoting a considerable amount of skilled labour to collecting, collating and
continuously revising a pool of information about pricing and pricing devel opments.”

2. Impact on the other key factors

127. A safe harbour has the potential to result in ring fencing. For example, transactions with non-
residents could benefit from a safe harbour that, for whatever reason, is not applicable to transactions on
the domestic market. Alternatively, the conditions of applicability of the safe harbour may discriminate
between resident and non-resident based groups. In either case, the effect is likely to be to isolate the
domestic economy from the effects of the safe harbour.

128. A safe harbour also has the potential to lack transparency. This could occur, in particular, if the
conditions of applicability of the safe harbour are not clear and are not made available to all taxpayers and
to other tax authorities. Thisis likely to mean that other taxpayers are prevented from invoking the same
conditions or that other tax authorities are unaware of the terms of the safe harbour and so may not be able
to apply their own transfer pricing rules to transactions that are covered by the safe harbour.

129. The problems of ensuring effective exchange of information, described above in relation to the
application of methods not found in the TP Guidelines or to the application of simplified transfer pricing
methods, apply equally to safe harbours. In particular the application of a safe harbour may obviate the
need for a taxpayer to maintain, or the tax authority to obtain, detailed information about transactions that
fall within its scope. The result may be that the tax authority does not have available to it the detailed
information on the relevant intra-group transactions that may be needed by other tax authorities to ascertain
or verify that the terms of those transactions are in accordance with the arm's length principle.
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3. Conclusion on the safe harbours

130. In the context of regimes with transfer pricing aspects, the guidance in the box below should be
used to assess those regimes that use safe harbours for intra-group transactions.

General Guidance on safe harbours

A regime that applies a safe harbour may result in a reduction of the tax base and therefore a low or no
effective tax rate.

In particular, the following features may produce such an effect:

The safe harbour does not produce an arm’s length price, or an arm's length range, in respect of
transactions that come within its scope of application.

The safe harbour is not based on a thorough comparison with comparable transactions undertaken by
independent enterprises under comparable conditions (including, where necessary, the taking into
account of appropriate adjustments for material, functional or other differences).

Taxpayers can apply the safe harbour even though their transactions are not comparable to the
transactions undertaken by independent enterprises on which the safe harbour is based.

The tax authority that provides for the safe harbour is not able to obtain sufficient information to verify
that the activities of the entity equate to those for which the safe harbour is applicable.

The same safe harbour applies to awide range of business activities and functions.

The safe harbour is not reviewed periodically to ensure that it maintains reliability over time.

Where, for whatever reason, a safe harbour resultsin alow or no effective tax rate, the following features
are likely to implicate the other key factors:

The ring fencing criterion is likely to be implicated if the benefits that derive from the application of a
safe harbour are explicitly or implicitly denied to domestically-owned enterprises or the safe harbour
applies to transactions with associated enterprises abroad with the result that such transactions are
subject to alower effective tax rate than comparabl e domestic transactions.

The transparency criterion is likely to be implicated if the conditions of applicability of the safe harbour
are not clear and not made publicly available.

The exchange of information criterion is likely to be implicated if the tax authority operating the safe
harbour regime is unable to obtain and exchange sufficient information on relevant intra-group
transactions for other tax authorities to be able to ascertain or to verify that the transactions covered by
the safe harbour are in accordance with the arm’ s length principle.
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¢) Administration aspects of transfer pricing rules
1. Impact onlow or no effective tax rate

131 The TP Guidelines detail the level of analysis appropriate to ensure a sufficient level of reliability
of uncontrolled transactions used as comparables. They envisage that an analysisis carried out to establish
the degree of comparability of uncontrolled transactions and to make appropriate adjustments to establish
arm's length conditions. They state that “[i]n all cases adjustments must be made to account for
differences between the controlled and uncontrolled situations that would significantly affect the price
charged or return required by independent enterprises. Therefore, in no event can unadjusted industry
average returns themselves establish arm’s length conditions’ (paragraph 1.16). The TP Guidelines state
that, in determining whether controlled and uncontrolled transactions or entities are comparable,
“comparison of the functions taken on by the parties is necessary” (paragraph 1.20). This comparison
should be based on a functional analysis, which seeks to compare the economically significant activities
and responsibilities undertaken by the independent and associated enterprises.

132. The TP Guidelines thus envisage that the necessary analysis is undertaken in order to establish
that the most appropriate method is employed. They further envisage that a functional analysis of the
tested enterprise is undertaken in order to establish that comparables are sufficiently reliable. Failure to
maintain this level of analysis may mean that the arm’s length principle is not properly applied and may
result in alow or no effective rate of tax. There are a number of reasons why such a failure may occur.
Tax authorities may not have procedures that require an effective audit of the transfer pricing of enterprises
in their jurisdiction. Even if such procedures are in place, effective audit may in practice not occur without
the resources or the meansto carry it out. Further, it may be very difficult to carry out effective audit if the
tax authority is unable to obtain sufficient information to identify relevant intra-group transactions and
verify that the transfer pricing of those transactions is in accordance with the arm’s length principle.*

133. In short, atransfer pricing regime, whether general or specific, may lead to no or low taxation if
itis not in practice implemented to the standard envisaged in the TP Guidelines. Thiswould include:

» the method applied under the regime (whether adopted by a taxpayer or prescribed by the
authority) is not based on the analysis consistent with the TP Guidelines necessary to ensure
that the method provides areliable estimation of an arm’ s length price;

» the tax authority is unable to ascertain that the appropriate method is applied properly and
that the comparables selected are sufficiently reliable;

e in practice the tax authority does not audit returns, or does not audit them in sufficient depth,
to ensure that the taxpayer’ s pricing isin accord with the arm’ s length principle;

» the tax authority is not able to obtain sufficient information concerning relevant transactions
in order to be able to verify that the transfer prices are in accordance with the arm’s length
principle.

134. Tax authorities should have administrative procedures, and adequate resources, in place to ensure
that transfer pricing isin accordance with the arm’ s length principle as envisaged in the TP Guidelines.

24. Chapter V of the TP Guidelines provides guidance on documentation requirements for tax administrations
to take into account in developing rules and procedures on documentation to be obtained from taxpayersin
connection with atransfer pricing enquiry.
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2. Ringfencing

135. Issues may also arise where the transfer pricing rules discriminate in their application between
different taxpayers or types of taxpayers. This could occur in a number of ways. It may be explicit in the
rules of the regime. Alternatively, it may occur in practice if, for example, the rules of the regime are
vague or alow for a high level of discretion in their application. For example, auditors may be able in
practice to apply transfer pricing regulations in a way that is advantageous to foreign-owned enterprises
and isin practice denied to domestically-owned enterprises or to transactions in the domestic market.

3. Transparency

136. Issues with transparency are likely to arise where transfer pricing administrative practices are not
published or are not made widely available. Further issues arise where the rules of the regime are not clear
or can be applied in practice in an inconsistent manner. For example, tax officials may have the discretion
to administer the regime in a way that departs from the normal and proper application of the relevant
legislation. Failure to set forth clearly the conditions for applicability of rules of the system to individual
taxpayers can allow for individualy negotiated tax burdens, which obscures the impact of the system on
the taxpayer. Where it is not clear that administrative practices are available to all taxpayers that are in
similar circumstances, this may lead to alack of transparency.

137. If the rules as applied in practice deviate from the TP Guidelines, this may have an impact on
transparency as the relevant information on the intra-group transactions is unlikely to be readily available.
Thisissue may be overcome if the jurisdiction of the preferential regime is nevertheless able and willing to
obtain that information in practice and to exchange it (see sub-section below).

4. Exchange of information

138. Exchange of information is important in the context of transfer pricing to enable tax authorities
to assess whether MNEs overstate their profits in entities enjoying the benefits of a preferential regime.

139. In cases where a regime provides for an effective low rate of taxation, MNEs will have an
incentive to shift profit into entities benefiting from that regime. The most likely way in which this may be
achieved is through transfer pricing. Improperly shifting profit into the low tax regime by means of
transfer pricing will, of course, be at the expense of another jurisdiction. Without effective exchange of
information about relevant intra-group transactions, it may be difficult for the treaty partner to use its
transfer pricing rulesto protect its own tax base.

140. Difficulties are likely to arise in two main areas. First, the tax authority wishing to invoke its
transfer pricing legislation may need sufficient information, for example on the beneficial ownership of
shares, to determine whether the enterprise located in the preferential regime is an associated enterprise so
that transfer pricing legidation can be applied. Second, information may be needed to be able to evaluate
whether a transaction with an enterprise benefiting from the preferential regime reflects the arm’s length
principle. For example, where an insurance premium is paid to an associated enterprise subject to a
preferential regime, information may be needed as to the ability of the associated enterprise to meet any
insurance claim.

5. Conclusion on administration of transfer pricing rules and practices

141. In the context of regimes with transfer pricing aspects, the guidance in the box below should be
used to assess those regimes in relation to the administration of transfer pricing rules and practices.
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General Guidance on administrative aspects

The preferential regime that is not administered in a manner consistent with the TP Guidelines may result
in areduction of the tax base and therefore alow or no effective tax rate.

In particular, the following features may produce such an effect:

Regimes that are not based on the analysis necessary to ensure that the method used provides areliable
estimation of an arm’ s length price consistent with the TP Guidelines.

Regimes that are not based on the analysis necessary to ensure that the method employed to determine
an arm's length transfer price is applied in a manner consistent with the TP Guidelines and in
accordance with the arm’ s length principle.

Regimes where taxpayers returns are not audited in sufficient depth (or at all) and with sufficient
frequency to ensure that a reliable method is used and that it is applied in the manner specified in the
Guidelines.

Where, for whatever reason, the administrative aspects result in a low effective tax rate, the following
administrative features are likely to implicate the other key factors:

Thering fencing criterion is likely to be implicated if the transfer pricing rules are administered in-such
a way that the benefits that derive from the application of transfer pricing rules are explicitly or
implicitly denied to domestically-owned enterprises and/or are administered in such a way that
transactions with associated enterprises abroad result in a lower effective tax rate on those transactions
as compared to comparable domestic transactions.

The transparency criterion is likely to be implicated if the transfer pricing rules are not clear and are not
publicly available.

Thetransparency criterion islikely to be implicated if the transfer pricing rules are not administered in a
consistent fashion with respect to similarly situated taxpayers.

The transparency criterion is likely to be implicated if the information required to verify compliance
with the arm’s length principle, as described in the TP Guidelines, is not available to the country
providing the preferential regime.

The transparency criterion is likely to be implicated if there are inadequate documentation requirements
or information powers that can be applied to identify the intra-group transactions that fall within the
regime and to obtain the information necessary to verify that the transfer pricing of those transactionsis
in accordance with the arm’ s length principle.

The effective exchange of information criterion is likely to be implicated if relevant information on
intra-group transactions is not available for exchange in response to a valid request from another tax
administration.

The transparency criterion is likely to be implicated if relevant information on the ownership of an
enterprise is not available to the country providing the regime so it cannot be readily determined
whether, and to what extent, the enterprise has associated enterprises in other countries.

The exchange of information criterion is likely to be implicated if information is not exchanged in those
cases where the requested state does not need for the information for its own tax purposes.
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d) Advancetransfer pricing rulings and advance pricing arrangements (APAS)

142 The genera guidance in this Chapter, for example on the application of transfer pricing methods,
should be applied to transfer pricing issues that are the subject of an advance transfer pricing ruling or an
APA. That should ensure that advance transfer pricing rulings or APAs cannot be applied in a manner that
would lead to a lowering of the tax base. Matters specificaly related to rulings and APAs and to the other
key factorsin the 1998 Report are dealt with in Chapter V.

D. Specific guidance for generic categories of regime

143. Transfer pricing is of more relevance to particular categories of regimes than to others because of
the greater incidence of intra-group transactions in some categories of regimes. The discussion below
considers those regimes where transfer pricing is of particular relevance. However, the guidance in this
Chapter should be followed for any regime where intra-group transactions may occur.

i) Regimes containing no specific transfer pricing provisions

144, Many of the regimes that have been identified as potentially harmful contain no specific
provision concerning transfer pricing, for example banking and insurance regimes. For the mgjority of
these, the low or no effective tax rate is effected by an explicitly low rate of tax rather than an artificia
definition of the tax base. For these regimes, where intra-group transactions are involved, for the most part
the country’s general transfer pricing rules apply in the same way as they do to transactions outside the
regimein question. In such cases, the general guidance in this Chapter should apply. In such cases, MNEs
will have an incentive to overstate profits in the regime’s jurisdiction, often by means of transfer pricing.
Alternatively, where the regime is contained in a PE, companies will have an incentive to over-allocate
profit to that PE where the profits of the PE are exempted by the country of the head office. In both cases,
it is important in particular that the guidance concerning exchange of information in this Chapter is
adhered to in order to alow other countries to use their transfer pricing regimes to protect their own tax
bases.

i) Regimes containing specific transfer pricing provisions

145. A number of regimes contain specific rules concerning the pricing of intra-group transactions.
These may be adaptations of the general transfer pricing rules or specific rules unique to the regime. In
some instances the regime is implemented through rulings. The rulings aspects of such regimes are dealt
with in Chapter V. The rest of this Chapter looks in detail at categories of regimes where transfer pricing
issues are particularly important and provides supplementary guidance to that already contained in
section C.

a) Regimesthat apply some type of cost plus method

146. A number of regimes define the tax base of a participating entity by means of atype of cost plus
method. Thisis true of many of the headquarters, distribution centre and service centre regimes, but also
applies to particular financing and leasing regimes and rulings on foreign sales corporations. In all these
cases, the preferential regime stipulates a method for determining the tax base of the participating entity.
This is a transfer pricing issue because the stipulated method determines the tax base of entities that
conduct transactions with associated enterprises. Thereis a potentia, if not a likelihood, that the tax base
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determined by the stipulated method will differ from that which would have been the case had the arm’'s
length principle been applied in accordance with the TP Guidelines. If the stipulated method produces a
lower tax base than would a proper application of the arm’s length principle, then there will be alow or no
effective tax rate by reason of afailure to apply international transfer pricing standards.

147. A number of issues arise that have already been discussed in general in section C (ii)(a) above.
The firgt issue that arises is whether a cost plus method is the appropriate method to use in the given
circumstances of each of the entities participating in the regime. The TP Guidelines advise that a CUP is
the most direct and thus reliable method of ascertaining an arm’s length price. Only if such a direct
method is not available should a gross margin method such as cost plus be employed.

148. The second issue concerns the costs to be marked up. In some cases, the cost base includes all
costs. In other cases specified costs are excluded from the cost base. In general, the TP Guidelines
envisage the method to apply a mark-up to the direct and indirect costs of production, thus producing a
gross margin from which operating expenses are deducted to arrive at the net margin. However, the TP
Guidelines recognise that because of the variations in accounting practice among countries, it is difficult to
draw any precise lines between the three categories of costs (direct and indirect costs and operating
EXpenses).

149. The third issue concerns the mark-up to be applied. Some regimes specify the mark-up or range
of mark-ups to be applied. The TP Guidelines make it clear that the mark-up to be applied should be based
on those earned in comparable uncontrolled transactions. “The cost plus mark-up of the supplier in the
controlled transaction should ideally be established by reference to the cost plus mark-up that the same
supplier earns in comparable uncontrolled transactions. In addition, the cost plus mark-up that would have
been earned in comparable transactions by an independent enterprise may serve as a guide.” (Paragraph
2.33).

Conclusion on cost plus methods

150. In the context of regimes with transfer pricing aspects, the guidance in the box below should be
used to assess those regimes in relation to the use of cost plus methods.

The following feature may result in areduction of the tax base, and therefore alow or no effective tax rate:

* A cost plus method that is not based on the guidance in the TP Guidelines on selection of methods and
the application of the cost plus method.

The following features may produce such an effect:

* A cost plus regime that is not based upon the anaysis consistent with the TP Guidelines that is
necessary to ensure that a comparable uncontrolled price is unavailable.

*  Where the regime does not require taxpayers to compute the cost base in accordance with the TP
Guidelines. This means that in general al the direct and indirect costs of production should be included
in the cost base to be marked up.

» Where the level of mark up is not ascertained on a case-by-case basis nor derived from the level of
mark up that would be earned in comparable uncontrolled transactions.

»  Where a specified mark up, or a range of mark ups, is not ascertained in accordance with the genera
standards for safe harbours described above.




b) Regimesthat apply some type of resale price method

151 The conclusions described above for the application of a cost plus method apply, with the
necessary modifications, to the application of types of resale price methods.

c) Regimesallowing a downward transfer pricing adjustment

152. A number of preferential regimes identified as potentially harmful in the 2000 Report allow
negative as well as positive adjustments to the profit recorded in the accounts in order to arrive at the
taxable profit. Thisistrue of particular headquarters, distribution centre and service centre regimes as well
as rulings on informal capital. In such cases, if the measure of profit for taxation purposes, as computed
according to the rules of the regime, is less than the profit recorded in the accounts, then the former is
taken as the tax base. This contrasts with common transfer pricing practice, which frequently allows the
transfer pricing rules to make only positive adjustments to accounting profit, except where a corresponding
downward adjustment is required to avoid double taxation under the mutual agreement procedure of an
applicable tax treaty. That is, if the measure of profit according to the application of the transfer pricing
rules is less than the accounts measure, then no adjustment to the latter is made in order to arrive at the
profit for taxation purposes.

153. A regime that provides for negative adjustments to profit has the potential to result in no or low
taxation and MNEs will have an incentive to shift profits, through their transfer pricing practices, into the
regime. This incentive exists where the downward adjustment is predictable, for example where it is part
of aruling or other administrative practice. In such cases, effective exchange of information is particularly
important in order to give other countries the opportunity to apply their transfer pricing rules. In many
cases the affected country will not be able to determine that such an adjustment has been made because, for
example the adjustment is made in a domestic tax computation without being reflected in an enterprise's
accounts or it is made retrospectively.

154. Thus, where a downward adjustment occurs as part of a ruling or other administrative practice,
the guidance on spontaneous exchange provided in the Chapter on rulings applies.

155. It isrecaled that spontaneous exchange regarding downward adjustments on a case-by-case basis
is an appropriate and useful practice. See, for example, Article 7 of the OECD-Council of Europe
Convention on Mutual Administrative Assistancein Tax Matters.

d) Regimesthat determinea“turn” or “ spread” for intra-group intermediary activities

156. These regimes generally apply to companies that both pay and receive items such as royalties,
management fees and interest in the course of performing an intra-group intermediary activity. Problems
may arise in two respects. Thefirst isthat the method prescribed by the regime does not provide areliable
estimation of an arm’s length price consistent with the TP Guidelines (see section C(ii)(a) concerning the
selection of transfer pricing methods). The second is where, in the application of the method, the rules do
not attempt to determine the arm’s length price for the payments made or received but instead specify the
profit to be earned in the form of a“turn” or a“spread”. A regime may determine that the profit should be
a“turn” comprising a certain percentage of the royalties or management fees involved in the intermediary
activity or may determine the profit as a“ spread” between interest paid and interest charged in the context
of an intra-group financing activity. For example, a group finance company may borrow from an
associated enterprise at 5.0 % and relend the same amount to ancther group company. The regime might
specify an acceptable reward for such activities (a“spread”) of 0.2%. In this case, the acceptable interest
rate on the loan made to the group company would be determined under the regime to be 5.2%.
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157. Particular issues arise where the “turn” or “spread” is fixed or is determined according to a
predetermined dliding scale based on the amount of royalties, management fees or loans involved in the
intermediary activity. This raises similar issues to that already described in connection with the use of
methods that use predetermined margins or range of margins (section C(ii)(a) and with the use of safe
harbours (section C(ii)(b)). Such regimes are unlikely to result in an arm’s length result where the
royalties, management fees or intra-group interest are not priced on arm’s length terms or where the “turn”
or spread” does not reflect the functions performed, assets used and risks assumed in the performance of
the intra-group intermediary activity.

Conclusion on regimes that determine a“turn” or “spread” for intra-group intermediary activities

158. In the context of regimes with transfer pricing aspects, the guidance in the box below should be
used to assess those regimes that use a“turn” or a“spread” for intra-group activities.

The following features of aregime that applies a“turn” or a*“sp