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PART A 
 

Question 1 
 
Candidates should include a discussion of the  general allocation rules regarding dividends in 
the OECD MTC 2017; a brief discussion of the concept of dividends and the extent to which 
the term has an international meaning should also be included; and some of the special 
considerations that apply in relation to the taxation of dividends. 
 
These are fleshed out a little below: 
 
General Allocation Rules 

Dividends paid by a company resident in State A to a resident of State B – may be taxed in 
State B (i.e. the resident state of the person receiving the dividend). However, State A is also 
entitled to tax said dividends according to its domestic laws: Art.10(2). State A’s entitlement to 
tax the dividends is restricted where the State B resident is the beneficial owner (BO) of the 
dividends. State A’s right to tax the dividends is restricted to either (i) 5% of the gross dividends 
(where the BO is a State B company that holds 25% of more of the capital of the State A 
company throughout a period of 365 days (including the date of payment) or (ii) 15% in all other 
cases. (Art.10(2)). The 365-day period constitutes a “minimum holding period”. 

Art. 10 also considers the situation where a State B company resident has a permanent 
establishment (PE) in State A and the holding in respect of which the dividends are distributed 
is effectively connected with its PE (i.e. economic ownership of the holding sits with the PE). In 
such a case, Art.7 applies (see, Art.10(4)). Art.10(1) and (2) are overridden by Art.7 where the 
BO of State B:  

• Carries on business in State A 
• Has a PE in State A   
• The holding in respect of which the dividends it is paid are effectively connected with 

the PE in State A. Accordingly, Art.7 will apply and State A (as the state of source) will 
have the right to tax all dividends in these conditions. See Art.10(4). 

Art.10(5): the general rule is that extra-territorial taxation of dividends is not permitted (i.e State 
A cannot tax the distributed profits of a company resident in State B where [----] B’s (as a non-
resident of State A)  profits are derived in State A and are distributed to a resident of another 
state (i.e. not  State B).  In other words, Article 10(5) prevents State A from taxing dividends 
unless the payer or the payee is resident in State B (Baker, 2003) that is where the (deemed) 
recipient is resident in a third state (Haslehner, 2015). Furthermore, State A may not tax State 
B company’s undistributed profits even if the dividends paid or undistributed profits consist 
wholly/partly of profits or income arising in such other state (State A). Consequently, the 
taxation by State A of the undistributed profits of a State B resident company is prevented 
(Baker, 2003).  

There are however to two exceptions to the above contemplated by Article 10(5):   

Part 1 

State A may tax the dividends of State B company to the extent the dividends are paid to a 
State A resident  

Part 2 

State A may tax the dividends of State B company to the extent that the holding in respect of 
which the dividends are paid is effectively connected with a PE in State A.  

See decision of 2 September 1992, (1992), Vakstudie Nieuws 3,407 where the Dutch Hoge 
Raad held that a WHT on a dividend was prohibited under the Netherlands / USA DTA. The 
circumstances involved a company incorporated under Dutch law that was managed and 
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controlled in Ireland but with no activities in the Netherlands, paying a dividend to its US parent 
(Baker, 2003).   

The Nature of Dividends  

Art.10(3) defines dividends. There is no internationally agreed definition of dividends. As part 
of the revision of the 1963 MTC, it was concluded that due to differences in both company and 
tax rules across countries, it would not be possible to adopt an international definition of 
dividends. Generally, however, dividends comprise the distribution of profits to the 
shareholders of companies limited by shares, limited partnerships with share capital, limited 
liability or other joint stock companies (Art.10 Commentary [1]). However, given the great 
differences in the tax systems of countries, it is impossible to define dividends fully and 
exhaustively and the Article 10(3) wording is described as a mere list of examples found in the 
majority of members’ countries’ regimes. Accordingly, it is open to countries to negotiate a 
precise definition. Therefore, dividends can include various payments such as bonus shares 
and certain payments of interest on loans: Art.10(3) Commentary [24]-[29].  

Special considerations include   

Economic Double Taxation (EDT): the extent to which the international tax framework 
recognises the tax paid at the company level when considering the tax position of the 
company’s shareholders, there are a number of different domestic law approaches to the 
potential for EDT that may occur when a company distributes post-tax profits to shareholders 
that have a full tax liability when deriving those dividends. These include: 

Part 1 

Classical Systems. The view of the CFA is that where domestic law leaves EDT unrelieved, it 
is acceptable for it to remain unrelieved at the international level in the sense that WHT tax 
rates under a relevant DTA should not be (further) reduced.   

Part 2 

Split-Rate systems.  Countries charging a higher tax rate on retained profits and a lower rate 
on distributed profits. The CFA considered permitting a state (State A) with such a system to:  

• Levy more than the maximum WHT rate on dividends (i.e. 15%) paid to an 
individual who is the resident of a state that uses a classical system (State B) but that 

• The excess (i.e. the amount in excess of 15%) would not be creditable against the tax 
payable in State B. The CFA ultimately decided against this system.  

Part 3 

 Imputation systems. Countries charging the company the same rate of tax whether profits are 
distributed or not but crediting the individual taxpayer with a credit to represent some or all of 
the tax paid by the company on the relevant distribution. Generally, relief is provided at the 
resident level only and in respect of shares in domestic companies. In some instances, states 
agree to extend the credit to shareholders resident in the other state (usually on a reciprocal 
basis but there are cases of unilateral availability) (Art.10 Commentary [49]).  

Part 4 

Participation Exemption Regimes: traditionally used by European countries but in recent years 
Australia, Japan and the UK have adopted such regimes.  More recently Belgium (2018) 
introduced a full participation regime and the USA (Tax Cuts and Jobs Act s 245A) introduced 
a participation regime for US taxpayers that have at least a 10% holding in a relevant foreign 
company (certain controlled foreign companies) for a period of one year before the divided is 
paid (exceptions exist for hybrid dividends that are deductible at source). Design features of a 
participation exemption are likely to include:  

• Level of share ownership necessary for exemption to apply;  
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• Nature of the income earned by the foreign company out of which the dividends are 
paid. 

• Amount of foreign tax on the foreign income earned.   

Treaty Shopping / Tax Avoidance  

Examples of country responses to the risk of tax avoidance involving dividend payments are 
summarised below:  

Beneficial Owner (BO): the term was added to clarify the meaning of “paid [...] to a resident” 
and in order to ensure that the source state did not give up its taxing rights solely because a 
dividend was paid to a person resident in a country with whom the source state has a DTA. BO 
is not used in a narrow domestic law technical sense rather in its context, in light of the objects 
and purposes of the DTA. [12.1].  

CFC rules. Many countries have introduced these in order to ensure that foreign dividends 
derived by their residents are taxed in a manner that is consistent with their policy objectives - 
resident shareholders are subject to tax on certain profits derived by a CFC. Such rules are 
fairly commonplace and used by countries that exempt foreign dividends (resulting in effective 
removal of exemption) and are also used by those countries that provide a direct/indirect credit 
on foreign dividends (resulting in a limitation of the benefit of tax deferral). The OECD MTC is 
clear that these types of rule are not contrary to the provisions of the MTC (Commentary on 
Article 1(3), [81]).  

Minimum Holding Periods: seek to defeat participation exemption shopping (where income is 
re-routed via a holding company that is located in an advantageous participation exemption 
regime) These regimes are increasingly subject to minimum holding periods e.g. see Article 
10(2).  

Conclusion  

General observations include:  

• The practical need for shared taxing rights of dividends (Art.10(1) Commentary [6] and 
[5];  

• EDT is generally considered to be relievable at the domestic level (although relevant 
to EU law, it is of interest that the Italian Supreme Court (in Case 32255/2018 
(13/12/18)) effectively distinguished between EDT and Juridical Double Taxation and 
provided no relief was required under the Parent Subsidiary Directive as no JDT had 
occurred) 

• Changes introduced in the OECD MTC 2017 and as part of the implementation of the 
BEPS Actions: (i) Art.29, which denies any treaty benefits and applies at the time that 
dividends are paid as this is the time that a treaty benefit is considered to be available 
[--] (Commentary on Article 29, [9]) and (ii) Article 10(2) that introduced a minimum 
holding period of 365 days as an additional condition of accessing the lower rate of 
WHT tax). 

• The need for anti-avoidance provisions (e.g. beneficial ownership and CFC rules) at 
the DTA / domestic law level to ensure that the benefits of the relevant treaty are only 
afforded to the intended recipients and by so doing supporting the OECD MTC’s 
approach to the relief of juridical double taxation [--]; (e) in terms of juridical double 
taxation, the allocation provisions in Article 10 provide mechanisms for supporting the 
general allocation rules in Article 10(1) and (2) as well as imposing limits on taxing 
rights established by other provisions (i.e. Articles 7 and 21). See Article 10(5).  
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Question 2 

This question requires candidates to consider the work and general effectiveness of the 
OECD/G20 in the BEPS area. Whilst candidates are not required to be familiar with the quoted 
study, they should be able to  

• Highlight the key features of the BEPS Actions  
• Articulate the extent to which BEPS implementation has been successful at a general 

level. There is also scope for country practice to be included but the focus should be 
on general themes that may impede or facilitate consistent and widespread 
implementation of the BEPS recommendations.   

Introduction  

The BEPS package provides 15 Action items designed to equip governments with both 
domestic and international instruments to tackle BEPS problems. Jurisdictions do not operate 
in similar political, social or economic climates and each varies according to the level of 
involvement in global tax policies and sophistication in their ability to implement global 
recommendations. Whilst the BEPS project began at the behest of the G20, and so involved 
both OECD and non-OECD countries from the outset, it was not until 2016 and the introduction 
of the Inclusive Framework that countries outside of these groupings could join on an equal 
footing.   

The Inclusive Framework focuses on the implementation of the BEPS minimum standards: 
harmful tax practices, tax treaty abuse, Country-by-Country Reporting (CbCR) requirements for 
transfer pricing, and improvements in cross-border tax dispute resolution. Each standard is 
subject to peer review to ensure timely and accurate implementation. It is unsurprising that 
there is now a lot of centralised data in these areas. BEPS has dominated the international tax 
scene since its inception and whilst many of its recommendations have been acted upon, there 
are still many instances of inconsistent implementation, interest but no implementation, and 
unilateral action at the domestic level in areas that fall within the BEPS remit.  

Engagement with BEPS Programme: As noted above, there are a number of ways to approach 
this question and studies are beginning to draw on the available data to make some initial 
conclusions about the relative reach or otherwise of the BEPS Actions across various 
jurisdictions. The study of Sadiq, Sawyer, and McCredie, 2019 provides a fairly recent survey 
of the following countries to the BEPS Actions: Australia, Canada, China, Hong Kong, India, 
Indonesia, Japan, Korea, Malaysia, the Netherlands, New Zealand, Nigeria, Philippines, 
Singapore, South Africa, Thailand, the UK, the US and Vietnam. Australia is reported as the 
most engaged with the BEPS programme and the Philippines is the least engaged.  Sadiq, 
Sawyer, and McCredie, 2019 also demonstrate that the level of engagement is generally 
dependent on the level of development, with developing nations scoring on average 21 and 
developed nations 36. Scores were based on the extent to which a country’s legislation 
implemented the relevant BEPS measure / Action / Minimum Standard (ranging from sufficient 
implementation (4) to no action (0)). These results could be the result of the lack of involvement 
of developing jurisdictions in the initial design of the BEPS programme, but are also cited as 
potentially being due to the lack of sophistication in the tax regimes of developing jurisdictions. 
In either case, it would appear that the OECD has much work to do to facilitate the cohesive 
global adoption of the BEPS programme.   

In a separate study, China is reported by Avi Yonah and Xu (2018) to have actively participated 
in both developing and implementing the BEPS project. China’s tax base has been reported to 
have been seriously eroded by aggressive international tax planning. In the post-BEPS era, 
there is an expectation that China will implement the BEPS project in a more consistent and 
coherent way, and will take whatever measures are necessary to guarantee the successful 
implementation of the BEPS package in collaboration with the global community. Supporting 
this view is the fact that the State Administration of Taxation has quickly translated many 
minimum standards and recommendations of the BEPS project into domestic regulations. 
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Implementation 

Candidates should consider at a more specific level, the extent to which countries have 
implemented the various Actions. There are many examples that candidates could reference 
and these may include a brief discussion relating to the implementation of:  

Multilateral Instrument to Implement BEPS Related Measures: As at late September 2018, 84 
signatories covering 86 countries had signed the MLI. 2,500 treaties have been listed and more 
than 1,200 treaties now constitute “covered tax agreements”. The MLI entered into force on 1 
July 2018. Given that any and all countries may sign the MLI, it is predicted that the number of 
signatories will continue to increase.  Whilst many jurisdictions are signatories to the MLI (with 
the US as the most notable exception), actual engagement with Action 15 among surveyed 
jurisdictions is only moderate, with 58% of countries remaining inactive. Notably, 90% of these 
inactive jurisdictions are developing jurisdictions. The United States, consistent with its 
response to Action 12, has ‘not indicated any intention to modify the US model convention to 
conform to the multilateral instrument released by the OECD’.  Most other jurisdictions (China, 
Hong Kong, Korea, Malaysia, the Netherlands, New Zealand, Nigeria and South Africa) have 
expressed their intention to ‘adopt as many MLI provisions as possible’. See Sadiq, Sawyer, 
and McCredie, 2019 and the reference to a New Zealand Survey.  

Unilateral measures 

A few jurisdictions have adopted unilateral measures to address tax avoidance in response to 
the BEPS programme. This unilateral approach has raised concerns about the potential to 
undermine the consensus-based framework of the OECD project.  Administrative measures 
include:  

• Increased staffing  
• Resources and dedicated transfer pricing and exchange of information (EoI) units 
• Regulation regarding dividends and tax treaties  
• Amendments to municipal legislation.  

Transparency measures  

China has adopted new general anti-avoidance rules (GAARs) and guidance, Hong Kong and 
Japan have enacted provisions for the automatic exchange of financial account information 
(AEOI) in tax matters, India has instituted the Black Money Act and architecture for secure and 
rapid AEOI, Indonesia has converted its tax law number 9 to provide a legal basis to access 
local and foreign customer data, and the UK has facilitated international collaboration on the 
AEOI, tax administration and avoidance. Australia has introduced tax transparency laws that 
require the Australian Taxation Office to publicly disclose tax information of public and private 
companies and a tax transparency code that encourages the disclosure of tax and accounting 
information of businesses. Anti-avoidance measures: Australia has enacted the multinational 
anti-avoidance law (MAAL) and a diverted profit tax (DPT) to ensure multinational companies 
pay a fair share of tax on profits earned in Australia. China is monitoring offshore payments, 
Indonesia is focused on base erosion through debt, Nigeria is developing personal and 
company anti-avoidance rules and the UK has implemented a DP. 

Conclusion 

There is a perceived disconnect between policy level commitment and implementation in some 
instances. Sadiq, Sawyer and McCredie, 2019 highlight that some countries appear to be 
unaware that joining the Inclusive Framework requires a commitment to the implementation of 
the four minimum standards. Countries must decide whether to sign the MLI and which DTAs 
should become covered tax agreements as well as to determine which measures are most 
suitable for each country based on their own specific situation and this will necessarily result in 
inconsistent adoption and implementation of the BEPS Actions.  Countries expressing views 
on BEPS are reported to have given more priority to the implementation of BEPS Actions 4 
(Limiting Base Erosion Involving Interest Deductions and Other Financial Payments), 8-10 
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(Aligning Transfer Pricing Outcomes with Value Creation) and 13 (Guidance on Transfer Pricing 
Documentation), and most effort seems to be devoted to CbCR. Such practice results in the 
inconsistent implementation of the standards and recommendations across the various Actions. 
It is recognised that Action 14 is the most controversial for developing countries and their ability 
to meet the requirements imposed. Mandatory binding arbitration (MBA) may be agreed to 
under the MLI but it is noted that of the five countries that have agreed to MBA, developed 
countries appear to have engaged more with the process of implementing MBA. There is a view 
that the answers on exchange of information, CbCR, concerns with sophisticated financial 
instruments, intangibles etc. are mostly the kind of answers that developed countries want - 
those are the most pressing issues for them (See, Rocha and Christians, 2016). It is also 
perhaps no surprise that countries have unilaterally implemented rules at the domestic level 
that they consider necessary and to be in their best interests for so to do is a clear sign of a 
country’s sovereignty and tax rules sit at the very heart of that concept.   
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Question 3 

This question requires candidates to consider: the relation between tax jurisdiction and 
efficiency; the various forms of tax neutrality discussed in the literature; and also the extent to 
which these forms of neutrality continue to be relevant in the BEPS context.   

Introduction 

Tax neutrality is a broad concept that is often defined in contradictory ways. In 1998, the OECD 
formulated the Ottawa principles of taxation with “neutrality” as a central principle (Burgers and 
Mosquera, 2017). In the international context several forms of neutrality are referenced.  Capital 
Export Neutrality (“CEN”) focuses on investment by the particular person and requires residents 
who invest in a foreign market (the capital exporters) to be treated the same as those who 
invest at home. Accordingly, CEN stresses the importance of neutrality in the country of 
residence. Musgrave, 1969 considers that CEN ensures that businesses structure their 
activities on the basis of their relative cost. Vogel, 1988 criticises this view and considers that 
CEN discriminates against countries with low rates of tax and does not respect source-state 
sovereignty. CEN is considered to promote investment efficiency but distort savings decisions. 
Musgrave, 1969 notes that a full credit for foreign tax coupled with a residence system will 
create CEN. Capital Import Neutrality (“CIN”) focuses upon and is generally connected with 
territorial systems of taxation. CIN is considered to promote the efficient allocation of savings 
but distort investment decisions. CIN can be achieved whether a worldwide or territorial system 
is used. CIN has been described by Knoll, 2011 as being interpreted in more than one way:   

• As Capital Ownership Neutrality (“CON”) that focuses on the ownership of assets as 
owners are considered to be better able to run certain types of companies and generate 
a higher return. CON suggests that the tax system should strive for the same result 
whether assets are owned at home or abroad, i.e. tax rules do not distort the ownership 
of assets, and   

• As “savings neutrality” in which territorial taxation will not distort the consumption-
savings decisions of investors across countries.  

CEN, CIN and CON have all been described as focussing on the advancement of global 
welfare. However, Shaviro, 2002 considers that due to fear of retaliation, those implementing 
global welfare are nevertheless motivated by national welfare concerns.  National Ownership 
Neutrality (“NON”) occurs when all activities within the national area are taxed alike whether 
the investment is by domestic or foreign persons. Foreign income is exempted irrespective of 
what other countries do. The idea is that there is no reduction in domestic revenue due to 
outbound investment as there is an increase in foreign investment.  Global Portfolio Neutrality 
(“GPN”) GPN seeks to impose the same tax rate on: domestic and foreign investment income 
for outbound foreign portfolio income and foreign portfolio investors that they face at home for 
inbound investor. 

GPN explicitly addresses national welfare maximization and is derived from a framework that 
emphasizes risk considerations and portfolio diversification as central motivations for FPI. This 
principle is violated in practice frequently, particularly with respect to tax-exempt entities. 
Possible remedies are proposed including reciprocal recognition of tax-exempt status and the 
implementation of refundable or tradable foreign tax credits. (Desai, 2009). Market neutrality 
has been invoked in order to assess the impact of tax rules on the economy of consumer market 
countries such that if two firms compete with each other in the same market, they should face 
the same overall effective tax rates on their investments.  
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BEPS and Neutrality 

The approach to the digital economy has thrown up a number of different considerations in 
relation to the treatment of this sector at the international level. One of these is neutrality and 
so now the international tax framework incorporates a different kind of neutrality consideration 
in relation the digital economy. Some countries are enacting their own rules (such as India with 
the “equalization levy” on foreign companies for specific digital services and facilities) that seek 
to achieve tax neutrality between multinational and domestic businesses as well as between 
digital and non-digital businesses.  An October 2019 OECD publication (not expected to be 
included in candidates’ answers: the Secretariat Proposal) includes a description of a new 
nexus concept that is not dependent on physical presence and is largely based on sales that 
would be separate from the existing PE concept. The proposed nexus would be based upon a 
revenue threshold, which could be adjusted depending on the size of the market jurisdiction 
and should take into account certain activities, such as online advertising services that are 
directed to non-paying users in the relevant jurisdictions (even though the revenue related to 
such activity may be recorded elsewhere). The revenue threshold incorporates a neutrality 
dimension vis-à-vis different business models by applying to groups that sell in a market through 
a distributor (whether a related or unrelated local entity) and so capturing all forms of remote 
involvement in the economy of a market jurisdiction.  

There is also a view that the focus on “value creation” in the BEPS project is shifting the taxation 
to capital exporting countries as these are often the countries in which the “value creation” takes 
place and, in the same vain as “economic allegiance” and “neutrality”, provides a very narrow 
justification for allocating taxing jurisdiction (Rocha and Christians, 2016).   

Conclusion  

There is no full support for any one of the above-mentioned “neutralities” as there is no 
consensus as to optimal policy in this area. The attempt at agreeing on any one policy has 
proved so futile an endeavour that it has led to Shaviro referencing the desire to adopt one 
method as the “battle of the acronyms”. The IMF has recently stated that it is impossible to 
ensure the co-existence of all forms of neutrality without fully harmonized tax systems (or at the 
very least rates), and failing that, there are no clear-cut results on the relative importance of 
each. (IMF, Marc 2019). However, some authors consider that it is possible for some 
combinations of neutrality to co-exist without harmonizing tax rates (e.g. Knoll, 2011 who 
considers that CEN and CON are capable of co-existing when CIN is interpreted as not being 
a manifestation of savings neutrality). Others have cited the harmonization of tax rates as a 
way of ensuring co-existence of CEN and CIN (Horst, 1980).   

More recently, the focus of policy in the international tax space has opened up and shifted 
towards discussions about issues such as revenue generation, co-operation, and elimination 
of mismatches in countries’ tax rules, double non-taxation and tax fairness. It is therefore 
perhaps unsurprising that authors such Weisbach (2017)  (who considers that tax policy, 
particularly in the international tax context, requires balancing different potential distortions, 
which in turn requires  deadweight loss measures, not neutralities) and Dagan (2017) (who 
considers the focus on neutrality to have been misguided, complete neutrality unattainable, and 
partial neutrality highly unlikely) consider that in the absence of  a global decision-making 
process, countries should pursue policies that satisfy their own interests. The extent to which 
this is achievable against the background of BEPS will remain to be seen.   
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Question 4 

This question requires candidates to consider the concept of most-favoured-nation (MFN) as 
found in some non-discrimination (ND) provisions of some DTAs. MFN has been defined 
outside the tax context as “treatment accorded by the granting State to the beneficiary State, 
or to persons or things in a determined relationship with that State, not less favourable than 
treatment extended by the granting State to a third State or to persons or things in the same 
relationship with that third State.” (See Article 4.a, Draft Articles on MFN Clauses of the 
International Law Commission). MFN is one component of the principle of non-discrimination 
under international law (the other being national treatment). Interestingly, investment treaties 
specifically carve out the application of MFN clauses to DTAs (e.g. France–Libya Bilateral 
Investment Treaty (2004), Article 4).   

Introduction: Art.24(1) of the OECD MTC 2017 “establishes the principle that for purposes of 
taxation discrimination on the grounds of nationality is forbidden, and that, subject to reciprocity, 
the nationals of a Contracting State may not be less favourably treated in the other Contracting 
State than nationals of the latter State in the same circumstances.” A commonly held view is 
that MFN clauses are not found with much frequency in DTAs. Art.24 Commentary [2] states 
that Art.24 cannot be interpreted as requiring MFN. However, some commentators consider 
that these are not as uncommon as generally assumed (see Bammens citing Hofbauer, 2005 
who considers that most MFN clauses are mostly evidenced in DTAs between European 
countries or between a European and Asian country).  

The UN MTC article on non-discrimination is almost identical to Article 24 OECD MTC 2017 
(one minor difference is the referencing to a different paragraph number of Article 12) in Art. 
24(4) OECD and UN MTCs (Art. 12(4) OECD MTC is equivalent to 12(6) UN MTC).  

Discussion  

ND and MFN both involve the provision of foreigners/non-residents with a certain level of 
protection. The difference between ND and MFN is that ND involves a comparison with 
nationals/residents of the contracting states that are signatories to the relevant DTA, whereas 
MFN refers to third persons. Furthermore, given that DTAs are considered to be based on the 
principle of reciprocity in DTAs, MFN is generally considered inappropriate. Bilateral Investment 
Treaties (BITs) are closer than DTAs in being functionally multilateral because they contain an 
MFN clause and they have stronger dispute resolution mechanisms. If a source country 
changes its tax rules in a way that negatively impacts investors then that country can be forced 
into binding arbitration under the BIT (e.g. Vodafone and India).   

In Ericsson Telephone Corporation India AB v DDIT (ITA No. 893/Del/2016), the taxpayer 
brought an action against the Indian Revenue Authority based on their non-application of the 
terms of a Protocol to the India/Sweden DTA that contained an MFN clause. The case 
concerned the status of the Protocol (as opposed to the MFN) clause, but it was decided that 
the Protocol is to be considered as an integral part of the DTA and so the MFN needed to be 
considered by the Indian Revenue Authority.   

A recent example of a successful MFN claim was decided by the Dutch Supreme Court when 
it ruled in favour of a South African company claiming a refund of 5% Dutch dividend withholding 
tax based on the most favoured nation clause in the South Africa/Netherlands DTA. South 
Africa had concluded a DTA with Sweden that effectively exempted source state taxation of 
dividends and so this treatment should extend to the Dutch/South Africa DTA.  (January 18, 
2019, no. 17/04584, ECLI:NL:HR:2019:57.  

There are a considerable number of DTAs that include an MFN provision or include clauses 
that have similar consequences (e.g. Argentina/Belgium, Canada/Germany, Canada/USA).  
The IBFD has recorded 250 DTAs with MFN provisions. The consistency of MFN clauses with 
international tax law has been debated for some time. Whilst the OECD MTC 1997 (paras. 54-
55 of OECD MTC 1977 Commentary on Article 24 ) provided a reference to the fact that as 
there was no MFN clause within the MTC, it was clear MFN was not a clear rule of international 
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tax law, but when these paras. were removed from the Commentary to the OECD MTC 1992, 
some commentators began to question whether MFN clauses continue to be viewed as being 
inconsistent in principle with international tax norms (e.g. Radler and Geburtstaag (1997)). In 
support of the idea that MFN clauses are the exception rather than the norm, some 
commentators cite the fact that these clauses often only apply to certain aspects of international 
taxation (Hofbaeur, 2005).  

Conclusion 

MFN provision operates over time to create a de facto multilateral treaty without the negotiation 
of one (Avi Yonah and Xu, 2018). This has already been seen in bilateral investment treaties.   

The UN has recently considered the potential overlap of tax and non-tax treaties. It notes that 
with regards the MFN clause in non-tax treaties, there needs to be some exception, at least for 
tax treaties, to prevent 

• Investors being able to pick and choose the best treatment from all available tax 
treaties, without their country having made the concessions that led to better treatment 
in another area and  

• Investors choosing the treaty that is perhaps most out of date in countering tax 
avoidance and evasion.   

Whilst MFN is roundly rejected by the OECD as forming part of Article 24, there has been a 
suggestion that Art.24(5) requires that only MFN be adopted in relation to that sub-section 
(Haslehner, 2016): the idea is that resident taxpayers are protected against less favourable 
treatment due to the fact that some of its shareholders are resident in other contracting states. 
However, the more common view is that the reference to “similar enterprises” in Art. 24(5) is 
not a reference to enterprises partly owned by non-residents but to enterprises wholly owned 
by residents (Haslehner, 2016 referencing Avery Jones, et al. 1991) with the result that there 
is no disguised MFN clause contained within article 24(5).   

An interesting point to reflect upon is the extent to which a taxpayer resident in State A - with 
income in State B can rely on an MFN clause in a DTA between States A and B when State B 
has entered into a DTA with State C that contains more favourable terms – can the taxpayer 
rely upon a court decision in State A to require the State B tax authorities to apply those more 
favourable terms to its State B income. It would appear that in such a case it is likely that the 
most likely outcome is that the State A court decision would be binding upon State A and have 
merely persuasive value when it comes to State B.  
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Question 5 

The focus of this answer should be on the nature of residence rules for corporations and, 
specifically, on the nature of effective dual residence tie-breaker rules for corporations. This 
question requires candidates to communicate their knowledge of the recent changes made to 
the tie-breaker test in Art.4(3) away from “place of effective management” (POEM) and to track 
its evolution. Candidates should also discuss the significance of the corporate residence 
concept and the recent suggestions on how to improve the concept. Candidates might choose 
to discuss the quote in the context of debates around the need to justify the taxation of 
corporations or to ensure that sufficient tax revenue is collected from them. One aspect of 
sufficient tax collection involves appropriate nexus rules for the source of income and the 
residence of the relevant person.   

Candidates can note that the OECD’s view in relation to the suitability of a criterion for tie-
breaker residence tests is that “[a]s far as possible, the preference criterion must be of such a 
nature that there can be no question but that the person concerned will satisfy it in one State 
only, and at the same time it must reflect such an attachment that it is felt to be natural that the 
right to tax devolves upon that particular State.” Accordingly, candidates may wish to consider 
the suitability of the current and past tie-breaker tests in the OECD MTC and also the suitability 
of any proposed definitions of corporate residence in the literature. There is no need for 
candidates to be familiar with the work of any one particular author, but they should have an 
understanding and ideally demonstrate an awareness of the ongoing policy debate in the 
literature and at the government level around the most appropriate way to tax companies 
(including the residence test) and the reasons why companies are subjected to tax.  

History of Corporate Residence  

The concept of (corporate) residence has roots in other areas of law, such as civil, commercial 
and international private law. Initially, it was clear that the relevant law that would apply to a 
given corporation, as a separate legal entity, would be that of the country that granted that entity 
legal personality. The development of (corporate) income taxation throughout the 20th century 
then forced states to determine on what grounds and to what extent legal entities would be 
subject to tax and whether the exercise of sovereign taxing powers should be coordinated at 
the international level through specific agreements. Because the corporation is a legal fiction, 
an actual human being must ultimately bear the burden of the tax (Bank, 2010), it has been 
argued that attempts to define corporate residence should therefore be based upon the need 
for the burden to fall on the relevant group of individuals as opposed to being based on rules 
pertaining to the country that granted the company legal personality. Some of the attempts at 
a “functionalist” approach to corporate residence definitions are found below under the 
“literature” heading.  

Current tie-breaker test  

The OECD MTC 2017 changed the corporate residence tie-breaker test from POEM to a test 
that involves the competent authorities of the Contracting States (CSs) being required “to 
endeavour to determine by mutual agreement the CS of which such person shall be deemed 
to be a resident for the purposes of the Convention, having regard to its place of effective 
management, the place where it is incorporated or otherwise constituted and any other relevant 
factors.” Furthermore, where no such agreement exists, such person shall not be entitled to 
any relief or exemption from tax provided by the relevant Convention except to the extent and 
in such manner as may be agreed upon by the competent authorities of the CS (Art.4(3)). This 
change in tie-breaker test has also had knock-on effects for other provisions, such as Art.8, 
which previously used POEM, but now simply references “the state of the enterprise”.   

The reason for this change according to Art.4(3) Commentary [23] was a concern that POEM 
may have facilitated tax avoidance cases. It would appear that BEPS Action 6 was supportive 
of determining cases of dual residence on a case by case basis and this led to a revision of 
Art.4(3). However, there is also a view that POEM was difficult to apply consistently as a 
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concept across DTAs. When applying Art.4(3), relevant factors to be considered during the 
mutual agreement procedure include: “where the meetings of the person’s board of directors or 
equivalent body are usually held, where the chief executive officer and other senior executives 
usually carry on their activities, where the senior day-to-day management of the person is 
carried on, where the person’s headquarters are located, which country’s laws govern the legal 
status of the person, where its accounting records are kept, whether determining that the legal 
person is a resident of one of the Contracting States but not of the other for the purpose of the 
Convention would carry the risk of an improper use of the provisions of the Convention etc.” 
Countries may consider that the competent authorities should not be given the discretion to 
solve dual residence cases without an indication of the factors to be used for that purpose to 
supplement Art.4 by referring to these or other factors that they consider relevant. Given the 
reliance on MAP, it is necessary for students to reference and discuss, albeit briefly, the 
mechanics of Art.25.   

POEM: POEM was the tie-breaker test in the OECD MTC 2014. It was considered to be difficult 
to apply consistently across countries. This was held out as a reason for moving away from the 
POEM test. Examples of divergent country practice include:   

UK, Czech Republic and Belgium: place of central management and control.  

Austria and Germany: place of the operational, day to-day management.   

Belgium: the place where the board of administrators meet.  

Italy: the location of the main and substantial activity.   

Russia: relying on detailed legislation on the elements of the POEM while others, (e.g. UK and 
Austria) leave it to the courts to decide on a case-by-case basis.   

Other Tie-breaker Tests: Japan and Korea reserve their position with regards Art.4 and any 
other article that directly or indirectly references POEM. They wish to use “head or main office”. 
See Reservations on Art.4 [28]. The China/India DTA, 1995, Art.4(3) references “head office” 
as the relevant tie-breaker. The US reserves the right to use “place of incorporation” and failing 
that, to deny dual resident companies certain benefits under the Convention. See Reservations 
on Art.4 [31]. Estonia and Latvia reserve the right to include the place of incorporation or similar 
criterion in para.1. See Reservations on Art.4, [31]. The Chile/Australia DTA, 2010, provides 
that where a corporation is a resident of both CSs, the person shall not be entitled to any 
benefits provided by the Convention except that the provisions of Art.24 (non-discrimination) 
shall apply.   

Domestic Corporation Residence Tests  

The US provides a unique testing ground for corporate residence definitions due its focus on 
place of incorporation to the exclusion of other substance-based tests (reported as being by the 
only OECD 10 country without a substance element in its company residence test) and has 
experienced resident companies migrating in legal form to low-tax countries in part because of 
its residence test. Other jurisdictions that solely rely upon incorporation are: Argentina, Estonia, 
Greenland, Latvia, Lebanon, Lithuania. Macao, Montserrat, Russia, USA and Uruguay. Given 
that countries that use a formal test are in the minority, it follows that many countries either 
solely rely upon a facts and circumstances test (e.g. Cyprus, the Czech Republic and Malaysia) 
or rely upon a combination of both formal and facts and circumstance tests (e.g. New Zealand). 
Very few countries rely on tests that reference the location of the shareholders.  

Functional Approach to Corporate Residence 

The functional approach to corporate residence seeks to frame the corporate residence test 
with a function and asks the question why companies are subject to tax (when they are legal 
fictions) and what is hoped to be achieved by taxing such entities. It appears that functionalists 
such as Marian 2013 consider that it is necessary for corporation tax to attach itself to the 
intended individual and that corporation tax operates as a vehicle for such attachment. To this 
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end a number of functionalists base corporate residence tests on the residence of the 
shareholders. Several countries include the residence of shareholders as part of their corporate 
residence test (e.g. Australia). Some countries require a consideration of the residence of a 
company’s shareholders as part of a determination of whether a company’s POEM is in a 
particular jurisdiction (e.g. Greece considers where the majority of shareholders reside, and 
Aruba and the Netherlands consider the residence of shareholders more generally). Marian, 
2013 considers that the US should reform the way it defines “domestic” corporations for tax 
purposes by adopting a “functional approach” to corporate tax residence that more specifically 
is a two-pronged tax residence test: the place where the corporation’s securities are listed for 
public trading, or the place of the corporation’s central management and control. Peroni, 
Fleming and Shay 2016 argue for a worldwide taxation of corporations with a shareholder-
based definition of corporate residence. Taxing resident shareholders directly, while retaining 
a territorial corporate income tax as a means of taxing foreign individuals who indirectly derive 
income from domestic sources has support from Elkins, 2017.   

The above summarises a selection of the suggestions as to the most appropriate corporate 
residence test, both at the domestic and tax treaty level. Many of the more recent suggestions 
have focussed upon the way in which the corporation is viewed: as an entity separate to its 
shareholders (with the result that it is the tax revenue of the company that must be taxed in the 
hands of the company) and as an entity that is made up of its shareholders (reaching the 
“taxable capacity” of the company on the one hand or the company on the other was described 
as an unresolved question of “financial science” and noted by Seligman (1890) as “most 
unsatisfactory”).  

Collett, 2013, suggests a new tie-breaker test for companies that adopts a hierarchical structure 
akin to that of Art.4(2) for individuals: “Where by reason of the provisions of paragraph 1 a 
person other than an individual is a resident of both Contracting States, then its status shall be 
determined as follows:(a) it shall be deemed to be a resident only of the State with which its 
economic, cultural, political and legal relations are closer (centre of vital interests);(b) if the 
State in which it has its centre of vital interests cannot be determined, it shall be deemed to be 
a resident only of the State in which it habitually locates and manages its most significant 
functions, assets and risks; and (c) if its most significant functions, assets and risks are evenly 
divided between both States or are predominantly located in neither of them, it shall be deemed 
to be a resident only of the State in which it is incorporated.”  

Conclusion  

Despite its importance for tax purposes, the concept of residence finds its roots in other areas 
of law, such as civil and commercial law and international private law. (Traversa, 2018). There 
is a considerable amount of debate about the suitability of corporate residence tests that have 
been based on these non-tax areas of law and, in particular, the view that the need for corporate 
income taxation to have a rationale that is reflected in the design of any corporate tax regime 
(Bowler-Smith, 2013), a priori a corporate residence test (Marian, 2013) is gaining traction.  
Art.4(3) is not charged with dealing with stateless corporations, such as in the Apple case and, 
therefore, it cannot be criticised for not dealing with such scenarios. Article 4(3) becomes 
operative at the point that a company is determined to be tax resident according to the domestic 
laws of two signatories of a DTA. Until corporate residence tests can be relied upon to 
accurately reflect the sufficiency of connection a corporate entity has with a particular 
jurisdiction such that the jurisdiction may capture the right to tax its profits on a worldwide basis 
(subject to Article 5 and 7 OECD), it is probable that anti-avoidance tests such as “limitation of 
benefit” rules will continue to form a central part of the international tax framework and domestic 
legal regimes more generally. Ireland has recently announced it is to retain its 12.5% company 
tax rate, but to comply with the EU’s ATAD (Anti-tax Avoidance directive) it will introduce CFC 
rules and also a new ATAD compliant exit tax 
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PART B 
 

Question 6 

Candidates should first consider P’s residence status for the purposes of the Country S/T DTA 
(i.e. the OECD MTC 2017) and then apply the relevant provisions of the DTA in order to 
establish for each of the four sources of income whether Country T has the right to tax any or 
all of the amounts described.  

Residence  

P is a resident under the domestic tax rules of both S and T. Accordingly, it is necessary to 
determine which country is the residence state for the purposes of the DTA. As this follows the 
OECD MTC 2017, there is a need to consider whether P has a permanent home (PH) in either 
Country. It is fairly clear that P has a PH in Country S, but does he also have one in Country T 
as he has a room available to him, seemingly, at all times? There is no mention that P’s brother 
pays P any rent. In order to confirm whether P has a PH in Country T or not, it would be 
necessary to assess to what use the room is put when P is not staying there as there is a need 
for the relevant property to be “continuously available”. P’s other properties would be unlikely 
to constitute a PH as they are rented out on what appears to be an arm’s length basis and 
would not appear to be available for P’s use on a “continuous basis”. (Art.4(2)(a) Commentary 
[13]).   

Without this knowledge there is a possibility (albeit slim) that P may have a PH in Country T, 
and where there is a chance that P has a PH in both countries, it is necessary to consider 
whether P has a centre of vital interests (CVI) in either S or T. Although it is unclear whether P 
acquired properties first in T or S, it would appear P has retained his CVI in Country S (his 
family home, focal point of his life and one imagines his belongings are all also in Country S) 
notwithstanding the fact he may be considered to have a PH in Country T. (See Commentary 
[15]). Whilst it is likely that P’s CVI would be in Country S, there is minimal information about 
his connection with Country T. Where it is not possible to determine in which country P has his 
CVI, the “habitual abode” test should be examined. This test looks to the frequency of stays at 
all P’s various Country T properties as well as all other stays in Country T in order to assess 
whether P stays more frequently in either Country. On the basis of the available facts it would 
appear that P stays more frequently in Country S. The fact that P is a national of Country T is 
unlikely to arise as a relevant factor as it is highly probable that P will be found to be a resident 
of Country S for the purposes of the DTA without resorting to the nationality (or mutual 
agreement procedure) tie-breaker test. Accordingly, Country T will be the non-resident state in 
respect of the fact pattern above.  

Allocation of Taxing Rights  

Country T will need to know the extent to which it as the non-resident state for the purposes of 
the DTA, has the right to tax the various types of income that P is likely to derive from 
sponsorship fees, prize money and rent. Each of these amounts is looked at in turn, but first it 
is important to consider the scope of Article 17 to determine whether any of the relevant 
amounts fall within this Article.   

Article 17  

Article 17 provides that where a resident of Country S derives income from a relevant 
performance activity that is exercised in Country T, Country T may tax the income. As the DTA 
follows the OECD MTC 2017, there is no need to consider whether the relevant amounts arise 
from a business or employment activity as Art.17 OECD MTC 2017 is clearly stated to override 
Arts.7(4) and 15(2). However, where amounts do not fall within the scope of Art.17, Arts.7 and 
15 may be of relevance. See Art.17(1) Commentary [1]. It is open to countries to restrict Art.17 
to business operations only but there is no mention of this in the fact pattern. Tennis players 
are expressly included as a category of “sportspersons”. See Art.17(1) Commentary [5].   
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Sponsorship Fees  

Whether the sponsorship fees fall within Art. 12 or 17 depends on the specific circumstances. 
For any part of the fee to be taxable by T, it would need to be shown that the fee is “closely 
connected” with P’s sporting performance in T. Given that the sponsorship arrangement 
requires P to wear RSL Ltd.’s apparel in the T tournament, it will need to be investigated 
whether some portion of the fees can be connected to a relevant Art.17 activity.  Switzerland 
considers that advertising and sponsorship income fall within Art. 7 and 15 and does not share 
the view that Art.17 applies where there is a close connection with a performance in a given 
state. (See Observations on Article 17, [15.2]). On the basis of the OECD MTC, where a portion 
of the fees can be apportioned to the performance(s) in T, any remaining fees will be dealt with 
under Arts. 7 or 15. No details are provided to make this determination but the question that 
would arise is whether P has a PE in T. Where this is not found, S will have the right to tax any 
relevant business profits.   

There is no mention of the use of P’s name or the use of image rights in the sponsorship 
agreement facts, but if these are included then it may be the case that these fall within Article 
12 as royalty payments. See for example Article 17(5) of the US/Australia DTA that deems that 
a royalty is earned in the sportsperson’s country of residence.   

Tournament Prize Money  

Art.17 applies to the prize money as P derives the money as a direct consequence of performing 
in a sports capacity in T. It does not matter who pays the prize money and so it has no bearing 
that the $150,000 prize will be paid by the WTF. Art.17(1) Commentary [8.1]. So, T would be 
entitled to tax the prize money derived by P.   

Sports Commentator Fee  

Do these fees fall within Art.17 or another article? More specifically, there is a need to establish 
whether P’s fee is derived from a performance in T. According to the Commentary, where a 
sportsperson comments on a sporting event in which they are not taking part Art.17 does not 
apply to any income derived as a result. See Art.17 Commentary [9.1]. Also see the observation 
by Chile and Mexico “that it needs to be clarified that in the case of the third example in 
paragraph 9.1 with respect to fees earned by a former sportsperson, such fees may be covered 
by Article 17 even if the former sportsperson does not participate in a sports event when those 
fees are paid for an entertainment activity and the former sportsperson acts as an entertainer.”  
The DTA follows the wording of the OECD MTC 2017. Therefore, T is unlikely to have the right 
to tax these fees under Art.17. Amounts falling outside Art.17 may nevertheless be taxed in T, 
if P is found to have a PE under Art.5 (and so taxable in T under Art.7(4)) or where these fees 
can be caught by Art.15(2) as employment income. There are insufficient details to make this 
determination, but arguments can be made both ways such that T may have the right to tax 
these fees under one of these provisions.  

Rent: Any rental income derived (considering any allowable expenditure) by P from properties 
rented out in T on an arm’s length basis may be included in P’s Country T tax return (Art.6(1) 
and (3)). The use of the word “may” results in Country S also being permitted to include the 
relevant income where it provides relief from double taxation. However, the “required” only 
specifies an assessment of Country T’s situation.  

Conclusion 

On balance, it would appear that T has taxing rights over the rental payments, potentially a 
portion of the sponsorship fee (although the specific agreement would need to be examined to 
determine what proportion is connected to T performances and over what period); and the prize 
money but not his commentating fees.  Candidates may include details relating to country 
practice (e.g. the USA’s de minimis threshold) and also relevant cases (e.g. the high-profile 
cases of Usain Bolt and Andre Agassi as well as the UK’s limited tax exemption for non-resident 
athletes competing in the London Olympics 2012). 
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Question 7 

The fact pattern provides minimal facts and so there is ample opportunity for candidates to 
highlight the types of information that would be needed to be included in any full transfer pricing 
methodology analysis. This information includes a functional analysis, which requires 
information about the assets used and the risks assumed of both B and S, types of comparable 
products, evaluation of risk(s), considering whether there are any intangible elements (such as 
design features, processes of the relevant products) as well as considering the reliability of 
comparability data.   

Tested Party  

Where the tested party has been identified it may be useful to characterise the type of business 
model used (B as a manufacturing business and S as a distributor) in order to help determine 
the most appropriate method or net profit indicator. However, the characterisation is only a 
guide and a functional analysis should be substituted.  B has a manufacturing function, and as 
such there would be a need to consider the following based on the USA’s Revenue’s Authority’s 
2006 questionnaire: (i) Materials purchasing: partly finished / finished materials purchased / 
who are purchases made from / who negotiates, plans, who approves purchases; Inventory: 
who bears cost of obsolete inventory / major risks / location of inventory etc; Production 
equipment: who determines purchasing budget / who maintains plant / can equipment be 
modified / who approves purchases / are any purchases made from related parties / who 
maintains the plant; Manufacturing and process engineering: what products are produced and 
who design these and any related technology / can productivity be compared across associated 
enterprises / are third parties involved in product design; Package and labelling: where is this 
carried out and who co-ordinates and approves decisions in relation to packaging and labelling 
; Quality control: who provides quality control equipment and techniques / what decisions 
require head office approval ; Shipping: who arranges and pays for freight / where and how are 
the products shipped / who bears risk whilst products in transit / what approvals are required 
and from whom ; R&D: who carries out R&D (in-house / third party) and what does this involve 
/ location of product design / are patents relevant in the industry / instances when head office 
approval required / how and by whom is the R&D budget formulated / existence and details of 
cost sharing agreement.   

S will generally be classified as a type of entity performing sales functions that features 
somewhere along a spectrum beginning with “fully-fledged distributor” (who has a “buy-hold-
sell” function that includes marketing, sales, has significant assets such as warehousing, 
inventory and logistics systems as well as assuming risks) and ending with “a sales agent” (who 
performs limited sales functions on behalf of B and assumes limited risk and has no title to the 
products etc.). It is unclear exactly where along this spectrum S is situated.  

Commercial databases  

Reliability of comparability data is important to any TP analysis. Various databases can be 
accessed by B and S to support their assessments. For example, the World Bank Group’s 
“Transfer Pricing and Developing Economies: A handbook for policy makers and practitioners”, 
2016, provides a list of numerous databases compiled by, e.g. IBIS World (Company financial 
information, Australia), Invotex Group (Intangible license agreements Worldwide), Moody’s 
Analytics (Worldwide) (credit default risk), Centre for Monitoring Indian Economy (Company 
Financial, India) and Interfax (Russia, Ukraine and Kazakhstan (Company and Financial Info.). 

Risks 

The following are indicative of the type of risk that may need to be incorporated into the TP 
analysis: (i) market risk: describe market risk pertinent to industry / who bears the risks / 
significance of risks; (ii) inventory risk: describe any warranties provided and if so who bears 
cost of these: credit risk: who bears risk of bad debts / credit terms given and received / 
significance of risk; foreign exchange risk: extent of exposure / provision of any manual to 
address such risk / level and details of hedging activity to mitigate such risk.   
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Most Appropriate Method 

In terms of the method selected, the TP Guidelines 2017 make clear that there is no hierarchy 
in the selection of TP methods. Candidates should note however that the choice of methods in 
the fact pattern is limited to one-sided methods due to the fact that a relevant benchmark of the 
return for one of the parties is acceptable in the circumstances, but that where this is not the 
case (perhaps because the highly integrated nature of the business or because both parties 
make unique and valuable contributions) then other methods should be used i.e. transactional 
profit split.   

The TP Guidelines 2017, [2.2] expressly state that “the selection process should take into 
account the respective strengths and weaknesses of the methods; the appropriateness of the 
method considered in view of the nature of the controlled transaction, determined in particular 
through a functional analysis; the availability of reliable information (in particular on uncontrolled 
comparable) needed to apply the selected method and or other methods, and the degree of 
comparability between controlled and uncontrolled transactions including the reliability of 
comparability adjustments that may be needed to eliminate material differences between them.”   

There is a need to have information of the tested party, which can be found in a number of 
sources including the relevant master and local files, CbCRs for Countries B and S, publicly 
available information, information held by the relevant tax authority etc. As per the fact pattern, 
B and S have been selected as the relevant tested parties albeit under different TP 
assessments. There is also a need to consider safe harbour rules. A safe harbour in a transfer 
pricing regime is a “provision that applies to a defined category of taxpayers or transactions 
and that relieves eligible taxpayers from certain obligations otherwise imposed by a country’s 
general transfer pricing rules”. (TP Guidelines 2017, 4.100) Safe harbour rules are encouraged 
in some circumstances as they are perceived as reducing administrative burdens, offering 
predictability for both taxpayers and the revenue authorities, reducing or eliminating the 
possibility of litigation, and potentially helping boost foreign direct investment. (K. Mehta, Co-
Chairman of Global Financial Integrity). Where Country X and Y consider that B and S are 
respectively involved in low risk manufacturing functions / certain distribution services and 
where these countries have entered into a bilateral safe harbour agreement (via a 
memorandum of understanding) for low risk manufacturing functions, it may be that a safe 
harbour rule can be applied to the relevant transactions. See Revised Section E, safe Harbours, 
Chapter IV, Transfer Pricing Guidelines, Sample MOU on Low Risk Manufacturing Services 
and Distribution Services”, 2017, 12-24.   

Gross profit = sales revenue – cost of inputs       Operating profit = gross profit – operating costs  

Scenario 1  

Where the cost plus margin is 40%: sales revenue of $1,120 for B (i.e. 140% x 800) and gross 
profit of $320 and operating profit of $220 whilst for S sales revenue remains at $3,000, gross 
profit is $1,880 and operating profit is $1,440. 

Scenario 2  

Where the resale price method uses a 20% gross margin: sales revenue of $2,400 for B 
(benchmark of 20% resale price margin applied i.e. $3,000 x 0.8) and gross profit of $1,600 
and operating profit of $1,500 whilst for S sales revenue remains at $3,000, gross profit is $600 
(3,000 – 2,400) and operating profit is $160 (600-440) 

Scenario 3 

• Where the transactional net margin method uses S as the tested party and a 10% mark-
up is applied to S’s operating costs to establish the relevant operating profit figure. The 
result is that B’s sales revenue is $2,516 and gross profit of $1,716 (2,516 - 800) whilst 
for S sales revenue remains at $3,000, gross profit is $484 (3,000 – 2,516) and 
operating profit is $44 (440 x 0.1).   



Module 1 – Principles of International Taxation (December 2019) 

Page 19 of 19 

• Where the transactional net margin method uses S as the tested party and a 15% mark-
up is applied to S’s operating costs to establish the relevant operating profit figure. The 
result is that B’s sales revenue is $2,494 and gross profit is $1,694 (2,494 - 800) whilst 
for S sales revenue remains $3,000, gross profit $506 (3,000 - 2,494) and operating 
profit is $66 (440 x 0.15).   

• Where the transactional net margin method uses B as the tested party and a 10% mark-
up is applied to full costs. The result is that B’s sales revenue is $990 and gross profit 
is $190 (990- 800) whilst for S sales revenue remains $3,000, gross profit $2,010 
(3,000- 990) and operating profit is $1,570 (2,010 - 440).   

• Where B is the tested party and verifiable data supports the net profit indicator as a 
benchmark return of 5% net margin or sales. The result is that for B sales revenue is 
$2410 (3,000 - 590) and gross profit is $1610 and operating profit is $1,510 whilst for 
S sales revenue is $3,000, gross profit is $590 (3,000 – 2,410) and operating profit is 
$150 (3,000 x 0.05).   

Conclusion  
 
As can be seen from the above, the relevant transfer price ranges from a low of $990 under 
scenario (3)(c) - where the transactional net margin method uses B as the tested party and a 
10% mark-up is applied to full costs - to a high of $2,516 under scenario (3)(a) - where the 
transactional net margin method uses S as the tested party and a 10% mark-up is applied to 
S’s operating costs to establish the relevant operating profit figure. 


