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Introduction

On September 19, 2008, the OECD released a draft
discussion paper titled “Transfer Pricing Aspects of
Business Restructurings” (the “Réport”) comprised
of a series of Issue Notes on Vanous aspects of inter-
nal business reorganizations." The Report represents
the OECD’s attempt to offer greater interpretational
guidance on the application of the 1995 OECD Trans-
fer Pricing Guidelines 2 (TPG) to business restructur-
ings, such as:

e conversion of = full-fledged dlstnb‘f%rs 1ntd
limited-risk distributors for a related prmc:lpal

e conversion of full-fledged manufacturers into
contract or toll manufacturers for a related princi-
pal;

o transfers of intangible property rights to a central-
ized IP entity; and

e rationalization or specialization of operations
(e.g., manufacturing, sales, service, etc.).

This article outlines the apparent direction taken by
the OECD in this important expansion of the scope of
the transfer pricing gospel as contained in the TPG.
We will consider a few of the main issues or concerns
raised by the Report, using examples to illustrate the
concerns. We will assume that the reader is familiar
with the TPG.

1 Available at http://www.oecd.org/document/7/
0,3343,en_2649_33753_41328775 1 1_1_37427,00.html.

2 Organisation for Economic Co-operation and Development,
Transfer Pricing Guidelines for Multinational Enterprises and Tax
Administrations, OECD, Paris, 1995.

The Report

The Report purports merely to provide further
“guidance” with respect to matters already dealt with
in the TPG. It is organized as four Notes:

Note 1: Special Considerations for Risks, dealing
with the allocation of risks between related parties
in a business restructuring;

Note 2: Arm’s-Length Compensation for the Re-
structuring Itself, examining under what circum-
stances some form of compensation should be
payable to multinational enterprise (MNE) group
members that transfer assets or have opportunities
terminated;

Note 3: Remuneration of Post-Restructunng Con-
trolled Transactions, dealing with the application
of transfer pricing principles and the TPG to post-
restructuring arrangements; and '

Note 4: Recognition of the Actual Transactions Un-
dertaken, considering situations where tax au-

. thorities can disregard transactions (or structures)
actually entered into (or created) by taxpayers in
favour of artificial constructs of the revenue au-
thorities where the taxpayer’s transactions or
structures fail to meet the revenue authorities’ per-
ception of “economic and commercial reality of
parties dealing at arm’s length” ® or differ from
*“those which would [in the opinion of the rev-
enue authorities] have been adopted by indepen-
dent enterpnses behavmg in a commercially ratio-
nal manner.’ :

The Report purports- to start from the proposition
that taxpayers are free to arrange their affairs however
they choose, stating that situations where a taxpayer’s
actual transactions can be ignored (and priced on the
basis of recharacterizations that have economic sub-
stance according to the revenue authorities) are “ex-
ceptional.” However, the Report is replete with situa-
tions where the taxpayer’s contracts or legally effec-
tive arrangements purportedly can be wholly or
partially ignored, amended, or recharacterized. Note 4
sets out those situations in which complete recharac-
terization is permitted, under more restrictive require-
ments. In other circumstances the Report would per-
mit legally binding transactions to be priced with
varying. degrees of respect afforded to their actual
terms — i.e., something less than the wholesale Note
4 recharacterization — see “‘Risk Allocation and Con-
trol,” below.

In summary, the Report raises significant concerns
for Canadian taxpayers and MNEs. In particular, cer-

3 See Report 18.4, second bullet.
4 See Report J18.4, fifth bullet.

Tax Management International Journal
98 © 2009 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc.
: “ ISSN NNAN-4R00




tain aspects of the Report appear to lower the thresh-
old for revenue authorities to second-guess taxpayers
on their business decisions and resulting legal agree-
ments. Moreover, various aspects of the Report do not
fit well with Canadian domestic tax laws, especially
the transfer pricing rules found in §247 of the Income
Tax Act (ITA).

Canada’s Domestic Transfer Pricing
Regime: Summary

The Canadian transfer pricing system is, as a gen-
eral principle, based upon the arm’s-length principle
described in the TPG. These rules, found in §247 ITA,
apply to transactions (or a series of transactions) be-
tween a Canadian taxpayer and a nonresident person
dealing not at arm’s-length. Essentially, the operative
provisions apply in two circumstances:

e Where the terms or conditions in a non-arm’s-
length transaction differ from those that would
have been made between persons dealing at arm’s
length, the Canadian revenue authorities (CRA)
are permitted to adjust the quantum or nature of
the amounts to those that would have been deter-
mined under terms or conditions made at arm’s
length; and

e Where the transaction (or series of transactions)
(1) would not have been entered into by persons
dealing at arm’s length, and (2) cannot reasonably
be considered to have been entered into primarily
for bona fide purposes other than to obtain a tax
benefit, the CRA is entitled to adjust the quantum
or nature of the amounts to those.that would have
arisen in whatever transaction (or series) would
have occurred between arin’s-length parties — the
transaction can be completely recharacterized.

The legislation simiply establishes the arm’s-length
principle; nothing in the ITA expressly incorporates
the TPG into Canadian law (although a recent court
case on a predecessor to §247 did accord interpretive
weight to them).> The CRA’s own administrative
policy is based largely on the TPG,® although this
policy simply represents the tax authority’s view of
the law and is not the law itself nor binding on a court
or taxpayers. As such, there is relatively little firm
guidance for Canadian taxpayers to rely on in estab-
lishing transfer pricing.

5 GlaxoSmithKline v. The Queen, 2008 DTC 3957 (TCC).

6 Information Circular, IC 87-2R, “International Transfer Pric-
ing,” dated September 27, 1999 (similar to an IRS revenue proce-
dure).
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The Role of Economic Substance in
Canadian Tax Law

Historically, Canadian tax law has shown great re-
spect for both the legal relationships entered into by
taxpayers and their right to structure their affairs as
they wish so as to minimize the amount of taxes le-
gally owing. Transactions are taxed on the basis of the
true legal relationships they create, i.e., how the law
characterizes theimn, irrespective of whether their eco-
nomic attributes are more similar to those of some
other form of legal relationship. Of course, a particu-
lar legal relationship cannot be created by the parties
simply by calling it such; it is always open to a court
to find that the legal rights actually created by the par-
ties are different from the label the parties have used
to describe them. For example, calling something a
“partnership” does not make it so if the legal require-
ments for a partnership are not met.” Beyond that,
however, the legal relationships created by taxpayers
will generally be respected.

Specifically, there is no general principle to the ef-
fect that economic substance takes precedence over
validly created legal relationships. Canadian courts
will not attempt to recharacterize a legal relationship
on the basis that the economic result is more similar
to that of some other form of legal relationship. In
Shell Canada Ltd. v. The Queen, the Supreme Court
of Canada stated that:

[T]his Court has never held that the economic
realities of a situation can be used to rechar-
acterize a taxpayer’s bona fide legal relation-
ships. To the contrary, we have held that, ab-
sent a specific provision of the Act to the con-
trary or a finding that they are a sham, the
taxpayer’s legal relationships must be re-
spected in tax cases. Recharacterization is
only permissible when the label attached by
the taxpayer to the particular transaction does
not properly reflect its actual legal effect.®

However, §245 ITA, the Canadian general anti-
avoidance rule (GAAR), where applicable does allow
the CRA to recharacterize transactions. That provision
requires three basic elements in order for it to apply:

o The relevant series of transactions produces a tax
benefit; '

7 See, for example, Continental Bank of Canada and Continen-
tal Bank Leasing Corp. v. The Queen, 94 DTC. 1858 at 1871
(TCC), upheld by [1998] 2 SCR 298 (“[T]he essential nature of a
transaction cannot be altered for income tax purposes by calling it
by a different name. It is the true legal relationship, not the no-
menclature that governs”); see also CCLI (1994) Inc. v. The
Queen, 2006 DTC 2695 at 26 (TCC).

119991 3 SCR 622 at {39 (SCC).
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e One or more transactions in the relevant series of
transactions were undertaken primarily for the
purpose of obtaining that tax benefit; and

e The result constitutes an abuse or misuse of the
Act or a tax treaty.

While the application of the GAAR arguably in-
volves some consideration of the economic results of
transactions, as part of assessing whether or not a
statutory mlsuse or abuse has occurred economic
substance is not in and of itself a basis for such appli-
cation. Essentially, recharacterization of the taxpay-
er’s validly created legal relationships is permitted
only: (1) as part of a GAAR analysis; or (2) under the
transfer pricing rules described above, where it is de-
termined that arm’s-length parties would not have en-
tered into the transaction and the transaction is prima-
rily tax-motivated. This constitutes a very high thresh-
old for recharacterization. '

Recharacterization, as a Rule, Is the
Exception

The TPG sets out at paragraphs 1.36 through 1.41
(excerpted below) the circumstances in which legally
valid transactions undertaken by taxpayers can be ig-
nored or recharacterized. These extreme remedies are
reserved for “exceptional” situations (emphasis [bold
and italic] added): : B

ii) Recognition of the Actual Transactions
Undertaken '

1.36 A tax administration’s examination of a
controlled transaction -ordinarily - should be
based on the transaction actually undertaken
by the associated enterpnses as it has been
structured by them, using the methods applied
by the taxpayer insofar as these are consistent
with the methods described in Chapters II and
III. In other than exceptional cases, the tax
administration should not disregard the ac-
tual transactions or substitute other trans-
actions for them. Restructuring of legitimate
business transactions would be a wholly arbi-
trary exercise the inequity of which could be
compounded by double taxation created
where ‘the “other tax administration does not
share ‘the same views as to how the transac-
tion should be structured. ' "

° See, for example, Canada Trustco Mortgage . Co. v. The
Queen, [2005] 2 SCR 601 at §56-60.

1.37 However, there are two particular cir-
cumstances in which it may, exceptionally, be
both appropriate and legitimate for a tax ad-
ministration to consider disregarding the
structure adopted by a taxpayer in entering
into a controlled transaction. The first circum-
stance arises where the economic substance of
a transaction differs from its form. In such a
case the tax administration may disregard the
parties’ characterization of the transaction and
re-characterise it in accordance with its sub-~
stance. An example of this circumstance

"~ would be an investment in an associated en-

terprise in the form of interest-bearing debt
when, at arm’s length, having regard to the
economic circumstances of the borrowing
company, the investment would not be ex-
pected to be structured in this way. In this
case it might be appropriate for a tax admin-
istration to characterize the investment in ac-
cordance with its economic substance with
the result that the loan may be treated as a
subscription of capital. The second circum-
stance arises where, while the form and sub-
stance of the transaction are the same, the ar-
rangements made in relation to the transac-
tion, viewed in their totality, differ from those
which would have been adopted by indepen-
dent enterprises behaving in a commercially
rational manner and the actual structure
practically impedes the tax administration
from determining an appropriate- transfer
price. An example of this circumstance would

- be a sale under a long-term contract, for a

lump sum payment, of unlimited entitlement

" to the intellectual property rights arising as a

result of future research for the term of the .
contract (as previously indicated in paragraph
1.10). While in this case it may be proper to
respect the transaction as a transfer of com-
mercial property, it would nevertheless be ap-
propriate for a tax administration to conform
the terms of that transfer in their entirety (and
not simply by reference to pricing) to those
that might reasonably have been expected had
the transfer of property been the subject of a
transaction involving 1ndependent enterprises.
Thus, in the case described above it might be
appropriate for the tax administration, for ex-
ample, to adjust the conditions of the agree-
ment in a commercially rational manner as a
continuing research agreement.

1.38 In both sets of circumstances described

* above, the character of the transaction may

derive from the relationship between the par-
ties rather than be determined by normal com-
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mercial conditions and may have been struc-
tured by the taxpayer to avoid or minimize
tax. In such cases, the totality of its terms
would be the result of a condition that would
not have been made if the parties had been
engaged in arm’s length dealings. Article 9
would thus allow an adjustment of conditions
to reflect those which the parties would have
attained had the transaction been structured in
accordance with the economic and commer-
cial reality of parties dealing at arm’s length.

For the reasons outlined above (i.e., Canadian do-
mestic law), we do not believe that the first “ec
nomic substance” ground (in §1.37) for ignoring
transactions as structured will have much effect in
Canada.

The second ground (in 1. 37) for recharacterization
is, however, somewhat more interesting. The premise
is that the transactions have economic substance. But,
if they are not “commercially rational” and the struc-
ture practically impedes the tax administrators from
determining an appropriate transfer price, the TPG
permits recharacterization.

As noted earlier, in certain very limited circum-
stances, §247 ITA permits non-recognition of legal ar-
rangements for transfer pricing purposes (and pro-
vides for such pricing to be determined based on re-
characterized arrangements). The relevant portion of
this provision reads as follows (emphasis [bold]
added):

247(2) Transfer pricing adjustment

Where a taxpayer or a partnership and a non-
resident person with whom the taxpayer or
the partnership, or a member of the partner-
ship, does not deal at arm’s length (or a part-
nership of which the nonresident person is a
member) are participants in a transaction or
a series of transactions and

(a) the terms or conditions made or imposed,
in respect of the transaction or series, be-
tween any of the participants in the transac-
tion or series differ from those that would
have been made between persons dealing at
arm s length or

(b) the transactlon or series

(i) would not have been entered into be-
tween persons dealing at arm’s length,
and

(ii) can reasonably be considered not to
have been entered into primarily for
bona fide purposes other than to obtain
a tax benefit,

CANADA-U.S. INVESTMENT

any amounts that, but for this section and sec-
tion 245, would be determined for the pur-
poses of this Act in respect of the taxpayer or
the partnership for a taxation year or fiscal
period shall be adjusted (in this section re-
ferred to as an “adjustment”) to the quantum
or nature of the amounts that would have
been determined if, '

(c) where only paragraph (a) applies, the
terms and conditions made or imposed, in re-
spect of the transaction or series, between the
participants in the transaction or series had
been those that would have been made be-
tween persons dealing at arm’s lerigth, or

(d) where paragraph (b) applies, the transac-
tion or series entered into between the partici-
pants had been the transaction or series that
would have been entered into between per-
sons dealing at arm’s length, under terms and
conditions that would have been made be-
tween persons dealing at arm’s length.

This provision provides that, for recharacterization
to be applicable in domestic transfer pricing legisla-
tion, it is not enough that arm’s-length parties would
be unlikely to enter into the arrangement, or that it
would generally not make sense for the transaction to
be entered into. A Canadian court must be convinced
to the requisite statutory level (i.e., “would not™) be-
fore it can ignore the actual legal arrangements —
even for the purpose of making transfer pricing ad-
justments. The Canadian statutory language does not
permit ‘recharacterization unless the actual arrange-
ments clearly would not have been entered into by
arm’s-length persons.

Further, it is not enough for a court to determine
that the actual transactions would not have been en-
tered into; the court must further assess transfer pric-
ing consequences based on the transaction that it de-
termines the parties would have entered into. Merely
finding a more likely alternative transaction is insuffi-
cient. The statute requires a level of certainty not only
that the actual transaction would not have been en-
tered into but also that the recharacterized transaction
would have been entered into. (As an aside, we would
observe how elevated an MNE’s risk is of double
taxation arising due to an economic-substance-based
recharacterization being made in one country but not
the other (Canada) to override legally binding ar-
rangements involving Canadian participants.)

And note that neither of the TPG conditions for re-
characterization find their way verbatim  into
§247(2)(b) ITA — in fact, there is no apparent con-
gruency. Tax reduction motives are irrelevant for the
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TPG. And “commercially rational” is not clearly syn-
onymous with “arm’s length” — nor, admittedly, are
these two terms clearly mutually exclusive. Arm’s-
length persons can and do enter into transactions that
most would judge to be not commercially rational (the
poor investment acumen of doctors is legendary).
There are also dozens of cases in Canada where the
courts have found that an investor had no “realistic
expectation of profit” despite the absence of any non-
arm’s-length dealing, and resulting deductions were
denied due to the failure to meet the profit purpose re-
quirements of the ITA. It is, therefore, far from clear
that absence of commercial rationality will ever find
its way into-Canadian jurisprudence as being synony-
mous with non-arm’s-length dealing.

However; the example of commercially irrational
behavior given in the TPG (J1.37) — “a sale under a
long-term contract, for a lump sum payment, of un-
limited entitlement to the intellectual property rights
arising as a result of future research for the term of
the contract” — might be found to be subject to
§247(2)(b) ITA treatment on the basis of not meeting
the arm’s-length standard therein in conjunction with
a primary tax reduction purpose. But, as outlined
above, the requisite threshold is that arm’s-length par-
ties would not have entered into the transaction.

The Report and Non-Exceptional-
Circumstances Recharacterization

-Of particular concern to Canadian taxpayers is that,
after formally acknowledging that the TPG cgnsider it
appropriate to ignore the legally binding relﬁ%}, onships
created by the taxpayer only in “‘exceptiona A

¥ eitcum-
stances, the Report clearly goes on to enunciate a va-
riety of situations in which tax administrators are in-
vited to do just that, either directly or indirectly. We
believe that in many such cases there will simply be
no basis in Canadian domestic law to support such re-
characterization of the taxpayer’s legal arrangements.

The. Report deals with recharacterization in two
ways: in Note 4, which discusses the circumstances in
which recharacterization is formally being used by tax
authorities, and elsewhere in the Report where the dis-
cussion proposes the use of various theorems (often
based on the elevation of economic substance over the
legal substance of the taxpayer’s contracts) that infor-
mally: amount to the recharacterization of the taxpay-
er’s arrangements. Both of these amount to an exten-
sion of the existing principles in the TPG (some of
which, as. discussed above, already go beyond what
the existing Canadian domestic law would seem to al-
low)., . :

Risk Allocation and Control

Part‘B.1.0f the first Note (on risk allocation) deals
with -“Risk Allocation and Control.” The espoused

principle is that risk cannot be shifted to a party who
does not have the personnel to manage it — or to su-
pervise contractees who manage it. Thus, according to
the Report, assuming risk is allocated by contract
from A to B, if B has the financial ability to bear the
risk but does not have the requisite personnel to
control/manage it, the profit attributable to the risk
will remain with A — assuming the risk is capable of -
being managed. There is, of course, no guarantee that
the jurisdiction in which B resides will accept this
control theory or the premise that B does not in fact
have the requisite personnel to control the risk.
Double tax will result unless B’s revenue authorities
accept that B need not pay tax to that jurisdiction on
the profits that B has legally earned in respect of the
capital that it has put at risk in that jurisdiction. The
Report’s theoretical premise is that commercially ra-
tional parties would not assume a risk that they are ei-
ther not in a position to manage/control or at least in
a better position to manage/control than the as-
signer.'? :

The TPG link to this economic theory in the Report
is the discussion in paragraphs 1.26 to 1.29 of the
TPG. In paragraph 1.27 of the TPG the following
statement is made: “In arm’s length dealings, it gen-
erally makes sense for parties to be allocated a greater
share of those risks over which they have relatively
more control.” This statement on its own is, of course,
unobjectionable. Neither is the-following statement
later in that paragraph in respect of a particular ex-
ample provided: “In such a case, Company A would
be unlikely to agree to take on substantial inventory
risk, since it exercises no control over the inventory
level while Company B does.” '

One might well agree with this statement from a
purely theoretical or hypothetical perspective - and
prima facie, without any deeper factual background,
it appears unlikely that such a situation would occur.
But as explained above, the threshold for recharacter-
ization under §247(2)(b)- ITA in Canada requires
much more than mere likelihood.

If §247(2)(b) ITA is not applicable to permit rechar-
acterization, then §247(2)(a) ITA should not be inter-
preted so as to permit selected aspects of transactions
to be ignored or recharacterized in making the deter-
minations under §247(2)(c) ITA. So if §247(2)(b) ITA
is inapplicable, then as long as a contracting party ac-
tually assumes a risk or disposes of property, the CRA
is limited to determining the “terms and conditions”
of the transactions that were actually entered into.
That does not mean a sale can be turned into a license
or that a risk transfer can be ignored. Price is obvi-
ously one of those terms and conditions that can be

10 See Report 718.1 and 30.
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adjusted. Timing of payments and interest rates would
obviously also qualify. But the CRA cannot determine
price as if the transactions — including the risk as-
signment — had been different.

Further, where a Canadian party is involved, apply-
ing the risk management or control theory in the Re-
port’s Note 1 is even more fraught with peril than at
first appears, because -a negative determination re-
quires a court to find that a corporation’s employees
— and, more importantly, its Board of Directors —
either did not have the ability to monitor or manage
risks undertaken or chose not to do so even if they had
the ability. The common law presumes that directors
manage the affairs of the company and exercise cen-
tral management and control bamng convincing evi-
dence to the contrary ! The Report appears to permit
revenue authorities to reach the’ opposite conclusion
far too easily.'Canadian ‘courts will be loathe to reach
such a conclusion where a board purports to exercise
its judgment in relation to activities undertaken by a
corporation, as such a conclusion would effectively
amount to a breach of its statutory or fiduciary duty.
Intangible Transfers: Note 1 Meets Note 4

One of the aims of the Report appears to be to as-
sist revenue authorities in attacking transfers of intan-
gible property to offshore shell companies. Example B
in Note 4 (“Example B”) clearly telegraphs the draft-
ers’ intention in this regard. The facts assumed are
outlined below.

Intellectual property (brand names) is transferred
from Company A to ‘newly set-up offshore' Company
Z in Country Z Company Z is managed by a “local
trust company.” The assumption is that “Company Z
does not have people (employees or Directors) who
have the authority to and effectively do perform con-
trol functions in relation to the risks associated with
the strategic develogment of”’ the 1nte11ectual property
(emphasis added).> In Canada, this would be tanta-
mount to a finding that Company Z was not resident
in Country Z because the directors have abdicated
their duty to manage, and so the transfer pncmg result
is in a sense completely moot.

The example further assumes that Company Z does
not have the “‘financial or economic capacity” to bear
the risks associated with the brand names it has ac-
qurred and the associated worldwide marketing cam-
paign. Presumably this is what makes this example a
Note 4 item rather than merely a Note 1 item, as eco-
nomic capacity Would not appear to be a necessary

1 See, for example, Wood and another v. Holden. (Inspector of
Taxes), [2006] STC 443 (CA), [2006] EWCA Civ 26. Leave to
appeal was denied by the House ‘of Lords on June 14, 2006.

12 See Report J217.

13 See Report §218.
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condition for the application of the risk control theo-
rem under Note 1, which speaks only of “control” in
the context of paragraph 1.27 of the TPG being inter-
preted as “the capacity to make decisions to take on
the risk (decision to put capital at risk) and decisions
on whether and how to manage the risk, internally or
using an external provider. This would require the
company to have people — employees or directors —
who have the authority to, and effectively do, perform
these control functions.” i4 There is no mention of fi-
nancial capacity to assume risk as being part of the
control theorem in Note 1 of the Report.

In a foreign subsidiary with a properly functioning
Board of Directors, it is difficult to see how a nega-
tive finding under the Note 1 control theorem could
ever be reached in Example B, above, provided that
offshore Company Z retains the services of a compe-
tent service provider — see for example the following
excerpt from Note 1 (emphasis [bold and italic]
added):

30. ... Thus, when one party bears a risk, the
fact that it hires another party to administer
and monitor the risk on a day-to-day basis is
not sufficient to transfer the risk to that other

party.

31. While it is not necessary to perform the
day-to-day monitoring and administration
functions in order to control a risk (as it is
possible to outsource these functions), the
OECD ‘is of the view that in order to control
a risk one has to be able to assess the outcome
of the day-to-day monitoring and administra-
tion functions by the service provider (the
level of control needed and the type of perfor-
mance -assessment would depend on the na-
ture of the risk).

32. Assume that an investor hires a fund man-
ager to invest funds on its account. Depend-
ing on the agreement between the investor
and the fund manager, the latter may be given
the authonty to make all the investment deci-
sions on behalf of the investor on a day-to-
day basis, although the risk of loss in value of
the investment would be borne by the inves-
tor. In such an example, the investor is con-
trolling its risks through three essential de-
cisions: the decision to hire (or terminate the
contract with) that particular fund manager,
the decision of the extent of the authority it
gives to the fund manager and objectives it
assigns to the latter, and the decision of the

14 See Report J30.
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amount of the investment that it asks this
fund manager to manage. Moreover, the fund
manager would generally be required to re-
port back to the investor on a regular basis as
the investor would want to assess the.outcome
of the fund imanager’s activities. In such a
case, the fund manager is providing a service
and managing his business risk from his own
perspective (e.g., to protect his credibility).
The fund manager’s operational risk, includ-
ing the possibility of losing a client, is distinct
from his client’s investment risk. This illus-
trates the fact that an investor who gives to
another person the authority to make all the
- day-to-day investment decisions does not nec-
essarily transfer the investment risk to the
person making these day-to-day decisions.

33. As another example, assume that a princi-
pal hires a contract researcher to perform
research on its behalf. Assume the arrange-
ment between the parties is that the principal
bears the risk of failure of the research and
will be the owner of the outcome of the re-
search in case of success, while the contract
researcher is allocated a guaranteed remu-
neration irrespective of whether the research
is a success or a failure, and no right to own-
ership on the outcome of the research. Al-
though the day-to-day research would be car-
ried on by the scientific personnel of the con-
tract researcher, the principal would be
expected to make a number of importar
cisions in order to control its risk, such as:
decision to hire (or terminate the contract
with) that particular contract researcher, the
decision of the type of research that should be
carried out and objectives assigned to it, and
the decision of the budget allocated to the
contract researcher. Moreover, the contract re-
searcher would generally be required to report
back to the principal on a regular basis, e.g.,
at predetermined milestones. The pnn01pa1
would be expected to be able to assess ‘the
outcome of the research activities. The con-
tract researcher’s own operational risk, e.g.,
the risk of losing its client or of suffering a
penalty in case of negligence, is distinct from
the failure risk borne by the pnn01pa1

34. It should be borne in mind that there are
also, as acknowledged at paragraph 1.27,
risks over which neither party has significant
control. There are risks which are typically
beyond the scope of either party to influence
(e.g., economic conditions, money and stock

market conditions, political environment, so- -

cial patterns and trends, competition and

availability of raw materials and labour), al- -

though the parties can make a decision

whether or not to expose themselves to those

risks and whether and if so how to mitigate
- those risks.

Continuing with our analysis of Example B, we are .
also told that, following the transfer of its intellectual
property to Company Z, Company A personnel con-
tinue to perform, like they did before the transfer, ser-
vices such as human resource management legal, and
tax, on a cost-plus basis. There is no suggestmn that
the cost-plus fee paid to A is inappropriate in light of
the services actually performed by Company A. ;

Example B goes on to provide, “High ranking offi-
cials of Company A fly to the Company Z offices once
a year to formally validate strategic decisions
[presumably made by Company Z officers or
directors] necessary to operate the company. These
decisions are prepared by Company As head office

. before the meetings take place ...” [emphasis
added].15 Again, we must bear in mind that the as-
sumption is made earlier in Example B that Company
Z does not have directors who have the authority to
and effectively do perform control functions.

We assume that; by “‘preparation” of decisions by
Company A’s head office, the drafters mean to say the
decisions are actually imade in Country A. It is not en-
tirely clear what is meant by “formal validation.” If
local personnel make day:to-day.decisions but Com-
pany A high-ranking personnel were on the Board of
Company - Z and ratified decisions made locally. at
regular. Board neetings held. in Country Z, then, un-
der Canadian: principles at least, Company Z would be
considered properly resident in Country Z and, more
importantly, it is difficult to see how Example B fails
the control theorem as outlined in the Report. But the
Example assumes that the directors do not. perform
control functions, so somethlng else must be meant by
“formal validation.”

The Report indicates that “most OECD countrlcs
indicate that they would consider not recognizing the
arrangement .as structured ” Of couirse, the reference
to OECD countries is only a reference to revenue per-
sonnel from these countries who agreed to the word-
ing of the draft Report That thelr predrlectlon would
be to ‘consider not’ recognizing such' an arrangement
should not come as a big surprise ~ it is after all their
job to collect tax. Whether their courts would support
non-recognition is, of course, “another matter. :

15 See Report J218. The fact that these high-ranking officials fly
i rather than take the train or drive is presumably- significant in
the same way as auto executives taking corporate jets rather, than
regular air carriers to their meetings with the U.S. Congress in
Washington to beg for money — it is just bad form.
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In the end, the problem with Example B is that
there are simply too many negative assumptions made
to permit a reasoned application of the risk manage-
ment and control theorem on its own. Of course, if the
Board of the subsidiary abdicates all responsibility for
decision-making to the parent and fails to manage the
company, bad things can happen. In particular, this
could give rise to a determination that it is not resi-
dent where it purports to be. It might be taken as very
encouraging to tax planners to note that, even with the
worst facts imaginable only a majority of countries
would “consider” not recognizing the transfer.

Example C of Note 4 also deals with an 1ntang1b1e
transfer to an offshore entity except that everything is
done perfectly — including the transfer of part of the
transferor’s head office staff.'® Thirty head office em-
ployees are transferred to the sub51d1ary, 30 are fired,
and 15 additional staff are hired in Country Z to deal
with the matters formerly handled by head office per-
sonnel. All decisions are made in Country Z, control
functions in relation to the risks assurned are per-
formed in Country Z, and personnel in Country Z
closely monitor the remammg functions performed in
Country Z . This example is almost t0o good to be
true in terms of how favorable its assumptions are ex-
cept for one concession to reality — the transfer is as-
sumed to be principally tax-motivated. The Report in-
dicates (at 221), “The vast majority of OECD coun-
tries consider that in this case the transaction should
be recognized for transfer pricing purposes as it has
economic substance . ..” (emphasis added).

We are indeed grateful for and duly note a state-
ment that even a primary tax motive does not vitiate
a positive commercial rationality finding, as follows
from paragraph 212 of the Report:

The OECD considers that as long as func-
tions, assets.and / or risks are actually trans-
ferred, it can be commercially rational from

16 See Report 7220,
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an Article 9 perspective for an MNE group to
restructure in order to obtain tax savings.'’

But it is quite surprising that there were any dis-
senting countries in respect of Example C, given how
favorable its assumptions were. (The Report does not
indicate which countries reserved.) As noted above,
§247 ITA (the Canadian transfer pricing provision) re-
quires a tax motivation for the application of its re-
characterization rule. (Canada’s GAAR similarly re-
quires the presence of a tax-motivated transaction.)
While we have no way of knowing whether it was one
of the dissenting countries, one wonders whether
Canada might have been concerned that acceding to
the conclusion in Example C would impede the CRA
in applying these domestic provisions.

Conclusions/Observations

If adopted in its present form, the Report will likely
generate quite a bit of CRA audit activity in Canada.
There will undoubtedly be a tendency on the CRA’s
part to assume that the Report is fully supportable un-
der Canadian law. Taxpayers must be vigilant in en-
suring that they accept such CRA proposals only if
they are in fact sustainable under Canadian law. Judg-
ing from the discussion in Note 1 of the Report, the
OECD appears to be keen on importing its Article 7
KERT/“Significant people function” approach into
Article 9. We do not think this is appropriate when
dealing with separate legal entities. On the plus side,
there are some helpful comments in the Report, such
as the observation that a tax saving motive can be
“commercially rational.” Taxpayers in Canada and
elsewhere will watch for the final version of the Re-
port with great interest.

Y7 That it is “‘commercially rational” for an enterprise to try to
minimize tax, we believe to be self-evident. That restructuring to
save tax might not be “commercially rational” unless functions,
assets and risks are transferred suggests that “commercially ratio-
nal” does not bear its ordinary meaning for OECD purposes.
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