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Abstract
When associated enterprises situated in different countries sell goods and services between
themselves, the transfer price may, because of different reasons, diverge from the market
price. The divergence may be a consequence of tax planning, but it may also arise from
other circumstances. To determine the right market price and thereby be able to make a
correct taxation, most countries are committed to double taxation agreements, which are
usually designed after the OECD Model Convention (hereafter OECD MC). Art. 9 of the
convention provides for transfer pricing regulations and in this article the “arm’s length
principle” is defined, stating that the pricing should be set according to the market price
principles. When the transfer price diverges from the market price it must be established if
the enterprises are associated or not, since the transfer pricing regulations only applies to
associated enterprises. According to the OECD MC enterprises may be associated through
capital, management or control, and it is the last notion, the notion of “control” that creates the greatest confusion. Neither in Art. 9 nor in the rest of the OECD MC, a definition
of the notion exists, and it is nowhere stated how the criteria relate to each other. Furthermore, guidance is missing describing in which situations the article is meant to be applicable.
According to Art. 3(2) OECD MC, undefined terms shall be interpreted according to domestic law, unless the context otherwise requires. Art. 9 is often given a wider definition
than the one provided in the OECD MC when domestic interpretation is used, which may
result in an incorrect tax situation. Since the double taxation agreement only deals with the
adjustment of double taxation, an adjustment cannot be justified by the use of the OECD
MC. By broadening the scope of the article, the countries break the golden rule upon
which most double taxation agreements rely, that a double taxation agreement may never
be used to expand the right of taxation, only restrict it. The purpose of the thesis is to investigate how to give the term control an appropriate definition in line with Art. 9. Since
the use of domestic interpretation may give unwanted results, the context requires an alternative way of interpretation. By giving the notion of control an autonomous treaty interpretation that reflects the purpose and context of Art. 9, the problem is avoided.
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Sammanfattning
När relaterade bolag belägna i olika länder säljer varor och tjänster sinsemellan kan det av
olika anledningar ske till ett pris som avviker från det marknadsmässiga. Det kan bero på
skatteplanering, men också på diverse andra omständigheter. För att kunna fastställa vilket
som är rätt marknadspris och därigenom kunna ta ut rätt skatt är de flesta länder bundna av
dubbelbeskattningsavtal, som vanligtvis är utformade efter OECD: s modellavtal. I artikel 9
i detta modellavtal finns regler om internprissättning och där definieras ”Armlängdsprincipen”, som säger att prissättningen ska följa de marknadsmässiga principerna. Vid en från
marknadspris avvikande prissättning måste det konstateras om bolagen är relaterade eller ej,
då reglerna för internprissättning endast gäller relaterade bolag. Enligt OECD: s modellavtal kan bolag vara relaterade på grund av kontroll genom kapital, ledning eller annan kontroll, och det är det sista kriteriet, begreppet ”annan kontroll”, som skapar störst förvirring.
Varken OECD: s artikel 9 eller modellavtalet som sådant innehåller någon definition av begreppet och det står inte heller att läsa hur de tre kriterierna förhåller sig till varandra. Vidare saknas vägledning om vilka situationer som omfattas av artikeln.
Enligt Art 3(2) i modellavtalet ska odefinierade termer tolkas enligt nationell lagstiftning
om inte omständigheterna kräver annorlunda. Art. 9 ges ofta en vidare definition än den
given i OECD:s modellavtal, vilket kan resultera i en inkorrekt skattesituation. Eftersom
dubbelbeskattningsavtalet endast rör justering av dubbelbeskattning, kan en justering inte
äga rum genom användande av modellavtalet. Genom att utvidga beskattningsrätten, bryter
länderna mot den gyllene regeln, vilken de flesta dubbelbeskattningsavtal bygger på, att ett
dubbelbeskattningsavtal aldrig kan användas för att utvidga beskattningsrätten, endast inskränka denna. Syftet med uppsatsen är att undersöka hur man kan ge kontrollbegreppet en
riktig definition som överensstämmer med Art. 9. Eftersom tolkning via nationell lag kan
ge oönskade resultat, kräver omständigheterna ett annorlunda tolkningssätt. Genom att ge
kontrollbegreppet en autonom konventions tolkning som reflekterar syftet och bakgrunden
till Art. 9, undviks problemet.
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1.1

Introduction
Background

Nearly 70% of all cross-border trade takes place between related enterprises, which makes
transfer pricing a most important global matter.1 Transfer pricing constitutes the main international approach to allocate taxable profits between associated enterprises.
The term transfer pricing is often used incorrectly as the shifting of taxable income from a
multinational enterprise (hereafter MNE) located in a high taxing jurisdiction to an enterprise belonging to the same group in a low taxing jurisdiction through incorrect transfer
prices in order to reduce the entire tax burden for the group. According to article 3 of the
Preface of the 1979 OECD Report on Transfer Pricing and Multinational Enterprises, the
term should be considered neutral and not confused with the consideration of problems
concerning tax fraud or tax avoidance even though transfer prices may be used for such
purposes. Most MNEs highly value the predictability of the tax to be paid, and keep the
transactions well documented. Therefore, transfer pricing should for business purposes be
looked upon as the amount charged by one section of an organisation for a product or
service to another section in the same organization. MNEs use transfer pricing for instance
to evaluate the performance of the organization or to make the best decision whether or
not to buy or sell goods and services within the organization.2
Transfer pricing is not an issue per se, but the problem arises when the transfer price is
higher or lower than it would have been under similar conditions on the open market.
There are numerous reasons why a transfer price might differ from the price on the open
market. An enterprise may for example have to use a lower prise to enter a new market, it
may have to reduce prices due to strong competition, or the pricing may be different because of tax planning purposes. In order to determine a correct transfer price, to collect the
right tax and to avoid double taxation, most countries have committed to different tax
agreements that usually are based on the OECD Model Convention (hereafter OECD
MC).3 The law of double taxation is commonly referred to as “international tax law” and
often include all international as well as domestic tax provisions involving cross- border
situations.4 According to the OECD MC “Transfer prices are the prices at which an enterprise
transfer physical goods and intangible property or provide services to associated enterprises”.5
Since Art. 9 in the OECD MC is the only guiding rule concerning associated enterprises
dealing with transfer prices in the OECD MC, the two main guiding principles in the article
must be considered, namely the statement of the arm’s length standard and the notion of
associated enterprises. The arm’s length principle, hereafter the ALP, is the internationally
most accepted principle used to allocate profits made by enterprises involved in crossborder transactions. This principle is also the most common, in domestic legislation as well
1

Transfer Pricing 1999 Global Survey; Ernst& Young International Ltd (1999).

2

Hamaekers, Hubert, Introduction to Transfer Pricing (2002), p. 48.

3

Pelin, Lars, Internationell Skatterätt- ur ett svenskt perspektiv (2004), p. 210.

4

Vogel, Klaus, Klaus Vogel on Double Taxation Conventions (1997), p. 10.

5

OECD Guidelines for Multinational Enterprises (1995), para. 11.
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as in tax treaties. According to this principle the price set between associated enterprises
should be the same as the price set between two unrelated parties engaged in the same or
similar transactions, under the same or similar conditions on the open market. To correct
the transactions that are not in line with the ALP, an adjustment according to Art. 9(1)
should be made by the tax authorities. This adjustment procedure is also to be found in
most domestic laws. It is far from easy to determine the right arm’s length price and several
methods have been created to fit different situations. Further problems that may arise
when applying the ALP is not discussed, instead the focus will be on the other guiding
principle within Art. 9(1), namely the notion of associated enterprises.
The transfer pricing rules and the power of the tax authorities to adjust profits between enterprises do only apply when the parties are considered “associated enterprises”. To be
qualified as an associated enterprise under the tax laws of many countries brings certain
provisions and requirements, like documentation requirements, reversed burden of proof
and penalties. The definition of the term is therefore of great importance when determining the applicability of an international transfer pricing rule. Art. 9 OECD MC states three
trigger factors to determine if enterprises are to be considered “associated”; participation in
capital, participation in management and participation in control. Since a special confusion
lies within participation in control, the thesis will focus on this phrase. Neither Art. 9 itself
nor the Model Treaties contain any definition or explanation of the term “participation in
control” or how the three terms relate to each other. Neither does the article give any guidance which situations between the enterprises are included in the term.6 If the term is to be
considered undefined, it will fall within the scope of Art 3(2) OECD MC, which basically
states that the term “control” should be given the meaning stated under domestic law, if
the context does not require otherwise.
Several countries have a broad definition of the notion of control, which leads to that the
parties may be considered associated even in mere open-market situations where a degree
of control exists,. This means that the countries having a broad definition in their domestic
law may require adjustments of transactions between parties that are not associated in the
meaning of Art. 9 OECD MC. The consequence of broadening the notion in such way
may be the incorrect use of Art. 9, which would results in an incorrect tax situation. This
interpretation is violating the internationally accepted rule stating that a double taxation
agreement (hereafter DTA) should never expand the right to taxation, only restrict it.

1.2

Purpose

The overall purpose of the thesis is to analyze the meaning of participation in control and
come up with solutions to problems that may occur if the notion is not to find within the
model convention. The first question of the thesis is therefore what the purpose of Art. 9
really is and how the article relates to domestic law? If no explanation to the notion of control is to be found within Art. 9 OECD MC, the second question is if there are any alternative ways to reach a sufficiently clear definition? The last question is how enterprises and
Joint Ventures are affected if there is no common meaning of the notion of control?

6

Rotondaro, Carmine, The notion of ”associated enterprises”: Treaty Issues and domestic Interpretation - An
Overview, International Transfer Pricing Journal, IBFD (2000), Vol. 7, No. 1, p.3.
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1.3

Delimitation

The legal source discussed in the thesis will mainly be the OECD MC. The choice is built
on the fact that the convention is the most commonly used one in international tax treaties.
However, a short comparison will be made to other model conventions as well. We have
limited the comparison to domestic legislation in ten countries. There are other interesting
countries regarding transfer pricing regulations, but in connection to the notion of “participation in control” the best way is the one where a division is made between the broad and
the narrow domestic definitions, compared to the OECD standard. When comparing domestic legislation only transfer pricing legislation will be considered, because of the special
meaning of the term in relation to associated enterprises. This means that even if definitions of control may be found in other domestic legislation, it will not be considered.
The thesis is fully focusing on the notion of “participation in control”. Other transfer pricing questions, that usually arise, are not described or commented. The methods used to set
a correct transfer pricing are furthermore not discussed, neither will secondary adjustments
be considered since it is more a domestic problem than an international tax problem.

1.4

Method

In the thesis a traditional legal methodology is used, in which the legal sources serve as the
starting point.7 The hierarchy of the sources is determined in the following way; statutory
legislation, preparatory acts, case law and doctrine.8 Statuary legislation shall according to
this method be considered first of all, to examine if an answer to the legal question is to be
found already here.9 Tax treaties, that are statutory legislation, will be the starting point
when analysing the problem of the thesis, but focus will be on the OECD MC upon which
most tax treaties rely. The principles are not binding, but most countries follow the
OECD MC, thereby giving them a high moral value in international taxation. Domestic
legislation will be considered later in the thesis, when a comparison of the notion of control in the different domestic legislations is made.
A great help when interpreting the definitions in the OECD MC is the OECD Commentaries. Another important source when domestic law and preparatory work do not give
enough guidance is the ruling from courts in different countries.10 It shall however be emphasized that case law related to the subject is scarce. A reason for this is that companies
usually reach a settlement rather than bringing a case to court. Neither in the doctrine has
much concern been paid to the subject, but during recent years it has been discussed in different tax journal articles. To collect the information needed for our thesis we have gone to
the library of IBFD in Amsterdam.

7

Lehrberg, Bert, Praktisk Juridisk metod, (2001) p. 38.

8

Bernitz, Ulf, Finna rätt - juristens källmaterial och arbetsmetoder (2004), p. 27.

9

Ibid.

10

Op. Cit. p. 27.
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1.5

Disposition

To understand the problem of the thesis, the purpose of the OECD MC and its relevant
articles must be examined. Chapter 2 therefore describes the background of the OECD
MC, the articles used in transfer pricing situations and how they relate to each other. Since
neither the OECD MC nor the articles provide any information on how to interpret the
notion of control, alternative ways of interpreting the notion of control is searched within
the treaty.
Since the whole process of interpreting international conventions should be in accordance
with the Vienna Convention on the Law of Treaties (hereafter the VCLT), the relevant articles therein are scrutinized in Chapter 3. In order to find alternative solutions of how to
define the notion of control, other model conventions are further investigated in Chapter
3.
Chapter 4 illustrates domestic definitions and how the scope of control varies from country
to country. The chapter is of importance to show how the notion is defined in domestic
legislation and whether the definitions comply with Art. 9.
In Chapter 5, a contractual relationship is exemplified by scrutinizing 50-50 joint ventures
that often create problems when determining the meaning of control.
Chapter 6 analyses the information presented in previous chapters and forms the centre of
the thesis. Conclusions from previous chapters are summarised and different solutions in
how to interpret the notion are offered in order to find the most appropriate meaning.
The thesis is concluded in chapter 7 and the best solutions to the problem in how to interpret the notion of control, according to the authors, is presented.

1.6

Terms and definitions

Controlled Transaction

“Expression used in the context of transfer pricing
to refer to transactions between two enterprises that are associated with respect to each other (OECD)”.11

Double Taxation

“Double taxation is traditionally divided into two
kinds, juridical double taxation and economic double
taxation. Juridical double taxation may be described
as the imposition of comparable taxes by two (or
more) tax jurisdictions on the same taxpayer in respect of the same taxable income or capital. Economic double taxation may be described as the imposition of comparable taxes by two (or more) tax
jurisdictions on different tax payers in respect of the
same taxable income…”.12

11

IBFD International Tax Glossary (2005), p. 93.

12

Op. Cit., p. 134.

4

Enterprise

“The term enterprise (or its linguistic equivalent) is
used in the domestic laws (mainly civil laws) of a
number of countries and may broadly be equated
with the term business. It is also extensively used in
tax treaties and, in the context of the OECD Model
Convention, it has been suggested that the term
means either a business or business organization.
The OECD Model Commentaries indicate that it
should be interpreted according to the domestic laws
of the Contracting States…”13

Joint Venture

“Term used loosely to describe various forms of legal relationship between two or more parties set up
to pursue a common business goal. A joint venture
may take the form of a partnership or jointly owned
company or be no more than a contractual agreement between the parties. Joint ventures are often
(but not necessarily) entered into for a specific project or projects.”14

Model Tax Treaty

“Model Tax Treaties (sometimes referred to as
drafts) are typically produced either by country
groupings, such as the members of the Andean Pact,
or international organizations, such as the OECD or
United Nations, as standard models to be used by
their members in concluding their own treaties. The
OECD (and its processor, the League of Nations)
and the United Nations have played a significant role
in the development of model tax treaties. Model treaties are usually bilateral but some multilateral models
exist...”15

Multinational Enterprise (MNE)

“Company or group of companies with business establishments in two or more countries. A multinational structure may consist of a company establishment in one country with sales outlets, production
facilities, joint-venture projects, etc., in other countries, or a number of companies in various countries
which are connected by shareholdings in each
other”.16

Transfer Pricing

“Transfer pricing is the area of tax law and economics that is concerned with ensuring that prices
charged between associated enterprises for the trans-

13

IBFD International Tax Glossary (2005), p.149.

14

Op. Cit., p. 242.

15

Op. Cit., p. 268.

16

Op Cit., p. 272.

5

fer of goods, services and intangible property accord
with the arm’s length principle…”17
Other terms used in the thesis have the same meaning as in the OECD MC, unless they are
expressly given another meaning.

17

IBFD International Tax Glossary (2005), p. 422
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2
2.1

The OECD Model Convention
Introduction

Since transfer prising is an international matter, problems arising must be handled by international tax law. One of the most common problems when handling a transfer pricing
transaction is the outcome of double taxation. To prevent this most countries have adhered
to double taxation agreements, hereafter DTAs. Tax treaties recognize that each Contracting State apply its own law and then limit the Contracting State’s application of that domestic law. Since most DTAs are based on the OECD MC the chapter will illustrate the articles
used in transfer pricing situations, how to determine if two enterprises are associated and
how to handle undefined terms. The chapter is of importance to determine the purpose of
Art. 9 and how it relates to domestic law.

2.2

The Background of OECD

In the 1960s and 1970s considerable enthusiasm started to arise for transfer pricing. In
1961 the OECD was founded, which considered as its task to set up policies within the
member countries. One of the aims objectives of the organisation was to “contribute to the
expansion of world trade through a multilateral, non-discriminatory basis”. OECD started
as well to pay attention to transfer pricing and the result of this consideration was the
OECD report on transfer pricing called “Transfer Pricing and Multinational Enterprises”,
which came in 1979. The OECD Transfer Pricing Guidelines (hereafter the OECD TP
Guidelines), as it later was called, had taken a lot of help from the US regulations in the
matter. The OECD MC and the OECD MC Commentaries has by the High Court of Australia been referred to “as a guide to the current usage of terms by the parties”.18 OECD
TP Guidelines have later been revised several times with new Chapters and issues added
and the current version is the OECD TP Guidelines of 1995. In countries like Sweden the
principles of the OECD are only recognised, while in others, like the US and Australia, a
detailed legislation has been proclaimed.19 The OECD TP Guidelines are not legally forced
upon the member countries, but because of lacking regulations concerning transfer pricing
in many countries, the guidance has a major influence on the tax authorities of the Member
States.20
The main purpose of the OECD MC is described in the introduction to the MC. The first
section of the convention defines juridical double taxation and the second part describes
common solutions. The third section explains that the main purpose of the convention is
to provide ways of “settling on a uniform basis the most common problems which arise
in the field of international juridical double taxation”.21
The distributive rules, which are presented in Arts. 6 to 22 in chapter 3 and 4 of the MC
aim to classify certain items of income or capital and assign them for primary taxation
to one of the Contracting States. Transfer pricing is a matter concerning business profits,
18

Thiel v. FCT, ATR 531, 537 (1990).

19

International Transfer Pricing 2004/2005, Pricewaterhousecoopers LLP (2004), p. 17.

20

International Transfer Pricing 2004/2005, Pricewaterhousecoopers LLP (2004), p. 30.

21

The OECD Model Tax Convention on Income and on Capital, Introduction (2003), para. 1-3.

7

which is regulated by Arts. 7, 8 and 9 in chapter 3 of the MC. Art. 7 provides for the basic
rule and deals with the determination of profit from a permanent establishment. Art. 8
deals with the special case of profits from shipping and Art. 9 allows and limits adjustments in cases where profits are achieved between associated enterprises. Consequently,
Art. 7 does not apply to situations involving shipping or associated enterprises, according
to the meaning of the terms under the convention.
Art. 11 (6) and 12 (4) restrict the application of the distributive rules concerning interest
and royalty to an amount that has not been fixed excessively because of a “special relationship” between the payer and the beneficial owner or between both of them and a third person. Both of these rules are special rules that take precedence over Art. 9. However, the
term “special relationship” is wider than the criteria that cause association under Art. 9.22

2.3

The Arm’s Length Principle

Since the term “associated enterprises” cannot be interpreted only on the basis of the
OECD Glossary23, and may not be properly understood without referring to the ALP, the
principle must therefore be explained. The ALP needs to be scrutinized as a first step to
understand the meaning of associated enterprises. It is important to keep in mind that the
term “associated enterprises” should be interpreted in the light of the ALP for a correct interpretation.24 The main point of the OECD TP Guidelines today is to have the Member
States adopting the ALP and the methods used to arrive to such an arm length price. The
ALP is dealt with in Art. 9 of the OECD MC, and is the internationally most commonly
used system to allocate profit between associated enterprises. Criticism has however been
raised concerning the difficulties in making relevant comparisons within the ALP, and the
result of this criticism is for example the use of other systems like formulatory apportionment. The formulatory apportionment system allocates profit of a company in a group
by comparing the domestic sales, value of assets and payroll with the worldwide sales,
value of assets and payroll of the group. The profit of the company is then calculated by
multiplying the group value share of the company with the worldwide profit.
Under the principle of the arm’s length, related taxpayers must set up transfer prices for
any inter-group company transaction as if they where unrelated entities. This means that
the transfer price shall equal the market price set between unrelated firms in the market
place. Through the ALP a comparison can be made between the conditions of a controlled
transaction and an independent transaction.25 Irrespectively of the method used when determining the transfer price, it shall always be based on a comparable transaction. Factors
that are important when making the comparison are:
•

The characteristics of the property or service (for example intangible assets are
much more difficult to price than tangible assets).

22

Vogel, Klaus, Klaus Vogel on Double Taxation Conventions (1997), p. 518-519.

23

See OECD tax glossery www.oecd.org/document/29/0,2340,en_2649_201185_33933853_1_1_1_1,
00.html, wording 2006-04-26.

24

57th Congress of the International Fiscal Association Sidney, Australia August 31- September 5, 2003.

25

International Transfer Pricing 2004/2005, Pricewaterhousecoopers LLP (2004), p. 18.
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•
•
•
•

2.4

The functions performed and the risks undertaken by each enterprise (the more
sophisticated function turned in and risk undertaken, the higher the reward to the
company).
The contractual terms (these terms shall as the prices be comparable to terms between unrelated companies).
The economic circumstances of different markets (these circumstances may differ
among various countries and these circumstances will as well affect the price).26
Business strategies (some strategies require that the price temporarily differs from
the market price).

Article 9 of the OECD Model Convention

The first draft of the OECD MC by the League of Nations in 1927, assigned the taxing
right of business profits to the state where the enterprise had a permanent establishment
(Article 5).27 The draft considered subsidiaries to be permanent establishments of their parent company. States with a permanent establishment were in other words allowed to tax
the part of the profit that was considered to have been created within that state. According
to the explanation of the draft, profit allocation should be based on separated accounting
that is to say on the accounts of the permanent establishment, the so called separate entity
approach. If this was not the case, the tax authorities should be able to apportion the
profit. The explanation referred to calculations based on formulas taking into account payroll, turnover, investment capital etc. This way of allocating profit is often referred to as
formulatory apportionment, and explained earlier.28
The Fiscal Committee of the League of Nation drafted in 1933 a multilateral treaty on allocation of business profits based on a survey by Mitchell B. Carroll, an adviser to the US
Treasury and later chairman of the Committee. The terminology of the allocation article
(Article 3) had been enhanced, for example did the term permanent establishment no
longer include subsidiaries. Profit allocation instead took place on basis of “independent
enterprises”, which was a new expression for the separate entity approach.29 It therefore
became necessary to lay down the arm’s length principle in a separate article for situations
not covered by former Art. 7. An arrangement similar in substance to Art. 9 already existed
in Art. 6 of the League of Nations draft of 1935 and 1936 on the Allocation of Profits and
Property of International Enterprises. Art 5 of the OECD MC of 1933 provided the same
idea, and it was confirmed that the tax authorities had the right to make adjustments when
related enterprises used “conditions different from those which would have been made by
independent enterprises”. The article was later incorporated without changes in the Mexico
draft in 1943 and in the London draft in 1946. In all these texts, the arrangement was restricted to that part of the profits which was diverted from a domestic enterprise to an enterprise in another Contracting State. This proved that the arrangement was in line with
that for the taxation of a domestic permanent establishment in relation to its head office in
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another Contracting State. The wording of today however indicates that the latter provision
is also applicable to the diversion of profits to enterprises in third countries.30
The wording of Art. 9(1) OECD MC is:
“Where
a) an enterprise of a Contracting State participates directly or indirectly in the management, control or
capital of an enterprise of the other Contracting State, or
b) the same persons participate directly or indirectly in the management, control or capital of an enterprise of a Contracting State and an enterprise of the other Contracting State,
and in either case conditions are made or imposed between the two enterprises in their commercial or financial relations which differ from those which would be made between independent enterprises, then any profits
which would, but for those conditions, have accrued to one of the enterprises, but, by reason of those conditions, have not so accrued, may be included in the profits of that enterprise and taxed accordingly.”31
First of all, Art. 9 is dealing with transactions between enterprises, and those have to be enterprises of two different Contracting States. The legal form of the enterprise is irrelevant.32
What this paragraph basically says is that tax authorities are allowed, if the profits of an associated enterprise are incorrect because of transactions with associated enterprises in other
territories, to adjust those declared taxable profits.33
The second part of the article was not included until the 1977 version of the Convention.
Through Art. 9(2) OECD MC a corresponding adjustment was introduced. The article
states that:
“Where a Contracting State includes the profits of an enterprise of that State- and taxes accordingly- profits
on which an enterprise of the other Contracting State has been charged to tax in that other State and the
profits so included are profits which would have accrued to the enterprise of the first mentioned State if the
conditions are made between the two enterprises had been those which would have been made between independent enterprises, then that other State shall make an appropriate adjustment to the amount of the tax
charged therein on those profits. In determining such adjustment, due regard shall be had to the other provisions of this Convention and the competent authorities of the Contracting States shall if necessary consult
each other.”
Equivalent with Art. 7, Art. 9 indicate that business profit should be taxed in the State
where it originates economically. According to Art. 7, this may be either the State of residence of the enterprise or the State of the permanent establishment. According to Art. 9 it
should be the State of residence of the enterprise where the profits were reduced. Interpreting Art. 7 in conjunction with Art. 23, the article is designed to avoid double taxation
of the same taxpayer by the State of residence and the State of the source. Art. 9 differs
from Art. 7 and the rest of the distributive rules in the OECD MC, in that it deals with the
relationship of two States of residence and the taxation of legally independent parties with
separate States of residence. The article is however a distributive rule since it deals with the
30
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question of whether a part of a profit which has been, or will be, taxed in the foreign State,
may nevertheless be allocated to the domestic enterprise and therefore taxed by the domestic State. Double taxation is usually divided into two kinds, juridical double taxation and
economic double taxation. Juridical double taxation may be explained as the imposition of
comparable taxes by two tax jurisdictions on the same taxpayer concerning the same taxable income or capital. Economic double taxation may be described as the imposition of
equivalent taxes by two tax jurisdictions on different taxpayers relating to the same taxable
income.34 This means that Art. 9 is designed to avoid economical double taxation, which diverges from the main purpose of the convention, to prevent juridical double taxation.35 The
second part of Art. 9 is designed to avoid such economical double taxation and is the only
rule in the OECD MC with this aim.
One objective within the OECD is to create international co-operation on taxation in order
to prevent tax avoidance and double taxation. Incorrect transfer prices may shift taxable income from one country to another. The adjustment that can be made with the help of the
ALP in Art. 9(1) OECD MC may however lead to double taxation. For example, if the tax
authorities in one of the countries adjust the taxable profit due to distorted pricing so that
the profit will increase in that country while the same profit has already been taxed in the
other country, the company will have to pay double tax on the same income.36 Art. 9(2) directs that the State that taxed the company first shall make a new adjustment, appropriate
to the amount that is double taxed, in order to remove the double taxation.37 Yet, the adjustment is not to be made automatically by the State concerned, but only if it considers
that the adjustment can be justified, first and foremost in principle and then in regard to
the amount.38 The intension of this corresponding adjustment is that a similar situation to
the one that would have existed if the ALP had been followed correctly from the beginning.39 A corresponding adjustment in accordance with Para. 2 of Art. 9 OECD MC is
therefore only applicable after an adjustment according to Para.1. The relationship of the
two paragraphs is explained in Para. 5 and 6 of the Commentary to the OECD MC and
states that a re-writing of transactions between associated enterprises in situations described in Para.1, may give rise to economical double taxation. Paragraph 2 provides that in
these circumstances the other country shall make an appropriate adjustment to relieve the
double taxation. In other words the second paragraph “cleans up” after the double taxation
created by the adjustment in the first paragraph.40 The Commentary clarifies that the aim of
Art. 9(2) is to avoid double taxation arising in situations described in Para. 1. This means
that an obligation to perform a corresponding adjustment can only be decided if the situation is as described in Para. 1. This is further supported in Para. 6 of the Commentary to
Art 9. When determining if the adjustment is justified, international rules must be considered, not only the domestic legislation. There are no other rules about transfer pricing,
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concerning associated enterprises, within the OECD MC. The focus will hereafter be on
the notion of associated enterprises, since we now shortly have explained the ALP.

2.5

The Criterion of Associated Enterprises

In many DTAs the wording “by reason of its participation” is found, where the concept of
“participation” covers both indirect and direct participation. “By reason of” does however
require causality between the relationship between the enterprises concerned and the resultant possibility of influence.41 Even though the term participation exists in many DTAs, it
is described in a most varied manner. Despite the variation of wording, the meaning is the
same; they all follow the substance of Art. 9(1) OECD.42 To determine whether or not two
enterprises are associated, three factors are considered; participation in capital, management
and control. A particular confusion lies within the notion of control since there are no clear
guidelines how to interpret the term.
2.5.1

Participation in Management and Capital

Since neither Art. 9 itself nor the rest of the OECD MC gives any guidance in how to interpret the notion of control the two other criteria to determine association will be studied
with the intention to find some directions within them.
Compared to the more complicated notion of participation related to control, the notion of
participation related to management and capital is clearer. When it comes to management
questions arise concerning what sort of links that have to exist (for example family relationships, common interests or organisational relationships) as well as questions about what is
meant by management (the board or as well other levels of management). The relevance
when dealing with participation related to management does not lie in how close the managers are linked. Instead, like with capital, the importance lies in the direct or indirect influence of the managing bodies of the enterprises concerned.43 The term “participation in
management” may be interpreted broadly since both direct and indirect participation in the
management of another enterprise (or in both enterprises) will make the enterprises associated. If this rule applies it is thus sufficient for the fulfilling of the notion, that a person indirectly participates in the other, or both, enterprise’s management.44 At the same time it
shall be kept in mind that it may turn out, that even a prominent manager of the company,
can be excluded from the idea of management related to transfer pricing. If sufficient evidences exist, showing that this prominent manager had no influence in the pricing policy,
even such a highly involved person may be excluded from the concept.45 The term “management” itself is not defined in the OECD MC, but the possibility to include a person in
the concept is directly determined by the extent to which that person might influence the
transfer pricing policy in the company.46
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When discussing participation in capital there is no definite percentage that settles whether
the notion is fulfilled or not, however, it can be discussed if one single percentage, that is to
say any ownership at all, could be enough to make the enterprises associated. The definition is accordingly not quantitative, which means that it is not the amount of capital invested in the company that makes the person “participating in capital”, it is the way capital
has been contributed to the company that is important. This contribution can be made
trough share- or stock holding, but the notion of participation does not necessarily require
that the person holds voting rights. However, considering the dictionary meaning of control given by the OECD it is understood that control means the power to ensure the outcome of a transaction, which hardly can be done by a minority holding of capital or voting
rights. When comparing the two previous “participations”, the possession of a non-voting
share or quota may however be enough to fulfil the requirements of participation. It is
therefore a question of individual investigations in every current case, with a particular interest in the grade of dependency.
2.5.2

Participation in Control

The OECD MC contains no explanation of how to interpret the term control. The term
has however been defined in the OCED tax glossary. Since the glossary is not a part of the
convention, the description may not automatically be applied. However, the definition may
give some guidance in how to interpret the word. According to the OECD tax glossary, the
definition of control is described as:
“The capacity of one person to ensure that another person acts in accordance with the first person's wishes,
or the exercise of that capacity. The exercise of control by one person over another could enable individuals
and corporations to avoid or reduce their tax liability. A company is usually regarded as controlling another
company if it holds more than 50% of the latter company's voting shares. However, the definitions vary according to country and situation”.47
The concept of control is presumably the vaguest of the three concepts related to participation. As with management and capital, the degree of influence a person may have over the
pricing policy of the company plays a very important role. If participation in control is at
hand, it will in reality often reach a sufficiently high degree of influence, so that the transfer
pricing rules will apply.48
Since no guidance in how to interpret the notion of control is to be found by studying participation of capital or in participation in management, the term remains undefined. The
investigation in the thesis will focus on finding the best alternative how to define the term
control.

2.6

Article 3(2) of the OECD Model Convention

Art. 3(2) is a general rule of interpretation as compared to other special rules of interpretation within the Treaty, for example Art. 4(1) and 6(2). At the same time it is a special rule
of interpretation in relation to the general rules that govern the interpretation of DTAs.
According to general rules of interpretation, states should choose the treaty interpretation
47
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that is most likely to be acceptable in both of the states, a so called common interpretation.
However, the rule of common interpretation is not applicable where DTAs refer to the
domestic law in such a way that each state should apply its own law.49 Since Art 3(2) in this
point is a special rule it shall have precedence over other general rules.50 The article states:
“As regards the applications of the Convention at any time by a Contracting State, any term not defined
therein shall, unless the context otherwise requires, have the meaning that it has at that time under the law
of that State prevailing over a meaning given to the term under other laws of that State”.
The question is if the notion of control should be considered undefined and therefore included in the scope of Art. 3(2)? Since neither Art. 9 nor the rest of the OECD MC contains any further indications concerning the notion of control, the term may therefore be
considered undefined. The scope of Art 3(2) is narrowed to the interpretation of “terms”,
which control must be considered to fall within. The role and priority of Art 3(2) is unfortunately another international, unsolved tax issue.51 Even though there are no clear rules
about the interpreting hierarchy, there seem to be two main ways to understand the article.
Either domestic legislation should have priority over the contextual or the contextual interpretation should prevail over the domestic.
The advantage of referring to domestic law is that the states can rely on terms they are familiar with and the variety of different interpretations is limited which promotes legal certainty. Though, it may be difficult for a state to predict the outcome of a transaction as by
referring to “domestic law”. Some countries, like the United Kingdom, include case law
and Member States of the EU include in their law the prevailing EU law, which make a
great demand upon the taxpayer.52 By applying domestic law the two Contracting States
may apply different meanings to the term of the treaty, which may lead to the result that
the intention of the parties to avoid economic double taxation in practice remains unfulfilled. Take for example the situation where Company A, located in Country A, has been
subjected to an adjustment by the tax authorities in Country A, because of transactions
with Company B, located in Country B. The companies are according to Country A, but
not Country B, considered associated enterprises by the domestic notion of control. The
tax treaty between country A and B plays a role only as to the decision of Country B to
make a corresponding adjustment. According to Art. 3(2) OECD MC, the notion of control presented in Art. 9 would be interpreted with reference to the domestic laws of Country B.53 The situation has been described “ whether there is a case of participation of management,
control or capital of an enterprise is a matter to be decided by reference to domestic company law. But what
forms of participation are covered by Art. 9 is a question of treaty law”.54
Even if there are advantages in interpreting the notion of control according to domestic
law, the disadvantages cannot to be ignored. Applying domestic law to interpret the notion
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of control does not only create divergence and non-harmonisation between the Member
States, it also creates even larger problems since the application may lead to an expanded
taxation. The next step is therefore to consider what the outcome of a contextual approach
would lead to. A contextual approach should be interpreted in the sense “the context requires”. If the context does not so require, or no guidance is given, the meaning to be
adopted in interpreting and applying the treaty should be the one in the tax laws of the
country. The context should be “…determined in particular by the intention of the Contracting
States when signing the Convention as well as the meaning given to the term in question in the legislation of
the other Contracting State”.55
The contextual approach is to be used when domestic law fails to provide a clear-cut solution to the particular tax issue. It may be that a particular context in which a term is used in
domestic law leads to a different interpretation of the identical DTA term. It has been argued that the contextual approach should be used only when the domestic meaning of the
term is clear and the context still require the need of a different interpretation. According
to this view additional weight should be put on the domestic interpretation of the distributive rules.56 Even if a domestic interpretation is to prefer, there has to be alternative solutions when the result of the interpretation gives inappropriate results.
The Commentary to Art 3(2) holds that states capable of entering into mutual agreements,
that establish the meaning of undefined terms, should take those agreements into account
when interpreting those terms.57 The DTA between Sweden and Germany from 1992 is an
example of where an autonomous interpretation is given priority. The DTA is to be interpreted “through both Contracting States correspondingly from the treaty itself”. Only
when the context requires and when no agreement can be found in a mutual agreement
process, the treaty is to be interpreted according to the law of the state that applies the
treaty.58 A mutual agreement process (MAP) allows designated representatives from the
two states to interact with the intent to resolve international tax disputes.59
The DTA is based on the idea presented in Art 3(2) of the US MC and supported by tax
scholars.60 However, this type of interpretation is often difficult to achieve because of the
lack of sufficient criteria. The result of using domestic interpretation therefore has to be
analysed, and only if the result is found to be inappropriate, the aim of the thesis is to give
the notion of control an autonomous treaty meaning, that corresponds to the context of
Art. 9. In addition to the context, treaty practice, the development of treaty terminology,
domestic law as well as the OECD and the UN Commentaries must therefore carefully be
scrutinized.61
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2.7

Conclusion

By entering into a DTA the parties agree to restrict their domestic definitions, which in this
context means the notion of associated enterprises, to an enterprise, which according to
Art. 9 OECD MC “participates directly or indirectly in the management, control or capital
of an enterprise of the other Contracting State”. This means that wider domestic definitions should be restricted, since a tax treaty never is to lead to a greater tax burden for the
contracting parts.
Art. 9 differs from the other articles of the convention, since it deals with economical and
not juridical double taxation. Originally, subsidiaries were included in the term permanent
establishments, Art. 7, that were used for allocating profit. After a survey by Mitchell B. Caroll, the term no longer includes subsidiaries. It was therefore necessary to form a new article
that included subsidiaries. In connection with the survey, the ALP was introduced instead
of the formulatory apportionment as a way to allocate profit between associated enterprises. The former design of Art. 9 ran parallel to the article from where it stemmed. Today, however, the article indicates that adjustment also can be made in case of diversion of
profits to enterprises in third states. Art. 9 is the only article in the OECD MC that can be
used to allocate profits between associated enterprises in order to prevent economical double taxation. It is therefore of great importance that the article is used in accordance with
the intentions.
In order to allocate profits under Art. 9, the enterprises involved in the transactions must
be considered associated. Associated enterprises are determined by participation in capital,
management or control. The notion of control however needs a clearer meaning, which is
not provided by the treaty itself. According to Art 3(2) OECD MC undefined terms shall,
unless the context requires otherwise, have the meaning it has under the law of that state.
There are unfortunately no clear directives whether there is an interpretative hierarchy
within the article. There seem to be two different approaches, either the domestic law prevail over the context or the context prevail over the domestic law. In order to determine if
the domestic definitions provide a sufficient explanation, in line with the purpose and
meaning of Art. 9, or if the context requires an alternative interpretation, the notion of
control need to be further scrutinized. This will be done by investigating other tax treaties
and domestic law. If no joint definition may be found that gives an appropriate result, an
autonomous treaty meaning within the contest of Art. 9 will be considered. In order to find
out if domestic law may be used, or if it is possible to create an international tax meaning,
treaty practice and the development of a treaty terminology by different conventions must
be scrutinized as a first step, before national laws may be considered.
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3
3.1

European and International Conventions
Introduction

States impose taxes on the basis of their own tax laws and the rules within the tax treaties
presume that the taxation is done according to domestic laws of the Contracting States.
Tax treaty rules are consequently not leading to the application of foreign law, but limiting
the tax laws of both states either by excluding domestic law or by forcing the States to allow a credit for the tax already paid in the other state. The international taxation rules
within the treaties are therefore not conflicting rules, but limiting rules. Private international law is often embodied in the rules of the domestic law, but with the tax treaty rules it
is different, they have an independent origin and legal foundation.62
Double tax treaties are international agreements; following the rules of the Vienna Convention which is a convention that codifies the norms and customs of international law.63 The
agreements creating the treaty are concluded through negotiations and in most of the states
The Minister of Foreign Affairs is responsible for these negotiations. Though, when it
comes to tax treaties the Minister of Finance is more often the responsible negotiator. It is
during these negotiations that the treaty text is drawn up.64 The treaty is concluded when
the treaty is approved and signed by the negotiating parties. The signing is equal to a commitment by the state to the bound by the conclusion of the treaty, but even if a state has
signed a treaty it may according to Art. 46(2) of the Vienna Convention be invalid under international law, if absence of parliamentary consent is at hand.65 With the term “parliamentary consent” is meant a mandate through which the treaty becomes applicable in domestic
law.66 The tax treaty itself comes into existence when both Contracting States makes a declaration of consent, but the way the state concerned makes it’s declaration is an individual
decision.67 When it comes to treaties there are different agreed rules, for example that the
conclusion comes into effect when it is ratified by the states.68 Irrespective of the way the
declaration of consent has been done, it is through the declaration that the treaty becomes
binding under international law. The binding effect of the treaty is however not applicable
on self-executing treaties, or treaties with an internal applicability. National tax authorities
should apply the tax treaties.69 Treaties will in most states with the mandate of the legislator
attain the same weight, or even higher priority, than the statuary domestic law.70 This is for
example the case with double taxation treaties based on the OECD MC. The double taxation treaty has priority and domestic legislation becomes through Art. 3(2) only an alterna-
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tive to be used when the answer cannot be found in the treaty. In this Chapter comparisons are made between the wording of Art. 9 OECD MC and the wordings of other conventions and regulations, to see if any guidance on the matter may be found.
The notion of control is not the first treaty term that has been in need of interpretation.
Therefore, before proceeding with the search for a meaning of the term control in connection to Art. 9, it is of importance to understand on which ground the interpretation of the
undefined notion of control must rely.

3.2

The Vienna Convention on the Law of Treaties

The problem with the undefined notion of control will often lead to additional problems
when applying domestic law, lex fori. In fact, it has been suggested that domestic law only
should be applied when it can be justified by the principles of Art. 31 and 32 of the Vienna
Convention on the Law of Treaties, hereafter the VCLT.71
Since DTAs are agreements between states they are often subject to different interpretation
rules than those used by domestic law. The interpretation of treaties entered into between
states is governed by the VCLT.72 The general international law does not have any rules
concerning written agreements. The few existing rules have therefore grown from international case law and doctrine and later been codified in the VCLT.73 When ratifying the
VCLT, many international policies have been interpreted and defined.
According to Art. 1 of the VCLT, the convention applies to treaties between states, which
means that double tax conventions are covered since they are international bilateral or multilateral treaties. The rules on interpretation of treaties are presented in Arts. 31 to 33. The
general rules, explained in Art. 31(1), are divided into three principles.
1) A treaty shall be interpreted in good faith in accordance with the ordinary meaning to be given to
the terms of the treaty in their context and in light of its object and purpose.
2) The context for the purpose of the interpretation of a treaty shall comprise, in addition to the text;
its preamble and annexes:
a. any agreement relating to the treaty which was made between all the parties in connexion
with the conclusion of the treaty;
b. any instrument which was made by one or more parties in connexion with the conclusion
of the treaty and accepted by the other parties as an instrument related to the treaty.
3)

It shall be taken into account, together with the context: subsequent agreement between the parties
regarding the interpretation of the subsequent agreement between the parties regarding the interpretation of the treaty or the application of its provisions; any subsequent practice in the application of
the treaty which establishes the agreement of the parties regarding its interpretation, any relevant
rules of international law applicable in the relations between the parties.

4) A special meaning shall be given to a term if it is established that the parties so intended.
71
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The first section gives a rather broad description of how to interpret treaties. It seems generally accepted that an objective or textual definition shall be followed, which has also been
explained in the commentaries to the Convention.74 The textual approach corresponds with
the legality principle and endorses predictability, which is of great importance regarding
DTAs since they have a direct impact on the taxation of the taxpayers.
In international case law, the court has in many instances when interpreting the “ordinary
meaning”, referred to the dictionary meaning. However, the term “ordinary meaning” does
not necessary mean the everyday use of the word, but can have a certain meaning depending on the judicial or professional tradition or a special meaning if the parties so intend.75
Some examples where the court has started the interpretation with the text are the case in
Rhodesia where the term “industrial or commercial profit” where to be interpreted in
Commissioner of Taxes v. Aktiebolaget Tetra Pak76, or in Canada where the terms “retire” and
“pension” where to be defined in Specht v. R77. This objective view does not exclude the
use of additional sources in the interpretation; it only limits the acceptable result of the
wording to not expand outside the “ordinary meaning”. When establishing the ordinary
meaning, the interpretation shall according to Art 31(1) be based on the “context” of the
treaty. All kind of evidences besides those explained in 31(2), could be used to prove the
context of the agreement, not only the text itself but also other documents and agreements
that have been used to reach the agreement. In Henry H. Kimball v. Commissioner78 the court
stated that since the treaty was based on a model treaty (the Model Convention of the
League of Nations), the undefined term should be interpreted according to the model convention, its commentaries and the circumstances surrounding the drafting of the MC. The
US. Tax Court referred to the history of the MC and the fact that uniform definitions
where being formulated, the main meaning of the term in question was analysed and an international tax language was being developed.
It has been suggested that the underlying will of the parties should be investigated in order
to establish the ordinary meaning. The result would be that the object and purpose of a
treaty would be the same as the intention of the parties, since the object or the purpose
could hardly be anything but the intention of the parties.79 It has already been stated that
the purpose of the OECD MC is to prevent juridical double taxation and prevent international tax avoidance, which according to this point of view would result in the fact that the
underlying will of the parties would be the same.80 It has contrary been said that the intention of the parties only is significant to the degree it has been expressed in the text of the
agreement. A third point of view is that the object and purpose of the treaty shall be re-
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garded as secondary means in the interpretation, since it should be considered “in the light
of the purpose”.81
According to Art. 31(3) subsequent agreements and subsequent practices are not part of
the context but should still be taken into consideration together with the context for interpreting purposes. The VCLT refer to ordinary and special meanings in Art. 31(4). A special
meaning shall prevail if it is the underlying will of the parties. The difference between ordinary and special meaning can only be determined by examining the purpose of the treaty.
Therefore the meaning to prevail is the one that comply with this.82
To prevent that a result becomes unrealistic, Art. 32 states that supplementary means of interpretation may be utilized either to support the outcome of the interpretation conducted
according to Art. 31, or to reach a clear and reasonable conclusion, where this is not
achieved under Art. 31. It is noticeable that the reference only regards sources of the treaty.
This proves the importance of the common intention of the parties when interpreting a
DTA. If language differences occur, Art. 33 states that the languages have the same power
if nothing else has been agreed to. Once again, the underlying will of the parties shall be
searched and the purpose of the treaty shall be determined.
In cases where the meaning of a treaty provision is unclear even after an interpretation of
the common intention of the parties, it has been suggested that the parties has not reached
an agreement and that the treaty therefore should not even by applied.83 Since this point of
view will in the end affect the taxpayer, it is not a preferable solution. DTAs are based on
the principle that they can only limit, not expand a state’s right to tax income according to
domestic rules. However, many states rather protect their tax base their the taxpayers. It
has, even if it lies outside the area of taxation, been stated by the European Commission on
Human Rights that the “function of the Convention is to protect the rights of the individuals”.84
To sum up, according to the articles in the VCLT, a treaty shall be interpreted according to
its wording, which means that the parties by ratifying a treaty, without making any changes,
also agree to the definitions therein. However the Convention also focuses on the intention
of the parties which for example is proved by the fact that the Convention recognises materials that are drawn up by both parties, but ignore materials concluded unilaterally. Since
the will of the parties often is to express their common intentions through the text of the
treaty the two opinions are often in harmony. Situations do all the same occur where the
wording and the proven intention do not agree. The commentary to Art. 31 support the literal meaning and states that “the text must be presumed to be the authentic expression of
the intention of the parties” and that the starting point of the investigation ought to be in
the meaning of the text, not on the intention of the parties.85 The literal meaning is also the
most commonly one used in case law. The interpretation of the text must never expand beyond an acceptable meaning of the wording. In cases where neither the wording nor the
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will of the parties may be determined, a lot speaks for interpreting the treaty according to
the second beat alternative for the taxpayer.
The information of the VCLT must be kept in mind when further investigating whether or
not a domestic interpretation may be used. As a first step of finding direction in how to interpret the notion, other treaties will be considered in order to determine if the meaning of
control has been defined therein. It is then the purpose of the rest of the interpretation
process to determine what meaning is most appropriate.86

3.3

Treaties within the European Union

When DTAs of Member States of the European Union (EU) are applied, the Community
Law on International Tax Law must nowadays be considered. The “primary community
law” is the EC Treaty (Treaty of Rome) and the EU Treaty (Maastricht Treaty). The most
significant objective of the Community law is to market freedoms and the prohibition
against discrimination.
One may wonder why no common regulations for transfer pricing exists within the EC
law. In the EC Treaty there is no explicit harmonisation of direct taxes. Art. 94 of the
Treaty opens the way for providing a legal basis for directives concerning direct taxation,
but decisions regarding this requires unanimity of votes in the council. This is where the
complexity starts. The Member States within the European Union have not been ready to
let go of their own fiscal systems and they are reluctant to compromise over a standardized
tax base. The result of this is the existing source taxation, meaning a separate taxation in
each of the countries in which the MNE operates, on the basis of the income produced in
each jurisdiction. The MNE must for this reason keep separate accounts for each business
unit of the different countries in which it operates. When ascribing the items of the MNE
to each business, the ALP is of course used since the Member States today follow the
OECD principles.87 Though, it was ruled by the European Court of Justice that if national
law is in conflict with the Community Law, the Community Law will prevail and domestic
law is inapplicable.88 It has further been maintained that if a treaty rule is in violation of the
Community law, the treaty rule is inapplicable the same way as with domestic law.89
The ALP has not been satisfactory since, as in previous Chapters described, the principle is
difficult to apply on pricing situation in real business life. Because of this the EU has taken
steps, if not toward harmonisation, so at least towards a reduction of the obstacles of
cross-boarder transactions. Examples of these taken steps are the Merger Directive
(90/434), the Parent-Subsidiary Directive (90/435) and the Arbitration Convention on dispute resolution in transfer pricing (90/436). These are however just steps towards elimination of double taxation, in reality the consequence of the EU regulations is an almost as
bad environment for the MNEs as the other international and bilateral conventions cre-
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ate.90 The relationship of international treaties to ‘primary Community law’ is governed by
Art. 307 of the EC Treaty.
When it comes to associated enterprises Art. 4 of the EC convention (Convention
90/436/EEC of 23 July 1990 on the elimination of double taxation in connection with the
adjustment of profits of associated enterprises, hereafter “the Arbitration Convention”) includes a provision similar to the one in Art. 9(1) OECD MC. It is a more recent contractual
provision and takes therefore precedence over the OECD MC articles.91 Article 4(1) states
that:
“The following principles shall be observed in the application of this Convention:
1. Where:
(a) an enterprise of a Contracting State participates directly or indirectly in the management, control or
capital of an enterprise of another contracting State, or
(b) the same persons participate directly or indirectly in the management, control or capital of an enterprise of one Contracting State and an enterprise of another Contracting State,
and in either case conditions are made or imposed between the two enterprises in their commercial or financial relation which differ from those which would be made between independent enterprises, then any
profits which would, but for those conditions, have accrued to one of the enterprises, but, by reason of
those condition, have not so accrued, may be included in the profits of that enterprise and taxed accordingly.”
Compared to the earlier stated Art. 9(1) OECD MC it is here shown that the wording is
exactly the same in Art. 4(1) of the Arbitration Convention. A difference does not show
until Art. 4(2), which is not the same as Art. 9(2). Instead, Art. 4(2) aim at withholding an
ALP, as well when it comes to permanent establishments.92
Art.12 is instead the corresponding article to Art. 9(2) OECD MC, compelling the authorities to eliminate double taxation deriving from a profit adjustment. Art. 14 of the present
treaty states that double taxation is eliminated when either the profit is taxed in only one of
the Contracting States, or when a Contracting State credits the taxation of the other Contracting State. If the States cannot agree, they shall follow the advisory committee’s opinion. Art. 14 is like Art. 4 exceeding the corresponding article of the OECD MC.93
The question is when the adjustments shall be made. Persons are according to the EU Customs Code associated through control, if:
•

The persons concerned are officers or directors of one another’s businesses or

•

They are legal partners in business, or

•

They have a relation as employer and employee, or
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3.4

•

A person, directly or indirectly, owns, controls or holds at least 5% of the voting stock or shares of both of them, or

•

One of the persons, directly or indirectly, controls the other, or

•

Both of the persons are directly or indirectly controlled by a third person, or

•

They together directly or indirectly control a third person, or

•

They are members of the same family (a wide range of the definition of family
applies here, including half blood siblings, uncle, nephew, etc.)94

The US Model Convention

In 1976 the US Treasury Department published its own treaty to serve as the basis for US
treaty negotiations. The US treaty is based on the OECD MC but was created to reflect
special US policy concerns.95 The wording of Art. 9(1) is identical in all three model conventions. However, Art 9 in the US MC has a third additional provision that affects the
scope of Art 9(1). According to this provision:
The provisions of paragraph 1 shall not limit any provisions of the law of either Contracting State which
permit the distribution, apportionment, or allocation of income, deductions, credits, or allowances between
persons, whether or not residents of a Contracting State, owned or controlled directly or indirectly by the
same interests when necessary in order to prevent evasion of taxes or clearly to reflect the income of any of
such persons.
This provision represents a different understanding of the relation between the rules of the
treaty, and domestic law. It means that the authority is not bound to use Art. 9, but can use
domestic law to adjust transfer prices. This also follows from the saving clause in Art 1(3)
of the US MC.96 The Saving Clause states that a Contracting State may tax its residents
even though the convention is not in effect. The clause is based on the idea that a DTA
only may restrict the taxation of non-resident aliens, not US citizens, residents and corporations. If these persons already have been taxed, the US must give credit for tax paid to another State.97 The OECD MC and the UN MC are instead based on the idea that a DTA
only may restrict the taxation no matter if the person is a resident, citizen or a corporation.
Since the OECD and the UN MCs are not based on the same idea, it would be difficult to
include a similar provision in these model conventions.
According to Art 3(2) of the US MC “any term not defined therein shall, unless the context otherwise
requires or the competent authorities agree to a common meaning pursuant to the provisions of Article 25
(mutual Agreement Procedure), have the meaning which it has under the laws of that State concerning the
taxes to which the Convention applies”.
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Art. 3(2) of the US MC leads to the same result as Art. 9 of the same convention, namely
that the use of domestic law will be at hand. Noticeable is the hierarchy of interpretive
ways. Domestic law is only applicable if the context does not require otherwise or if the
competent authorities cannot agree to a solution.
As the text in Art. 9 of the UN MC (the model convention of the United Nation) is identical to the wording of Art. 9 OECD MC, a discussion about this convention will be superfluous. The UN Model Convention as a whole is however designed to fit developing countries as well as developed countries.

3.5

Conclusion

Examining international conventions concerning transactions between associated enterprises; a conclusion to be made is that the wording in the articles is comparable. The UN
Model Convention and the US Model Convention Art. 9(1) is similar to the OECD MC
and the same wording is to be found in the EU directives. An explanation or guidance to
the vague definition of control in Art. 9 OECD MC is therefore not to be found by studying other conventions or regulations.
It has been suggested that domestic law must be in line with Arts. 31 to 33 of the VCLT in
order to be applicable. This means that the interpretation of the domestic definition must
never expand beyond the ordinary meaning of the wording. The ordinary meaning does
not necessary mean the everyday use of the word, but can have a certain meaning depending on the judicial or professional tradition or a special meaning if the parties so intend.
Previously mentioned case law, has often used the dictionary meaning of the word control
in order to establish the ordinary meaning, which according to the OECD MC would be
the capacity of a person to certify that another person acts in accordance with the first person's wishes, or the exercise of that capacity. This would result in that the notion of control, interpreted by domestic law, may not expand outside this meaning.
According to the VCLT the starting point when interpreting treaties ought to be the wording, which has also been verified in case law and doctrine. The court in Henry H. Kimball v.
Commissioner98concluded that undefined terms should be interpreted according to the model
convention, its commentaries and the circumstances surrounding the drafting of the MC.
Since the term control is not defined in any of the model conventions or in the commentaries, the drafting surrounding the model conventions may be considered. The OECD MC
is based on the idea to prevent juridical double taxation. Art. 9 however is created to prevent economical double taxation, which makes it difficult to establish an ordinary meaning
based on Art 31 of the VCLT. By referring to domestic law, this dilemma is prevented.
However, referring back to domestic law does not necessary bring greater legal certainty if
the domestic definitions lead to different results.
When the explanation is not to be found in the wording, the context of the treaty must be
investigated. The fact that the Contracting States want to avoid double taxation may be of
importance in certain cases. For example, the DTA between Germany and Sweden from
1992 tried the solution of giving the autonomous interpretation priority over lex fori and
states that the treaty is to be interpreted “through both Contracting States correspondingly
from the treaty itself”. This means that an interpretation according to the law of the State
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applying the treaty is only allowed when the context requires, and the competent authorities are not able to agree in a mutual agreement process.99 The solution is also used in the
US MC. However, the problem remains when the treaty cannot be interpreted “through
both states correspondingly from the treaty itself” and the tax authorities are unable to
reach an agreement, which makes an autonomous definition desirable. To finally establish
the most advantageous way of interpreting the notion of control domestic law has to be
scrutinized. If concluding that the result is not advantageous, an autonomous interpretation
needs to be formed. In order to give the term a meaning that will be accepted by the states,
domestic law has to be considered a starting point for this creation.
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4

Definitions Stated in Domestic Legislation

4.1

Introduction

Transfer pricing was during a long time, by many countries not recognized, but today most
of them have transfer pricing regulations and guidance when it comes to transfers between
associated enterprises. The transfer pricing area is however far from harmonisation, and
when a comparison between domestic regulations is made, the wording and width of the
scope can differ widely. One of the reasons is the different approach upon which the legislation is based . Countries like the USA and Australia focus on tax avoidance, while countries like Germany and Sweden have an economically justifiable focus, often based upon
what a “sound business manager” would have done in a similar situation.100 Furthermore
some countries clearly describe which situations that should be included in the notion while
others neglect such a description, or are making the guidelines very indistinct.
In situations where two contracting parties cannot within their DTA decide whether or not
two enterprises are to be considered associated, definitions may according to Art. 3(2)
OECD MC be found in national law. It is important to keep in mind that Art. 3(2) is not
referring to the application of domestic law as a whole, but “to the law of that State for the purposes of the taxes to which this Convention applies”. 101 This means that when interpreting domestic company law, the law concerning the ALP should be the primary source. Therefore, this
Chapter does not contain all domestic legislation concerning the term control, but only the
primary law concerning transfer pricing and associated enterprises. Only when no guidance
is to be found in primary law, secondary law and legislation may be used to determine the
notion of control. The purpose of the Chapter is to determine whether or not domestic
legislation in selected countries is in accordance with Art. 9(1) of the OECD MC and if the
domestic meanings give a fair result. It will also be investigated if domestic interpretations
may be used as a starting point to determine an joint international meaning of the notion of
control.
The implementation of the ALP in domestic tax law can be divided into three categories.
1) Loyal OECD followers with countries that have included a direct or indirect reference to the ALP and to adjustments in case of divergences. (For example: Australia,
United Kingdom, and Italy)
2) The US Approach with countries that permit prices to be adjusted when the enterprises are considered associated without any reference to the ALP. (For example
China and the US)
3) Brazilian approach, where the countries have specific rules for deductibility of the
cost of imported goods and the recognition of revenue arising from exports. (Brazil).102
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Countries like Germany and Switzerland are OECD followers but with broad legal basis
developed only for transfer pricing purposes in case law. They may therefore be considered
an own category depending on how detailed the division should be.

4.2

Australia

The domestic transfer pricing legislation in Australia, like in the US, is based on the
idea to prevent tax avoidance. Unrelated party transactions may in countries like Australia be subject to transfer pricing adjustments. According to Australian domestic law
(…) b) the Commissioner, having regard to any connection between any 2 or more of the parties to the
agreement or to any other relevant circumstances, is satisfied that the parties to the agreement, or any 2 or
more of those parties, were not dealing at arm’s length with each other(…)103
This means that “any connection” or “any other relevant circumstances” is enough to generate an adjustment. The application of the transfer pricing rules is not based on the traditional concept of associated enterprises and control between the parties to the transaction.
This means that more focus is put on the transaction itself than the actual relationship. The
definitions are extremely vague and there are no statutory definitions. Though, the Australian Taxation Office has explained that ‘any connection’ means
-

a direct or indirect shareholding in one company by another;

-

the common ownership of companies even though there may be no direct or indirect shareholding between the subsidiaries;

-

the ability of one company to obtain an interest in another company through an existing option agreement;

-

the existence of common directors; or

-

the involvement in a cartel.104

The term “any other relevant circumstances” in the Explanatory Memorandum to the Income Tax Amendment Bill 1982, states:
“There can be cases were formally unrelated parties to an agreement do not deal with one another on an
arm’s length basis, viewed simply in relation to a particular supply or acquisition of property. This could be
the case where the particular transaction which reduces a taxpayer’s Australian income is offset by benefits
under another seemingly unrelated agreement, which may accrue abroad and perhaps to an associate of the
taxpayer.”
The statement shows that the tax authorities lawfully may adjust even transactions between
unrelated parties when the transactions are not at arm’s length. It is confirmed that the existence of a controlling relationship is not essential, but the focus is instead put on the conformity with the ALP.
Australian legislation further contains a general anti-avoidance provision in Pt IVA
ITAA33, where Div. 13 differ from this provision since it is not premised upon the fact
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that it exists any arrangement, with a dominant purpose of tax avoidance.105 The result of
Div. 13 is that any international transaction including any purchase or sale of property, or
rendering of services, is covered by the term “any connection between the parties to the
agreement”. This means that focus ought to be on transactions not inline with the ALP.
The ALP requires a comparison with transactions entered into between unrelated parties
on the open market. Since unrelated parties are included in the Australian transfer pricing
rules, one might wonder how the ALP should be determined. It is stated that transactions
aiming at shifting certain tax benefits abroad, are not at arm length. This basically means
that Australia is using transfer pricing rules to adjust cases that in other states would be
considered as tax avoidance or tax evasion transactions.
To sum up, a relationship of control is not required since transfer pricing rules also applies
in tax avoidance and tax evasion transactions. Focus is not on the taxpayer, but on the
transaction.

4.3

Brazil

Brazil is another example of an upcoming country. It is however very different compared
to other countries when it comes to transfer pricing regulations. Brazil is for example not
following the traditional ALP, on the contrary it has a design that can be consider to be at
non arm’s length. Furthermore, when it comes to the notion of control in relation to associated enterprises, or related parties as the notion is named in Brazilian transfer pricing
rules, the scope of the notion is much wider than the scope of other countries, and compared to the notion of OECD.106 An explanation to this situation is that Brazil is not a
member of the OECD and never has accepted Art. 9(2) OECD MC, and the corresponding adjustment that this paragraph includes. In its tax treaties Brazil has therefore chosen
not to include this paragraph.107
The concept of associated enterprises is to be found in Art. 23 of Law 9.430/96, a law that
is only applicable to related parties. Brazilian income tax law widens the scope of related
parties by including not only foreign enterprises but also foreign individuals, who therefore
goes under transfer pricing regulations. Family relatives to directors and officers of a company, shareholders or controlling partners shall all be considered related parties.108 Further
more does the notion concerned not only include enterprises with equity interest in another enterprise, but also agents, distributors and dealers, working with a company’s goods,
services or rights. The transfer pricing rules will in these cases only apply where the transfers concerns that specific company’s goods, services or rights.109 The scope of associated
enterprises is so wide that it even includes Brazilian companies maintaining relations with
persons residing in countries with a favourable tax rate (maximum 20% income tax).110 To
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crown it all there is a Brazilian regulation in Art. 2 of the Normative Ruling Nr. 247/02
that extends the scope of the notion even more. Included through this Ruling are as well
transactions between a third part, that in itself is unrelated to the Brazilian Company Concerned, and a foreign company that is related to the Brazilian company. The relationship,
or association, between the foreign company and the Brazilian company infects transactions carried out through the third part, which in the first place was unrelated, because of
its businesses with the related parties. This extension of the transfer pricing regulations is
not covered by the income tax law Nr. 9.439/96, and a taxpayer that comes under these
regulations may therefore contest the Ruling.111
Both the Brazil Income Tax Law and the above mentioned ruling refer to the definition of
a controlled or an associated company in the Brazilian Company Law, No. 6404 of December 15 1976. A corporation is according to Art. 1 of that law associated when “…one
holds ten percent or more of the capital of the other without controlling it…”112 and according to Art. 2 it is controlled when “…a controlling corporation has rights of a partner,
either directly or through other controlled corporations, which permanently assure it prevalence in voting and the power to elect the majority of the officers”.113 In Brazilian domestic
legislation the notion of control is limited to the “same corporate control which would occur when the same individual or legal entity, independently of his/her residence or its
domicile, holds partner rights in each one of the said companies, which rights permanently
ensure them prevalence in corporate resolutions of such companies and the power to elect
a majority of its administrators”.114
The Brazilian transfer pricing rules are in many ways controversial to the guidance set up
by the OECD MC, which is not that strange when keeping in mind that Brazil is not an
OECD member country. A change of these controversial regulations may however be on
its way. In 2001 a draft legal bill was put forward, which would result in regulations in line
with the ones OECD suggests.
Brazil’s transfer pricing regulations could be said to create a certain “family” when it comes
to the definition of associated enterprises. The regulations do not follow the US line and
neither does it lie close to the OECD guidelines. Not only has the country rules widened
the scope of the notion when looking at the percentage of shares or votes needed, but it
has also peculiar rules like the one making parties related just because the favourable tax
base in another state.

4.4

China

The transfer pricing regulations in China have for a long time been following the OECD
Guidelines and the ALP therein. China is however very different compared to many other
countries because the transfer pricing regulations are under constant change. The tax system in China is formed to attract foreign investors, not the companies in China. Today
Foreign Investment Enterprises in China is estimated to constitute 60 percent of the coun-
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try’s manufactured exports, so it is not strange that transfer pricing draws a lot of attention.
China has put in a lot of effort to create a favourable market for the MNEs. A special law
has even been created for foreign investment enterprises in China. Chinese domestic enterprises are governed by the Provisional Regulations of the People’s Republic of China on
Enterprise Income Tax (EIT) that came into effect on the 1 of January 1994. While foreign
enterprises are governed by the Income Tax Law of the People’s Republic of China for enterprises with Foreign Investment and Foreign Enterprises (FEIT) which was promulgated
on 9 April 1991.115 However, China is liberalising its market and the Chinese tax authority
has made strong efforts to harmonise the regulation concerning profit transfers, in order to
improve the collaboration with China’s main trading partners like the US, Japan and the
member countries of the EU. The present Chinese income tax law has been in effect since
1991, but a new tax law that may come into effect in 2007 will replace it. The most important changes that the new tax law will bring is that domestic and foreign entities will be
treated equally and that the Foreign Investment Enterprises will pay a higher tax. Right
now the tax rate of these enterprises can be as low as 15%.116.
The ALP is to be found in Art. 13 of “the Income Tax Law for Enterprises with Foreign
Investment and Foreign Enterprise in the Chinese legislation”. The meaning is the same as
in the OECD MC article, it only differs in its wording: “…business transactions between
an enterprise with foreign investment, or an establishment or a place set up in China by a
foreign enterprise to engage in production or business operations, and its associated enterprises, shall be made in the same manner as the payment or receipt of charges or fees in
business transactions between independent enterprises…”.117
The Chinese Tax Authority issued on the 22nd of October 2004 a set of transfer pricing
guidelines called "Circular 143". This guideline is an update on the first transfer pricing
regulations that came in 1998, at that time called “Circular 59". It was quite surprising to issue an updated circular so closely in time to the introduction of the new unifying tax law
that comes into action in 2007. On the other hand, by issuing the latter circular, China developed more standardized transfer pricing regulations and it seems like the Chinese tax
authority is determined to take a more centralized approach in enforcing transfer pricing
laws, and that it looks at the problems regarding profit transfers in a more serious way.118
The Circular confirms that Chinese domestic enterprises will be governed by the same set
of transfer pricing regulations, even if they go under different income tax laws.119
Art. 4 of Circular 143 provides that two companies should be seen as associated, or related
as it is called in this text, "...where the debt from an Enterprise accounts for more than
50% of its total capital, or where 10% or more of the Enterprise's total loan is guaranteed
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by the other Enterprise...".120 Circular 143 includes as well other definitions, which Circular
59 lacked, widening the notion of related parties. When it comes to participation in capital
enterprises are associated if one enterprise holds, directly or indirectly, 25% or more of the
total share capital of the other enterprise, if a third party directly or indirectly owns or controls 25% or more of the shareholding in both enterprises, if debts owned by one enterprise to another enterprise exceed 50% of the enterprise’s own capital, or if 10% of the total debts owned by one enterprise are guaranteed by another enterprise. Concerning participation in management enterprises are associated if at least half of one enterprise’s senior
management (including the board of directors and the general manager), or if one person
or more of the executive members of the board of directors are appointed by another enterprise. According to Circular 143 enterprises are regarded as associated through the participation in control under the following circumstances:
•
•
•
•

the normal production and operation activities of an enterprise rely on the provision of a right by another enterprise (for example industrial property rights or patented technology);
the purchase of raw materials or spare parts by one enterprise is under the control
of, or has to be supplied by another enterprise. The notion of control here includes
control over prices and terms of the transactions;
one enterprise relies on another enterprise for the production or sale of its products
(for example transaction terms and conditions);
one enterprise has actual control over the other enterprise’s production, operation
and trading activities through relationships associated with other interests (including family relationships).121

The Circular provides a broader definition of associated enterprises. In the past, associated
enterprises were defined to include enterprises that had "direct or indirect ownership or
control in respect of capital, business operations, purchases and sales", like the definition is
set up in the OECD regulations. By introducing Circular 143, the notion of associated enterprises expanded. After the introduction the notion does not only include enterprises
having direct or indirect ownership or control in respect of capital, business operations,
purchases and sales, but also enterprises that have other affiliated interests than those enumerated.122
In a comparison with the criterion of associations in the OECD MC definitions, the Chinese definition is wide. When it comes to control, a difference from the OECD regulations
is that even though no legal owner relationship is at hand, two enterprises may under Chinese law be related by reason of effective control.123 Under the Affiliate Measures the definition of related parties includes direct or indirect control by a common third party or
other relationships arising from mutual interests between enterprises or companies. Ac-
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cording to this definition a related party could be a company without shares but with control over another company. This may be an example of “participation in control”.124
The widening of the notion of control in China came with the introduction of Circular 143,
where the criterion to fall within the scope of associated parties changed. From that point
other forms of control than capital or management, were added. Examples of these other
forms are control through property rights, power over terms of a contract and through
knowledge in technology. The result is that Chinese enterprises easier fall under the transfer pricing regulations because they are more often seen as associated, and China falls
within the group of countries with a broad scope of the notion concerning associated enterprises.

4.5

Denmark

Denmark interprets the definition of associated enterprises in a narrow way in relation to
the transfer pricing regulations of the OECD. The concept of participation in control is in
Danish transfer pricing regulations based on a “group of companies-criterion”. The criteria
for being controlled here is that the same shareholder or group of shareholders control the
enterprises.125 Even if the scope of the provision is rather narrow compared to the OECD
standard, the range of persons included in the notion is rather broad. This is a result of the
fact that special transfer pricing provisions supplement the general one. Included in these
special provisions are transfers of real property, shares, claims, financial instruments, and
depreciable assets and the scope gets even wider when adjustments can be made in case of
hidden contributions or dividends as well.126
The notion of control is in Danish domestic legislation to be found in Sec. 2 in the Act on
Tax Assessment and in Sec. 3B in the Act on Tax Control127. Through these paragraphs a
so-called de jure control is maintained, making the scope of control more narrow than in the
case of de facto control. It can generally be said that de jure control is by law a formally recognised way to exercise the decision-making power over the other enterprise mostly
through shares or votes. De facto control occurs when an enterprise not formally or legally
attribute such power, but is nevertheless capable of affecting the decisions taken by the
other enterprise. A paragraph widening the scope of control, also including de facto control,
was previous existing in Sec. 12 of the Act on Corporate Tax, but was later annulled. Sec. 2
in the Act on Tax Assessment applies to both transactions within Denmark and crossborder transactions, while the previous Sec. 12 of the Act on Corporate Tax was only applicable to cross-border transactions.128
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The definition of control is to be found in Sec. 16 H of the Act on Tax Assessment. The
type of control existing in the Danish legislation is based on the holding of majority of the
share capital or voting rights, which is the same as de jure control.
With the today applying paragraphs dealing with control, the scope is stricter, which makes
the room for adjustments by the Danish Tax Authority smaller.129 The more narrow scope
of the notion of control in Denmark has the consequence of non-harmonised transfer pricing rules. If a transaction is made between a Danish and a foreign company, which are not
connected through a minimum of 50 % of the share capital or the voting rights, but only
by de facto control Denmark can refuse to make a corresponding adjustment. Due to the
fact that this type of control does not make the enterprises associated under Danish law,
Denmark could refuse making the corresponding adjustment saying that the transfer pricing rules are not applying related to this sort of relationship.130
Denmark is a member of OECD, applying the transfer pricing guidelines. There has been
rulings regarding transfer pricing by the Danish Courts, but the ones existing has been
ruled in accordance with the old transfer pricing legislation. It should therefore be kept in
mind when reading the Danish case law that these rulings are not applicable on the actual
Danish legislation which only includes de facto control. There are no cases dealing with the
existing Danish transfer pricing regulations. However, some value is still given by the existing case law even if it was ruled according to the previous legislation.131
When looking at the rulings made according to the former legislation there are generally
some requirements that must be fulfilled. For the tax authorities to be able to adjust a
transaction it must be proved that a community of interest is at hand and that the transaction made is not following the ALP. Furthermore a connection between the community of
interest and the incorrect pricing must be at hand, and it is assumingly the taxpayer that has
to prove that such connection does not exist.132 There are especially two cases that are relevant within this thesis, the first one dealing with the non-payment of taxes by oil companies in the 70s, where the Danish tax authority had raised additional taxation for Danish
subsidiaries, and the second one concerning royalties paid on sales related to products for
which the branch owned the patents. Both rulings were made under the old regulations involving Sec. 12 of the Act on Corporate Tax, which no longer exist and therefore neither
are these cases relevant to the transfer pricing cases of today. No cases have been taken up
under the present regulations.133
The great confusion on how to interpret the criterion of participation in control in the
OECD MC, focusing on de jure control, is not a big issue in Denmark after removing the
paragraph in Sec. 12 of the Act on Corporate Tax that included de facto control. When it
comes to the types of control in the Danish legislation the interpreter has only the de jurecontrol to worry about, and not a de facto control, which could have made the task much
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easier. But by the fact that the general transfer pricing provision is supplemented by special
ones in the Danish law complexity is still created, widening the scope but in another way
than by de facto control. In the long run, the disadvantages of a wide scope remain. Another
problem that the Danish system brings is that double taxation may occur in cases where
Denmark refuses to make a corresponding adjustment.

4.6

Germany

The main transfer pricing rules and provisions for enterprises are:
-

Section 1 of the International Relations Tax Act (IRTA), which deals with international cases where the transfer pricing has been to the disadvantage of the German
taxpayer.134

-

The rules on deemed contributions of capital and hidden profit distribution. These
do not have any further legal fundament, but has been developed in tax case law.
Hidden profit distributions is at least mentioned in Section 8(3), second sentence of
the Corporate Income Tax Act (CITA), combined with section 27(3) in the
CITA.135

-

Section 8a of the CITA about tax recognition and reclassification as shareholder
loans and deemed dividends of interest.136 The provision will not be further analysed since thin capitalization lies outside the scope of the thesis.

In the spring of 2003 new transfer pricing legislation was passed that concern documentation requirements:
-

Section 90, para. 3 of the German Fiscal Code, concerning documentation requirements.137

-

Section 162, para. 3 and 4 of the German Fiscal Code, about consequences of late
or inadequate documentation and the following penalties.

-

The formal decree law concerning guiding and interpretation of documentation requirements.138

Even though IRTA is supplementary to the other rules, it will be scrutinized since it is the
only legal provision that deals with the concept of association and control.
Section 1 of the IRTA provides that:
“If the income of a taxpayer resulting from his transaction with the related party is reduced because the taxpayer has, in the transaction with the foreign related party, agreed to terms and conditions which deviate
from those which unrelated third parties would have agreed upon under the same or similar circumstances,
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than the taxpayer‘s income shall, not withstanding other provisions, be so determined as such income would
have been earned under terms agreed upon between unrelated parties.”139
The provision only applies to cross-boarder transactions involving a German taxpayer and
a related party and is a traditional transfer pricing rule, somehow similar to Art. 9(1) OECD
MC. To determine association, the business dealings must be with a related party, which is
defined in Section 1(2) of the IRTA. The person, either the resident or the non-resident,
must have a direct or indirect participation of at least 25 % in the enterprise or the company must have a substantial participation in the person.140 The parties are further considered related if a third party has a substantial participation in both the company and the
other person.141 The meaning of substantial participation is not established, but it is generally understood that it depend upon the shareholding.142 It is enough that a company has a
possibility to control another company in order to establish the existence of control. Parties
are considered related when they have joint interest. This means that control exists already
where a third person has joint interests with the other companies.143
Second, another person can directly or indirectly exert a controlling influence on the company, or the Company Can be in a position to control the other person.144 Association also
exists if a third person has such a potential influence on both the company and the person.
The meaning of “such a potential influence” is undefined, but it has been suggested that
this means that the voting rights in a company do not represent the share of the capital
when the voting rights represent more than half of all the voting rights.145
Third, section 1(2)(3) of the IRTA defines related party associated either when a person is
in a position to exercise influence on the other party by agreeing on the term of a business
relationship146 or the person has interests of its own in the other persons income. Both of
the definitions are vague but the second has been subject of a Federal Tax Court decision
in where it was stated that family relationships could be basis for an interest in the other
party’s income.147
A hidden profit distribution is understood as a reduction or an increase of an enterprise’s
wealth, caused by a shareholder relationship.148 The degree of participation of the shareholder is usually not of importance. Administrative guidelines state that hidden distribu-
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tions also exist when a person related to the shareholder enjoys the benefit. Companies and
partnerships can be related as well as family. Further, a shareholder controls a company if
he or she enforces the power to conclude a certain transaction, as a result of a majority of
voting rights.149
According to the German guidelines, parts are considered associated when united by “substantial participation”, “controlling influence”, “particular channels of influence” or “identity of interests”.150 The Principles on the Examination of Income Allocation Among Internationally Related Parties of 23 February 1983 state that participation can also exist in a
silent relationship and of quasi-participation loans, which is often referred to as de facto control.151 Such controlling influence can according to the principles be based on quasiparticipation rights or the direct or indirect participation of the same persons in the management or control of two enterprises. This means that situations where one part gives the
other part a loan or where parts depend upon each other by mutual business interest are
included.152
The German interpretation of the term “associated parties” has a wider prospect that the
request of associated enterprises in the OECD MC. However the German legislation has
provided some guidelines when companies are to be considered “associated parties”. The
person must have a direct or indirect participation of at least 25 % in the enterprise or the
company must have a substantial participation in the person. Further, a controlling influence may also make the parties associated or an interest of income in the other person,
which means that the parties are considered related when they have joint interest. Comparing the wider German legislation with the more narrow scope in the OECD MC, one
might wonder if income adjustments based on the German interpretation are allowed or if
the undefined notion of control gives the opportunity for the tax authorities to apply other
more extensive concepts of association. It has been shown that Article 9 does not pose any
restrictions to apply transfer pricing rules on broader national concepts of association.153

4.7

India

With a rapid globalisation of the Indian economy, a detailed regulation for administering
transfer pricing was needed. The absence of such regulations resulted in losses of India’s
legitimate share of revenue.154 The regulations did however come late; they came into force
on the 1 of April 2002. Provisions relating to transfer pricing are to be found in sections
92-92F of the Income Tax Act 1961 and in Rules 10A-10E in the Income tax rules 1962,
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and they are all following the traditional ALP. These transfer pricing regulations will apply
to all transactions made after 1 April 2001.
In Section 92B the definition of “international transaction” is explained as a transaction between “two or more associated enterprises either or both of whom are non residents.”155
The words “either or both” create a lot of confusion since they may apply in a case of two
enterprises, but if there are more than two enterprises, then “either or both” is not fitting
the situation very well. It is obvious that Sec. 92 will cover international transactions, that is
transactions between residents and non-residents but it can from the confusing wording
“two or more associated enterprises, either or both of whom are non-residents” be concluded that the rules will not apply to transactions between two domestic enterprises. Two
non-resident enterprises may however be covered by the Indian transfer pricing regulations, where there is no domestic enterprise concerned at all.156 The scope of the definition
of “associated enterprises” is broad, and it becomes even broader by the wording “a deeming provision” in 92B(2) . A transaction between an enterprise and a person which is not an
associated enterprise, is in that provision deemed to be a transaction between associated
enterprises “if there exists a prior agreement in relation to the relevant transaction between
such other person and the associated enterprise; or the terms of the relevant transaction are
determined in substance between such other person and the associated enterprise”.157 For
international companies it is of course a common practice to sign an agreement when a
transaction with a foreign enterprise is to be made. This additional provision would therefore make almost all enterprises associated when doing international transactions with an
Indian enterprise, even if the enterprises are otherwise not associated.158
When looking at the kinds of relationships that will make enterprises associated there are
many that are covered. Concerning capital it is enough to hold a minimum of 25 % of the
direct or indirect through shareholding or voting rights in another enterprise and a minimum of 51 %, if it concerns a third party having interest in more then one enterprise.
When it comes to management an association exists when half of the board of directors or
one or more executive directors are appointed in another enterprise, or in both enterprises
when it concerns a third party. The other relationships making enterprises associated would
assumingly refer to the concept of “participation in control”. This control would in India
be at hand when enterprises have the following relations:
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•

an enterprise is dependent for at least 90 % of its raw materials or consumables on
another enterprise, which in reality means contractual relationships, such as those
between a sole supplier and its purchasers;

•

an enterprise sells its manufactured goods to another enterprise that influences the
prices and conditions of these goods;

•

two enterprises are controlled by an individual, or one of the enterprises is controlled by a relative or jointly by the individual and the relative;

•

an enterprise is controlling another enterprise by at least 10 % interest in that enterprise, if that enterprise is a partnership firm, an association of persons, or a body
of individuals;

•

any other relationship of mutual interest which may be prescribed.159

There has been very little experience relating to transfer pricing adjustments. As a
consequence almost no case law has been developed on the subject. The issuing of
the present administrative guidelines will mark an important step in the development of transfer pricing practice in India.160 However, in 2005 the Indian Authority
on Advance Rulings (AAR) made a first ruling on a transfer pricing matter.161 The
outcome was that the applicant, a Finnish company, would have to follow the
transfer pricing provisions in respect of a loan granted to its wholly owned Indian
subsidiary. The subsidiary acted as the Indian distributor of the equipment manufactured by the Finnish company. This Finnish company agreed to a loan without
interest to its subsidiary in India. In the application to the AAR two questions were
taken up, the first one whether Sec. 92(3) of the Income Tax Act was applicable
when an interest-free loan, which was not in line with the ALP, was granted. Sec.
92(3) states that:
“The provisions of this section shall not apply in a case where the computation of income under
sub-section (1) or the determination of the allowance for any expense or interest under that subsection, or the determination of any cost or expense allocated or apportioned, or, as the case may be,
contributed under sub-section (2), has the effect of reducing the income chargeable to tax or increasing the loss, as the case may be, computed on the basis of entries made in the books of account in
respect of the previous year in which the international transaction was entered into”.
Sub-section (1) and (2) of this Sec. 92 states that income, costs and expenses arising
from international transactions shall follow the ALP.
The second question dealt with asks whether the Finnish company had to comply with the
transfer pricing provisions of Secs. 92-92F of the Income Tax Act, according to Sec. 92(3)
of the same Act.162 The Director of Income Tax advised the AAR not to rule on the application because it did not comply with the requisite for seeking an advance ruling. The
ground for this was that the application did not contain any question of law. Furthermore
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the AAR was suggested to reject the application because it is prohibited by the Act to consider applications involving determinations of the fair market value of property. The Director further argued that this was an international transaction subject to Sec. 92(1), which requires that all international transactions reflect an arm’s length consideration. When a
transaction comes under Sec. 92, all other provisions concerning transfer pricing under the
Act become applicable.163
The applicant argued that if the Indian subsidiary pays interest to the Finnish company, the
amount equal to the interest paid would reduce the subsidiary’s taxable income. The income tax treaty between India and Finland provides for a more beneficial tax rate for interest payments, according to the tax treaty the applicant would be taxed only 10% on the interest paid by the Indian subsidiary. Furthermore the applicant referred to Circular 14 of
2001, issued by the Indian Central Board of Direct Taxes, which states that the transfer
pricing legislation should not be applied in cases where by following the ALP under the
Act, results in a reduced taxation in India. Sec. 92(3) would therefore apply, while Sec.
92(1) of the Act would become inapplicable.164
The ruling of the AAR held that the applicant would be required to comply with the transfer pricing provisions of the Act even though it is covered by Sec. 92(3), and thus accepting
the position of the Commissioner. This means that the question of how the outcome
would be when Sec. 92(3) applies remains unanswered. The ruling shows a safe position
taken by the AAR in the matter. Because of lacking experience from rulings concerning this
matter, a need for a separate advance ruling for transfer pricing matters is suggested.165
The scope of the definition of associated enterprises in India is as above seen very broad.
The fact that the ruling by the AAR as also included interests in the transfer pricing rules
was another acknowledgement of this broad interpretation. It may be a result of the late introduction of transfer pricing rules in India, and thus the lack of experience, but the fact
that such a great economy as the Indian with a lot of foreign investors is broadening the
notion of associated enterprises is a bad sign for the international harmonisation of transfer
pricing rules.

4.8

Japan

In Japan transfer pricing taxation may exist when a corporation sells to, purchases from,
provides services for or carries on other transactions with a foreign person, with which it
has a “special relationship”. Further the taxable income must be less than the amount calculated on arm’s length basis. The deviation may then be adjusted to reflect the income
corresponding with the ALP.166 Transfer pricing regulations are addressed in Article 66(4)
of the Special Taxation Measures Law and in Article 39(12) of the Enforcement Order.
The regulations apply to transfer pricing for international affiliated transactions where one
of the parties is a Japanese corporation and the other a foreign affiliated corporation. In
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order do determine if a corporation is a “foreign affiliated corporation” two different tests
are used, either the mechanical shareholding test or the substantive control test.
According to the Enforcement Order a foreign corporation is defined as a foreign affiliated
corporation if one of the following conditions is fulfilled:
-

One of the companies owns directly or indirectly a number of shares, or an amount
of equity capital, equal to 50% or more of all outstanding shares of stock in the
other company, or total number of equity capital, of the other company.

-

The same person owns a number of shares or an amount of equity capital, equal to
50% or more of the shares of two companies, directly or indirectly.

There are specific rules for the two cases that involve indirect control of a company.
For example when Company A controls 51% in Company B, which in turn controls
61% of Company C. Company A is then considered indirectly in control of 61% of
Company C.167
The legislation provides for other forms of control, in particular due to existence of the
facts listed below, when one company has the power to determine all or part of the
business policies of the other company.
-

50% or more of the directors of a company (or a director with authority to represent such company) are employed as officers/employees of the other company (or
persons who were officers/employees of the other company).

-

A company has a substantial portion of its business activities based on transactions
with another company.

-

A company produces a substantial part of the funds necessary for its business activities by borrowing from another company or by receiving guarantees from that
other company.168

According to Art. 66(4) of the Special Taxation Measures Law, two parties are considered
associated when:
-

a Company Conducts its business based on industrial property rights or know-how
provided by another company.

-

The other company appoints 50% or more of the directors and decision-making
persons of a company.169

The definitions of “foreign affiliated corporations” for transfer pricing situations are
presented in the transfer pricing regulations. There are two tests that are used to determine affiliation, namely the mechanical shareholding test and the substantive control
test. Control by capital is deemed to exist in cases of direct or indirect ownerships of at

Fujieda, Atsushi, The Application of Transfer Pricing Rules and the Definition of Associated Enterprises,
Japan, International Transfer Pricing Journal, IBFD (1999), Vol. 5, No. 4, p. 200.

167

168

Ibid.

169

Ibid.

40

least 50 % of the shares. Control may further exist through a special relationship that
enables a party to determine business decisions of another enterprise.

4.9

Sweden

The phrase “associated enterprises” is hardly discussed in Swedish law, preparatory work or
case law. Different authorities and writers have different opinions on how to interpret the
term. This section will in line with a traditional Swedish judicial method determine the actual meaning of the term “associated enterprises”, especially the notion of control, according to the Swedish definition. This means that focus will primarily be on statutory law and
preparatory work and secondary on case law and doctrine.
The ALP is in Swedish tax legislation formalized in Secs. 19 and 20 of Chapter 14 of the
ITA.170 According to the principle an adjustment will be made when the result of an enterprise has been reduced in Sweden as an outcome of contractual terms that differ from
those unrelated parties would have agreed to. The main purpose of the rule is not to avoid
adjustment of income, but to secure the Swedish tax base.171 The result of the enterprise
will be adjusted as if the contract contained market-based terms. For the tax authorities to
make the adjustment, three conditions need to be fulfilled.
-

The party to whom the income is transferred should not be liable to tax in Sweden
under ITA or under applicable tax treaty.

-

It must be proved that the contracting parties have common economic interests.

-

It also has to be clear that the contractors’ common interests motivated the contractual terms in question.172

The conditions stated in Sec.19 of the ITA only generally describe the ALP. The provision
refers to a contractual relationship, which means that at least two contracting parties must
be involved in the transaction resulting in the transfer of income. This excludes transfers of
profits by one individual entity. For example when a Swedish enterprise has two separate
sources of income, that is one from abroad and one from Sweden, the adjustment provision may not be used for transfers between the two sources since it by civil law does not
exist a contractual relationship between them. The provision does not, for the same reason
apply to profit transfers to or from a permanent establishment.173
One of the parties has to be an enterprise subject to tax in Sweden, either as a legal entity
or as an individual. The other party cannot be subject to tax in Sweden and may either be
an individual or a legal entity but does not have to be an enterprise. This is not stated in the
text but follows from earlier preparatory work.174 This means that the group of recipients is
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wider than the group of transferors. The adjustment provision applies to all forms of ownership structure, both Swedish and foreign.175
An adjustment can only be made if the part with the higher result is not subject to tax in
Sweden.176 For example, an adjustment is not allowed when a person is taxed in Sweden
but not subject for tax here.177 (This is not the case if the income is not to be taxed in Sweden according to a tax treaty).178 Further, the tax authorities need to prove that the income
of the Swedish enterprise has decreased as a result of the contractual terms that do not reflect the ALP. This means that even if the terms of a contract do not reflect the market
conditions it is not certain that an adjustment will be made. Since the conditions surrounding the pricing vary from case to case every case need to be studied separately.179
Sec. 14 states that there must be “reason to believe that an economic community of interest exists between the enterprise and the party with which the agreements have been concluded”.180
A community of interest is deemed to exist when:
-

An enterprise participates directly or indirectly in the management or control of
another enterprise or owns a part of the capital of that enterprise or

-

The same persons participate directly or indirectly in the management or control of
the two enterprises or own part in the capital of these enterprises.181

A community of interest can exist either direct or indirect through either ownership or via
control. The most common way of ownership is participation in capital. The Chief of Department (Sw: departementschefen) has in a preparatory work stated that an erroneous
price itself might indicate that a community of interest exists. At the same time he advised
that price comparisons in this kind of situations must be done carefully.182
Control, which is an informal way of dependency, is more difficult to determine than capital and management. The law does not advise how to interpret the term neither does the
preparatory work. There is some guidance though in earlier preparatory work to the adjustment provision. The term has been suggested to include cases where a company production-wise is so dependent of another company that the latter has the power to control
the management of the other company, like the dependence of a certain purchaser or supplier.183 According to the adjustment provision of 1928, a community of interest is deemed
to exist when an enterprise has committed to an agreement with someone “economically
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interested” in the company or has the power to “influence the management” of the enterprise. The requisites clearly state that formal as well as informal situations are included.
Both of the provisions are based on actual dependency. The two criteria mentioned are of a
wide nature because anyone that has placed money in a company, no matter if it is a loan
or by stock, has an economical interest in it. It has been suggested that the power to influence the management hardly can take place if there is no economical interest in the company. This is not quite true since this kind of informal condition include situations where
an enterprise is dependant on a single supplier which is the only supplier of certain goods
since the supplier can without being economically involved in the enterprise still influence
the management of the enterprise.184
The rule was modified in 1965 to better comply with international rules and include all kind
of situations not only the relationship between a mother company and its subsidiary. It was
added “…or who’s company he is economically interested in or on who’s company’s board he can practice
influence…”185
A number of explanatory notes were added describing the rule to be valid when a person
directly or indirectly participates on the board or supervision of another persons’ company
or owns part of this company’s capital and when the same person directly or indirectly participates in the management or supervision of the two companies or owns part of their
capital. The effect of the adjusted law was that all kind of communities of interest, no matter type of control, were included.186 The Chief of Department declared that the adjusted
law in 1982 should not change the meaning of the law, only the burden of proof. This was
done to easier prove the existence of a community of interest with national companies and
those allocated in tax havens. In the preparatory work it was explained that the term ‘community of interest’ should be interpreted generally, so it is enough for the tax authorities to
showthat it is likely that such connection is for hand.187
However, the adjustment have been criticised since the same result could be found by
investigate the substance of the agreement. It has been suggested that a community of
interest can be found indirectly as an explanation to the agreements.188 This means that
if there is no business-related criterion to the non-arm length price, it indicates that the
community of interest has affected the agreement. The adjustment of the law has made
the meaning of community of interest more diffuse and the interpreter must focus on the
purpose of the law, not only the text itself.189
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4.10 The United Kingdom
The transfer pricing provisions of the UK are corresponding to the OECD MC and are
regulated in Schedule 28AA of the Income and Corporate Tax Act 1998 (ICTA98). The
provisions are applicable in cases where transactions, or series of transactions, are entered
into by two entities with a “participation relationship”. As in the OECD MC this kind of
relationship exists when one of the parties is directly or indirectly participating in the management, control or capital of the other party. Schedule 28AA provides that a person is indirectly participating in the management, control, or capital of another person at a particular time:
•
•

if he or she (the potential participant) would control that other person directly by
reason of having certain rights and powers attributed to him or,
if he or she at that time is a major participant in that other person’s enterprise.

It is interesting that the Explanatory Notes to Schedule 28AA only make use of the term
control. Therefore, the provision only applies when one party controls the other, or two
parties are under common control, and there is at least one identifiable controlled body
corporate or partnership.190 The domestic legislation lack definition of the meaning of associated enterprises, but focuses instead on control. The provision therefore does not apply
to sole proprietors or individuals. Control is defined by reference to ICTA Sec. 840 that
states:
… control, in relation to a body corporate, means the power of a person to secure
a) by means of the holding of shares or the possession of voting power in or in relation to that or
other body corporate; or
b) by virtue of any powers conferred by the articles of association or other document regulating that
or other body corporate, that the affairs of the first-mentioned body corporate are conducted in accordance with the wishes of that person, and, in relation to a partnership, means the right to share
more than one half of assets, or more than one half of the income, of the partnership. 191
This basically means that control may exist either by shareholding or voting power, or by
actual power to determine the outcome of a certain transaction. The provision specifically
state that control exist in a partnership when one of the parts owns the right to more that
half of the assets or the income of the partnership. In other words no controlling relationship exist if the assets and/or the income is divided equally, which is usually the case in 5050 joint ventures. Therefore an additional controlling test has been added in Sec. 416 ICTA,
that states that a person is a major participant in another person’s company if the other
person is a body corporate or a partnership and the “40 per cent test” is satisfied by two
persons who jointly control the other person and one of them is the potential major participant. The “40 percent test” is satisfied if each of the persons holds at least 40 percent of
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the rights, holdings and powers in respect of which the two people together control the
other person.192
Section 416 is widely discussed in case law, opposite to Sec. 840. However, the meaning of
control was discussed in Cl R v. Lithgoes Ltd.193 The case concerned the sale of two ships by
L Ltd. To N Ltd. The price was below market value whereby the Inland Revenue made an
adjustment, claiming the companies were under joint control according to Sec. 840. Four
trustees of a deed of provision held the majority of the ordinary shares of L Ltd. Three
other trustees of another deed of provision held the majority of the ordinary shares of N
Ltd. One of the trustees, with voting rights attached to the shares, was also one of the trustees in the other company. The Court stated that the companies were not under common
control since control had to be established in accordance with the particular definition in
Sec 840. The ruling cleared that the notion of control had been given a special meaning in
the context that differed from the ordinary meaning of the term used elsewhere in legislation. It was therefore not enough that the common trustee held a majority of the votes in
each company, since that did not enable him alone to secure that the outcome of the transactions always were according to his wishes.194
There is no focus on associated enterprises but on control. There are two different tests
that determine whether or not two parties are controlled, one in Sec. 840 and one in Sec.
416. Case law has established that the notion of control in the context of Sec. 840, has a
special meaning that differ from the ordinary meaning used in other national legislation.
Domestic legislation has widened the meaning of control, by adding an additional control
test in Sec. 416, to also include joint ventures.

4.11 The United States
Section 482 of the Internal Revenue Code, IRC, is used to adjust transfer pricing situations
that are not in line with the ALP and states:
“In any case of two or more organizations, trades or businesses (whether or not incorporated, whether or not
organized in the United States, and whether or not affiliated) owned or controlled directly or indirectly by
the same interests, the Secretary or his delegate may distribute, apportion, or allocate gross income, deductions, credits, or allowances between or among such organizations, trades, or businesses, if he determines that
such distribution, apportionment, or allocation necessary in order to prevent evasion of taxes or clearly to reflect the income of any such organizations, trades, or businesses. In the case of any transfer (or license) or intangible property (within the meaning of section 936(h)(B)), the income with respect to such transfer or license shall be commensurate with the income attributable to the intangible”.
The purpose of the section is:
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“…to place a controlled taxpayer on a tax parity with an uncontrolled taxpayer, by determining, according
to the standard of an uncontrolled taxpayer, the true taxable income from the property and business of a
controlled taxpayer”.195
The statement is equivalent with the ALP and should therefore be interpreted in the light
of the principle. There is no definition of control located in the Section. However, there are
guidelines for determining control that states:
“The term controlled includes any kind of control, direct or indirect, whether legally enforceable, and however
exercisable or exercised. It is the reality of the control, that is decisive, not it’s for or the mode of its exercise.
A presumption of control arises if income or deductions have been arbitrarily shifted.”196
To find control, no percentage requirements are specified, nor are any precise requirements
necessary. Transactions between one controlled taxpayer and another will be subject to certain inspections to ascertain whether the common control is being used to reduce, avoid or
escape taxes. To justify the allocation as income, it must be found that the transaction is
different than it would have been if the taxpayer had been an uncontrolled taxpayer dealing
at arm’s length with another controlled taxpayer. 197 The rules are general and do not give
any guidance in how to interpret them. The Courts are not allowed to fill in the blanks materially; they only have the right to determine whether or not the tax authorities have used
the rule in a judicial way. Where the tax court has reversed the decision of the Commissioner of Internal Revenue, the decision of the tax court must be affirmed by the appeal
court, unless clearly erroneous.198
However, there is some counselling in the Income Tax Regulation, ITR. The regulation
deals with different types of transactions and aim to determine a correct transfer price for
each single transaction, which has resulted in a detailed guideline. The Internal Revenue
Service (IRS), which is the tax authority in the USA, and the courts consider the reality of
control more than technical ownership, which has resulted in that the control test in Sec.
482 is interpreted as not requiring a minimum shareholding. Moreover the courts have
found that a controlling relationship exists where officers of a company (A) owns stock in
another company (B) and constitutes the majority of the Board of Directors in company
(B), even though there is no voting/shareholding control. Furthermore, control has also
been deemed to exist between two shareholders, each holding 50% interest in a company,
acting in concert and together in order to control the company. This means that 50-50 joint
ventures also are considered associated.
Lately, the scope of control has widened and in a series of Field Service Advice memoranda of the IRS, Sec. 482 was applied on single transactions entered into by completely
unrelated parties. The IRS defended the adjustment on the ground that the unrelated parties where controlled by the same interests. It was said that Sec. 482 might be applied on
transactions where it can be shown that a transaction was carried on to a common design
intended to effect an arbitrary shifting of income and deductions.
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“Generally, in order to apply section 482 to a transaction, the transaction must be between two or more entities owned or controlled by the same interests. To the extent that it can be shown that a transaction was
carried out pursuant to a common design intended to effect an arbitrary shifting of income and deductions,
the participants in the common design may be treated for purposes of the transaction as “controlled by the
same interests” for the purposes of section 482.” 199
Through this statement follows that Section 482 also applies to single transactions entered
into by totally unrelated parties when those are controlled by the same interests. The domestic principle does not require a controlled relationship between the parties for the tax
authorities to make an adjustment. Though it is required that a non-arm’s length behaviour
have occurred. The two situations combined most likely conflict the content of Art. 9
OECD MC.
According to the IRS it seems to be enough that a single transaction is diverging from the
ALP. According to some statements to the commentary of Art. 9, the article is supposed to
deal with “(…) associated enterprises (parent and subsidiary companies and companies under common
control)(…)”.200 Reading the statement, it seems to be referring to a consisting status of the
involved enterprises. A parent-subsidiary relation is most likely not a single transaction but
involves the entire organization.201 The assumption is supported in doctrine, where it is
suggested “direct or indirect participation in the management, control or capital of an enterprise covers only cases of interconnection, or exercise of influence, under company
law”.202
Consequently it can be said that American legislation is detailed and tries to regulate all
kinds of situations in opposite to the OECD standard that uses more abstract rules, giving
space for interpretation of the terms.
4.11.1 Case Law
The guidelines focus on realistic control and on situations where the control has been used
to arbitrary shift income or deductions. This approach has been used to define control also
in case law.203 To illustrate the two different standing points the decisions made by the Tax
Court will first be analysed followed by the different views ruled by the Court of Appeals.
In B. Foreman Co. v. Commissioner, B. Foreman Co, Inc. (Foreman) operated a retail general
department store and McCurdy & Co., Inc (McCurdy), operated a retail department store,
specialized in men’s and women’s apparel. All of the stock of Foreman was owned by or in
behalf of members of the Forman family and all of the stock of McCurdy was owned by or
on behalf of members of the McCurdy family. The two enterprises had no common shareholders, directors or officers and they were both competitors.
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In 1958 the two companies decided to create a partnership called Midtown and to construct a shopping centre. Both entered into agreements with the owners of the property on
which they considered to construct the shopping centre. In the agreement McCurdy and
Foreman (hereafter the taxpayers) agreed to assign and transfer to Midtown their respective
interests in the leases and options, and to transmit title to any and all property already
owned. The stock of Midtown was owned fifty-fifty and the board of directors contained
leaders from the two taxpayers. The agreement further limited the right of the parties to
dispose their Midtown stock. Foreman and McCurdy had bought 50% each of the shares
of Midtown and in exchange for the real estate interests they were to assign and convey to
Midtown, they both were to receive an additional 810 no par value shares of Midtown, thus
continuing their equal stock ownership in Midtown. If the Board of Directors of Midtown
would determine that additional funds were necessary, both of the taxpayers agreed to buy
additional shares of Midtown. The loans given Midtown each represented a three year note
to each taxpayer which each should yield a three and one-half percent interest rate. The
notes were later cancelled without payment of any principal or interest and three times replaced by new notes in the same amounts, bearing no interest. The question was whether
or not the Commissioner was authorised to make an adjustment concerning the interest
free loans, relying on section 482, or if the requisite of control was absence?
4.11.2 Tax Court
The Commissioner decided the control requisite present and adjusted the interest income
to five percent per annum on those one million dollar loans. The Tax Court reversed the
decision, holding that Midtown was not “controlled directly or indirectly” by either
McCurdy or Foreman. The Tax Court stated that each of the enterprises only had a 50 percent interest and that this standing alone would not be enough to manipulate Midtown, and
that the best either petitioner could do alone was to achieve a deadlock.204 The Court referred to a previous decision in the Lake Erie case, where two independent competing railroad corporations with no common stockholders, officers or directors, formed a third corporation, Lake Erie. The corporations used the facilities of Lake Erie for which they originally paid rent and Lake Erie paid dividends to its stockholders. The agreement was later
modified and released the parties from paying rent or dividends. The Commissioner made
an adjustment and allocated income equal to the rent to Lake Erie. The Tax Court reversed
the decision on the ground that:
“The stockholders of the New York Central are not the ‘same interests’ as the stockholders of Pennsylvania
and neither the New York Central nor the Pennsylvania has control of the petitioner. Together they do
have. But that amounts to saying nothing more than that the stockholders of a corporation controls it. We
do not think it can be said that where two or more corporations owned by different sets of stockholders control another corporation such other corporation is controlled by the same interests.”205
According to the Tax Court, there was no relationship between the shareholders which
could form a group that could be considered to have control over both Forman’s and
McCurdy’s and therefore also over Midtown. It was that kind of relationship that supported the finding of control in other cases like Advanced Machinery v. Commissioner206 and
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Grenada Industries Inc.207. In Advanced Machinery, the relationship stemmed from family solidarity and in Grenada Industries it rested on a proportional common ownership of the entities involved.208
The respondent argued that the taxpayers were to be considered associated since they had
common interest as far as their department store businesses concerned and that they acted
in concern with respect to Midtown. The Tax Court stated that in urging that expansive interpretation of section 482 the respondent goes right against the previous ruling in Lake
Erie. The analysis concluded that by organizing and operating Midtown, the taxpayers
should be considered partners and therefore the control requisite would be fulfilled. The
Tax Court re-examined the decision from Lake Erie and concluded that it should be reaffirmed. However, the Commissioner withdrew the acquiescence and concluded that Lake
Erie was inconsistent with the broad language of Sec. 482 and noted that Lake Erie ignored
the reality of control in that case. The Tax court focused on the wording of Sec. 482 that
requires that two business entities are controlled directly or indirectly by the same interest.
When examining the situation with Foreman, Mc Curdy and Midtown, no such control was
found. The Court continued:
“To import a common objective test into section 482, and thereby create a theoretical partnership between
Forman’s and McCurdy’s, would require an unwarranted elasticised reading of the statutory language.”209
According to the Tax Court, the Congress clearly had in mind when instituting the law to
find the ownership or control of the two or more businesses by the same interests, which
would exclude the Forman and McCurdy situation since the shareholders in the companies
could not be considered having “the same interest”. The Tax Court explained it would be a
distortion not of income but of words to refer to McCurdy’s and Foreman’s shareholders
as the same interests. 210
4.11.3 Appeal Court
The Case was appealed to the United States Court of Appeals for the second circuit. The
Court of Appeals analysed the legislative history of section 482, which derives from section
45 of the Internal Revenue Code of 1928, and stated that the purpose of section 482 is to
allow the Commissioner to distribute income or deductions between or among commonly
controlled taxpayers to prevent tax evasion and to reflect the true tax liability. The court
recognized that the purpose of section 482 is to prevent evasion or avoidance of otherwise
payable taxes by shifting profits, or by other financial devices. The section should therefore
give a broad scope to the Commissioner’s right in reallocating income, where such a reallocation is not unreasonable or arbitrary. Since there is no definition of control in section
482, the guidelines which include any kind of control were recognized because it is “the reality of the control” that is decisive. The court further focused on the fact that a presumption of control arises when income have been arbitrary shifted. This “realistic approach”
had also been confirmed in previous case law.
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For example in Hall v. Commissioner211, the taxpayer Hall carried out a business by himself.
He then formed a new company and transferred almost his entire share of stock of that
company to his son. The court upheld the allocation of income between Hall and the corporation. The court clearly disregarded the issue of who actually owned the stock; instead
they focused on the fact that Hall actively controlled the corporation even though he had
transferred the ownership of the stocks. It was restated by the Tax Court in Ach v. Commissioner212 that it is not about ownership of stock when determining control, but about who in
fact has control.
The appeal court stated that Midtown was the creation of Foreman and McCurdy and that
their interests in the existence and career of Midtown, and the interests of Midtown itself,
were identical. They further held that the taxpayers have had complete control over Midtown and that Foreman and McCurdy had dictated every act. Instead of focusing on the
ownership as the Tax Court did, the appealing court focused on the reality of control. They
claimed that their opinion was supported by the withdrawal of the Commissioner’s acquiescence in Lake Erie, since the Commissioner gave reality of control as one of his reasons
for doing so. The appeal court concluded that Lake Erie was inconsistent with the broad
language of Sec. 482 and the trend of the cases discussed above.213
Control is deemed to exist through direct or indirect ownerships of at least 50 % of the
shares. Or by special relationships that enable one party to determine the business decisions of another enterprise. The development from determining control via ownership to
determine control through actual control is supported by case law. By replacing focus from
ownership to actual control, the definition has broadened, which is not significant only for
the US. Several countries have widened their definitions, or created wide definitions, one
reason being to secure tax bases in a global economy where capital is easily moved over the
borders.

4.12 Conclusion
Few countries have exhaustive definitions of the word control. States like the US, India and
China have very detailed regulations though. It is often complicated for the companies to
convert all the information to real situations. Other countries have, just as the OECD MC
rules not clearly described regulations, which often leave it to the interpreter to decide the
outcome of the case. These kinds of rules are advantageous since they are flexible and do
not exclude situations where it is obvious that two parts are associated, within the meaning
of the OECD MC, like the exhaustive regulations might do. The disadvantage is that the
taxpayer cannot foresee the outcome of their transactions.
As shown in the Chapter, countries often differ between de jure control and de facto control.
It can generally be said that de jure control arises when one entity can formally and legally
exercise decision- making power over the other. For example when one company holds the
majority of the equity of the other company, holds the absolute majority of the voting
rights of the other company, or when directors of one entity also are directors of the other.
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This kind of control is mostly related to direct or indirect ownership and is usually easier to
determine than de facto control.214
De facto control occurs when one company, not formally or legally attributed that power, is
capable of affecting the business decisions of the other entity, for example the inability of
one enterprise to operate without the capital, products or technical cooperation of the
other company. In cases like these, there is no formal dependency of one entity on another
under the law. This means that the companies are free to operate and negotiate against the
interest of one another, but in practice their businesses are so integrated that they are acting
with common economic purposes and plans. This form of control is much more difficult
to determine and causes more problems.215
As mentioned, countries by applying the OECD MC are restricted to stay within the scope
of the articles therein and countries with a stricter notion of associated enterprises and
control than the one used in the OECD MC, have to use their own domestic definition.
By the use of Art. 3(2), and the domestic system of interpretation, the countries are allowed
to use their own definitions. As shown there is no common meaning of control.
Australia, which focus more on the transaction itself than on the actual relationship, uses
wide definitions that include both de jure and de facto control. The Australian Taxation Office explained that a connection may exist by involvement in a cartel, which is an example
of de facto control.
Brazil also use a wide definition, which for example include family relatives, agents, distributors and dealers which is also is another example of de facto control.
China has a detailed legislation describing different de facto situations, for example family
connections, or when a company depend upon the supply, production activity or raw materials.
German legislation mostly focus on voting rights when determining control. Nevertheless
has it been stated in a Federal Tax Court decision that family relationships may be considered when determining control. German guidelines, used to determine association, state
that participation may exist in a silent relationship or in quasi- participation loans. This
means that de facto control may be used to determine association according to German
legislation.
India consider relationships between sole suppliers and purchasers as situations of control,
which stretches de facto control even further and raise the question where de facto control
end and where a open market situation begin?
Japan uses two different test to decide control. According to one of these tests, control exists when a company has a substantial part of its business activities in reliance upon transactions with another company. It is a vague definition that include several de facto situations.
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There are no clear definition of control in the Swedish definition. However a community
of interest must exist in order to determine control. This means that situations taking place
on open-market terms are excluded.
In the U.K focus is not on associated enterprises, but directly on the definition of control.
There are two different tests to determine control. One of the tests might be used to include de facto situations like 50-50 joint ventures.
The U.S has a detailed legislation where control may be deemed to exist when one party
possesses the power to determine business decisions of another enterprise.
Investigating domestic definitions, it can generally be considered that countries are including de facto situations more often when defining control.
The question is if Art. 9 should be interpreted in a way to include both de jure and de facto
control? A special confusion lays within the definition of de facto control, which often is the
result of a contractual relationship, based on economical dependency. Such situations
may for example take place in 50-50 joint ventures.
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5

A 50-50 Joint Venture Exemplifying the Problem

5.1

Introduction

As shown, there are different kinds of control situations. Control may as explained exist via
capital, or management, so called de jure control and through other kinds of relationships
through de facto control. The problem is whether or not it is possible to draw a line between
de jure conditions and situations taking place on open market conditions. An enterprise may
have as much influence over another enterprise through a contractual relationship, which
in reality means that this company controls the price setting of the other. These contractual
relationships may for example take place in a 50-50 joint venture, a franchiser and its franchisee, between a monopolist supplier and its purchasers, between an exclusive agent and
its principal and between a principal and a its non-exclusive agent.
This chapter will examine if participants in a 50-50 joint venture should be considered associated enterprises. The chapter is of importance for the thesis since the question whether
a 50-50 joint venture should be covered by Art. 9 OECD MC in a good way illustrates the
dilemma of determining a typical open market situation, since open market situations
should not be covered by Art. 9.216 Furthermore, international 50-50 joint ventures are
great examples of structures where the problem of trying to determine “participation in
control” may arise. Attention connected to this problem has increased lately because of the
big accounting scandal of the Dutch company Ahold, where 50-50 joint ventures where involved. 217 If two parties of an international joint venture have equally shared control it is
difficult to know which of the parties, if any, exercise such control that is described within
the meaning of Art. 9 OECD MC. In this situation not only one, but two parties, participate in the control, and at the same time none of the parties has the majority. In some domestic transfer pricing legislations, like China’s and Brazil’s, joint ventures fall within the
notion of associated enterprises. Some countries, like the UK have created special laws
solely to include 50-50 joint ventures. 50-50 joint ventures may clearly be used for tax
planning purposes, even though this is not the main reason of establishing a 50-50 joint
venture.

5.2

A presentation of International Joint Ventures

International joint ventures consists of two or more legal entities, called the parents, and a
venture in which the parents invest, and may participate, when it comes to decision-making
in the venture’s activities. A joint venture becomes international when at least one parent
company has it’s headquarter in a country other than the country in which the venture is
operating. The joint venture is also considered international when it has a significant level
of operation in more than one country.218
When entering a new market, a joint venture is one of many existing business alternatives.
The parent companies could as well have chosen to enter a market or introduce a new
product through licensing agreements, mergers, wholly owned subsidiaries, or foreign di-
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rect investments.219 But the joint venture is a good alternative today, when few companies
are able to create and deliver products and services on their own, and when the markets to
enter are situated in foreign countries that have, many unknown features. Especially when
it comes to technology, most of the developments depend on collaboration.220 The joint
venture may bring advantages such as learning, diversification, cost sharing and reduced
competition.221

A

B

50%

50%

Joint
Venture

May A and B, both having equal control, be seen as associated enterprises?

5.3

How Could the Participants be Considered Associated?

As earlier described, a sufficiently high degree of influence may already be reached when
different indistinct forms of control are at hand, so that the transfer pricing rules will apply.
The control mechanism can be characterized as formal methods of control, such as majority equity shareholding, participation in the board, key managers, incentive systems and
veto rights, or more informal methods of control such as personal relations between the
managers of the joint venture and the members of the parent companies.222 These kinds of
control respond to the previous mentioned forms of de jure and de facto control. The problem with the determination of control remains when it comes to control factors that are divided 50-50 between the companies. If two companies show interest for a third company,
or together want to establish a new company, are the companies to be seen as associated
just because of their participation through the investment? And what about the joint venture, is it associated to its parents?
Starting with the first question, whether the two parent companies should be considered
associated, it has been suggested that an association would most likely be deemed to exist if
there is evidence that one or both of the parent companies have agreed on a transfer price
granted by the venture company.223 This is understandable since the parent companies by
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agreeing on a transfer price may do so because of tax planning reasons. On the other hand,
if two companies would be considered associated just because the interest for the same
business idea, most companies would be associated with another enterprise. An agreement
concerning transfer pricing does not, as earlier said, have to be due to tax planning, but due
to other strategy decisions. It is therefore of importance to separate the tax planning joint
venture from the risk sharing one. The only existing connection in this relation is the
common interest in the joint venture, which means that there is no joint interest between
the parent companies.
The second question, whether there is an association between the joint venture and its parents, is different. In this relation there is an actual interest through factors such as shares,
risks, knowledge etc. If a narrow interpretation shall be applied, the joint venture should
not be seen as controlled by its parents due to the shared control, since it is more a matter
of cooperation. There is however opinions holding that the joint venture under these conditions is associated with its parents, and that a sufficient degree of control nevertheless is
obtained through the 50% shareholding.224
The question remains where to draw the line between associations and pure open market
relations. A current case concerning control in 50-50 joint ventures is the Ahold scandal.
The case illustrates the difficulties of whether or not a controlling relationship should be
considered to exist between companies. The Dutch retailing giant Ahold had set up several
50-50 joint ventures with national retailers, for example Swedish ICA, in order to share the
risks of entering new markets. When creating the joint venture it was said that the ventures
were commonly controlled. However, it was later reported that Ahold had counted the results of the ventures in full in its results and overstated profits by $500m in the US Foodservice in 2001 and 2002. This could be done by the attachment of secret letters to the joint
venture agreement. Even though Ahold only held a minority stake in the joint venture, they
proved they where actually in control over the venture.225

5.4

Methods for Determining Control

The interest of the parties in the corporation’s profits is usually determined by the ownership of shares, but this does not mean that the parties also dictate the degree of actual control. When allocating control of a 50-50 joint venture, several factors need to be considered, for example the functional and operational objectives of the venture, the level of the
corporate structure at which decisions are made and where risk and responsibilities are
placed, unanimous voting requirements and the key commitments of the parties involved.
The parties in a joint venture should focus on the main functional and operational objectives of the corporation and try to allocate responsibility in a way that favours each party’s
expertise for achieving the objectives. This means that control naturally is allocated to the
expert of the parties even if the non-expert often is given the opportunity to review major
actions. The parties must consider how the divided control affects the daily actions of the
venture and its ability to achieve the goals of the business. Control can be achieved in several different ways; here it is best understood in the context of identifying the financial and
technical agreements as well as the manner in which the performance is to be monitored,
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like material and irreversible commitments in money or other resources like key technical
and financial objectives.226
According to the Gucci Group, a joint venture is established when ventures are bound by
contractual arrangement and the arrangement is establishing joint control. There is accordingly not one single entity that controls the third company, but a shared control. If the arrangement can identify one party as the operator (or manager) of the joint venture, but the
operator does not have the control, neither in this situation the parties will be seen as associated enterprises and consequently not be under the transfer pricing regulations. However,
if the operator controls the venture, and not only acts within the operating policies, the relationship between the parties will no longer be seen as a joint venture. Instead the parties
will be seen as parent (the operating party) and subsidiary.227

5.5

How does Domestic Law Treat 50-50 Joint Ventures?

In some countries the determination of control results in an exclusion of 50-50 joint ventures from the transfer pricing regulations. Other countries have widened the scope sometimes to avoid the risk of 50-50 joint ventures being used only to keep away from the transfer pricing rules.
With the today applying transfer pricing sections in Denmark, it is possible for 50-50 joint
ventures to fall outside the scope of control, and escape from the transfer pricing regulations. With the former applicable de facto control the parties in a joint venture were seen as
participating in control since it was enough that a relationship was at hand.228 In the Danish
Tax assessment Act, 50-50 joint ventures do not fall under the control definition when it
comes to persons, including only legal control, but when it comes to group companies, defined as legal entities, the definition is broader than the general control principle and an actual control is therefore sufficient.229 When determining if control exists through capital, an
indirect ownership through intermediary companies must be added to the direct shareholding. The same applies when determining whether control exists through voting rights.
Group companies, individual shareholders and their relatives, foundations and trusts established by the shareholder are some of the groups taken into account when investigating the
existing control.230 That a concrete community of interest also may exist between two independent partners of a joint venture was shown in a Danish High Court decision in 1993
where two independent companies had established a 50-50 joint venture in Denmark. The
two shareholders transferred their businesses to the joint venture and got share capital and
interest-free loans in return. The Danish tax authorities argued that a community of interest
existed between the two shareholders and the Court ruled in favour of the tax authorities.231 If not any de facto control is at hand the general transfer pricing provision may be
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avoided in Denmark, but for companies in general it is hard to avoid these provisions. For
cross-border joint ventures the provision may however be avoided by forming a limited liability company instead of a partnership. When it comes to cross-border transactions between a partner and a partnership the ownership is rather unimportant because the transfer
pricing regulations almost always covers it. Transactions between a shareholder and a company are however not covered by the regulations as long as de jure control does not exist.232
In the United Kingdom new rules have been introduced which affect joint ventures. According to the old rules, transfer pricing regulations were not applicable on 50-50 joint ventures, but under present regulations the transfer pricing regulations will include transactions
between the joint venture company and any 40 % shareholder if another shareholder also
owns 40 %. Under the new rules a 50-50 joint venture is therefore affected by the regulations. A transaction between a joint venture company and a 60 % shareholder were earlier
included in the scope of the transfer pricing rules, but not a shareholder with 40 % minority. According to the new law, transactions made by both the 60 % and 40 % shareholder
are caught by the regulations. Additionally, other types of participants will be included in
the control framework. Rights and powers of “potential participants” have to be attributed,
as well as the rights and powers of connected persons. This results in a wide range of transactions being included in the notion of control, regardless the possibility of actually receiving any benefits.233
In Chinese legislation a special law for joint ventures is to be found. It is called “The income tax law of the People’s Republic of China concerning Chinese-foreign Joint Ventures” and came into effect on the 10th of September 1980, and was later amended on the
15th of March 2000. Significant numbers of tax audit cases, including transfer pricing cases,
are reported by Chinese third parties, that are for example joint ventures. Foreign investment enterprises should therefore be sensitive when related party information is being
shared.234 Even MNEs with minority interest in a joint venture is in many cases seen as related in China.235 The same applies under the Brazilian income tax law where joint ventures
also may go under the notion of related parties. It is however not clearly referred to in the
income tax law.236

5.6

Conclusion

It is understandable that parents in a 50-50 joint venture should be considered associated if
one or both of the parents have agreed on a transfer price granted by the venture company,
it is more difficult to determine whether the creation of a 50-50 joint venture by a business
manager on open market conditions leads to an association. The participants in a 50-50
joint venture cannot automatically be seen as associated, but factors such as risk taken, diWittendorff, Jens, The application of Transfer Pricing rules and the definition of Associated Enterprises, International Transfer Pricing Journal, IBFD (1999), Vol. 6, No. 4, p. 144.
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vision of profit, number of board members has to be taken into account to determine if
one of the parents is exercising control over the other. If the profit of a joint venture is distributed equally between the parents, the risk taken is shared equally and the members of
the board of directors are equally appointed by the companies, it is quite difficult to understand how one of the companies could be controlled by the other. A case-to-case investigation therefore has to be done, taking these factors into account.
What clearly can be said considering the relationship between the two parents, without having the knowledge of any other factors, is that it would be an opposition to the free market
if these companies would be seen as associated solely by their participation through the investment. The same applies when it comes to control between the joint venture and its
shareholders.
When considering Art. 9 OECD MC it may further be added that this article only applies
to enterprises that in their financial or commercial relations differ from those that would
have been made between independent enterprises. This means that the same approach
should be valid for joint ventures as the one used for independent parties, which would
have to be determined on case-to-case basis. A joint venture is often created to more effectively utilize the resources and the work force, not for tax planning reasons. If it automatically would be determined that a controlling relationship exists in a 50-50 joint venture,
other types of contractual relationships also have to be scrutinized the same way giving a
wider range of de facto control.
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6
6.1

Analysis
Introduction

Transfer pricing taxation plays an important role in ensuring that each state secures its right
to taxation of the transfer of income. From a taxpayer point of view the transfer pricing
rules increases the risk of economical double taxation if the tax authorities involved use different criteria to decide the ALP. In order to reduce this risk, the OECD guidelines and
recommendations have been created. As shown in the thesis the domestic development
goes toward a broadening of the scope of associated enterprises in order to secure the national tax bases. At the same time cross-border trade plays a greater role in the world economy than ever. One of the main goals of the EU is even to work for free trade on an open
market. As shown, it can be quite difficult to balance the two aims and the result may be
problems like the one described in the thesis. The purpose of the thesis is to analyze the
meaning of participation in control and come up with solutions to problems that may occur if the notion is not to be found within the Model Convention. The first question to
analyze is therefore what the purpose of Art. 9 really is and how the article relates to domestic law? If no explanation to the notion of control is to be found within the Model
Convention, the analysis will focus on finding alternative ways to reach a sufficiently clear
definition. Since transfer pricing is a matter concerning not only involved states, but also
concerned enterprises, the analysis will consider in what way enterprises are affected if
there is no common meaning of the notion of control?
To answer the questions raised in the purpose of the thesis, the analysis will be divided into
sections, which will subsequently be tied together in order to come up with suggestions
how to solve the problem with the wide domestic definitions of notion of control. To answer the questions it is also of importance to recognize the intention of the OECD MC itself and how to interpret tax treaties in general.

6.2

The Purpose of Article 9

Interpreting tax treaties is different from interpreting domestic law. It can generally be said
that tax treaties recognize that each Contracting State applies its own law and then limits
the Contracting State’s application of that domestic law in order to prevent juridical double
taxation. Most DTAs rely upon the principle that a DTA may only be used to restrict the
right of taxation, never to expand it.
The distributive rules, which are presented in Arts. 6 to 22 in chapter 3 and 4 of the MC,
aim to classify certain items of income or capital and assign them for primary taxation to
one of the Contracting States. In other words, the distributive rules restrict domestic legislation that lies outside the scope of the articles of the OECD MC. Where the states agree
to different definitions than the ones listed in the DTA these classifications always prevail
since they have been given a special meaning. It can therefore be concluded that states by
applying the OECD MC, with no changes added, agree to the terms therein and to restrict
their own legislation. In the context for the thesis, this means the notion of associated enterprises is restricted to an enterprise that “participates directly or indirectly in the management, control or capital of an enterprise of the other Contracting State”. This idea is
further supported by the rule that a DTA cannot expand the right of taxation.
Transfer pricing is a matter concerning business profits, which is regulated by Arts. 7, 8 and
9 in the third chapter of the OECD MC. Art. 7 provides for the basic rule and deals with
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the determination of profit from a permanent establishment. Art. 9 deals with the special
case of the allowance and limitation of adjustments in cases where profits are achieved between associated enterprises. Consequently, Art. 7 does not apply on situations involving
associated enterprises, within the meaning the terms have under the convention. Also more
specialised rules as business profit involving income from dividends, royalties and interest
(Arts. 10 to 12) take precedence over Art. 7. The term “participation” mentioned in Art. 9
is more restricted than the “special relationship” referred to in Art. 11 and 12. Art. 9 may
therefore be considered an exception to Art. 7 and should as a special rule be interpreted
more narrow than the term “special relationship” referred to in Art. 11 and 12.
Originally, subsidiaries were included in the term permanent establishments that are dealt
with in Art. 7, and used for allocating profit. After a survey by Mitchell B. Caroll, the term no
longer included subsidiaries. In connection with the survey, the ALP was introduced instead of the formulatory apportionment, as a way to allocate profit. The second part of the
article was not introduced until 1977, and can therefore not be used to analyse the original
purpose of the article. Since subsidiaries were excluded from the original article, it was essential to create a new article that included profit allocation relating to such enterprises.
The former design of Art. 9 ran parallel with the article from where it stemmed and restricted to that portion of the profits that diverted from the domestic enterprise to an enterprise in the other Contracting State. Today, however, the article indicates that adjustment also can be made in case of diversion of profits to enterprises in third States. To give
the notion of control a correct meaning, it is of importance to interpret the term in light of
the purpose of Art. 9, which is to allocate profit made between associated enterprises to
prevent economical double taxation.
Further, enterprises must have made a profit caused by the association, in other words, the
profit would not have occurred if the parties where not associated. It is therefore not
enough that parties are considered associated within the meaning of Art. 9. It must also be
clear that independent enterprises could not have made the same profit under similar circumstances. The line between associated enterprises and independent parties dealing on
open market terms is often very thin. To establish a line and internationally agree on how
to determine if two enterprises should be considered associated or not, three conditions
have been stated in Art. 9, namely participation in capital, management or control. The MC
does not explain how to interpret the terms. The word “participation” indicates that it is
enough that one takes part of something, while the term “control” imply the power to govern or decide something. Next question to analyse is therefore if control actually is a selfstanding criterion or if it is merely a degree of determining association referring to the
other clauses capital and management?

6.3

How Article 9 Relates to Domestic Legislation

If control is a self-standing criterion meant to determine association, the question remains
how to interpret the term? According to Art 3(2) OECD MC undefined terms shall, unless
the context require otherwise, have the meaning they have at that time under domestic law.
By referring to domestic law the undefined term is given a national ordinary or special
meaning, which seems to be in line with the VCLT. However, the domestic meanings diverge widely and are not always in accordance with Art. 9. In addition to make an adjustment under Art. 9 the enterprises must first of all be considered associated. It is here of
great importance to keep in mind that the term associated enterprises should be interpreted
in the light of the ALP for a correct interpretation. This means that conditions that differ
from those which would have been made between independent enterprises are not in line
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with the ALP. In Australia for example where it is enough that a transaction is “unusual”
for the tax authorities to make an adjustment, the comparison with the independent enterprise is overlooked and Art. 9 is no longer interpreted in the light of the ALP, which means
that the Australian interpretation is not within the limits of the scope of Art 9.

6.4

Should Contractual Relations be Covered by Article 9?

Definitions in domestic legislations are often wider than the criteria stipulated in the
OECD MC. Most countries include both de jure and de facto relations. Countries with a
broad scope of “associated enterprises” often base their legislation upon a tax avoidance
point of view that gives them the right to adjust transactions taking place on typical open
market conditions that are not in line with the ALP. This often results in that unrelated
parties dealing in open market situations are included in the term associated enterprises,
which means that adjustments can be made in all kind of situations that does not comply
with the ALP. This is first of all not in line with the commentaries to Art. 9 that clearly
explain that no re-writing of accounts of associated enterprises is authorised if the transaction has taken place on normal open market commercial terms. Second, countries like
Germany and Denmark base their legislation upon a “prudent business manager“ approach, which means that the dilemma of the undefined term is attacked in two different
ways.
Countries with a broad scope of associated enterprises often created their legislation to
prevent tax avoidance and secure the national tax base. According to Indian law all purchasers from abroad are automatically considered related with the domestic sellers. In Australia any unusual transaction in a cross-border transaction, make the parties associated.
Brazil uses its own transfer pricing approach that automatically makes the parties in a joint
venture associated. Controlling relationships are not significant for associated enterprises,
but exist also between independent parties. For example between a monopoly supplier and
its purchasers, or simply when multinational giants create dependency for smaller companies by squeezing prices. However, these are situations based on economical control developed by open market forces, where no interest in the other company exists. If one company does not have an interest in the other company it is questionable if the two companies
may be considered associated.
In a 50-50 joint venture project, the parent companies may be considered to have an interest in the venture, but that does not mean they have an interest in each other. The reason
for the creation of the 50-50 joint venture is mostly because of shared risks of example entering a new market. As long as it cannot be proved that one of the parent companies have
the power to decide the outcome of the transactions, the equal control would balance out
and thereby the parent companies would not be seen as associated enterprises. If one of
the parents instead had interest in the other, it is questionable if they could be considered
independent parties, or if they would fall under the scope of associated enterprises. The
reason for many countries regulating 50-50 joint ventures may be the difficulties to prove
that one of the parent companies does not control the venture, for example by side-letters
like in the Ahold scandal. By including contractual situations taking place on normal open
market terms, like the one taking place in a 50-50 joint venture or between a franchiser and
a franchisee, the re-writing of the accounts is no longer on arm’s length basis. This may result in domestic legislation wrongfully setting Art. 9 aside and the expansion of the right to
taxation which ends in an incorrect tax situation. Since it is no longer a matter of economical double taxation, a corresponding adjustment cannot, according to Art. 9, be used to adjust the incorrect situation, which means that enterprises may end up with a much heavier
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tax burden than they actually should. However, a mutual agreement process may still take
place, even if it is often a time consuming process that does not guarantee a solution to the
problem. The result is independent parties that are treated unfavourably, which is a problem not only from a market competition point of view, but also regarding the ability to
foresee the outcome of a transaction. In the long run, this might lead to a decrease of international transactions and a stagnation of the open market, which is specially a problem
for the EU, since the union is based on the idea of an open and free market. As long as
prudent business managers have created the contractual relationship on open market conditions, it is hardly a question of association since the parents have no interest in each
other; instead it is a matter of normal open market conditions.
The advantage of a state applying a broader definition conflicts with one of the aims of the
treaty, which is to distribute taxable situations between Contracting States equally. The idea
with DTAs, can be seen as a way to adjust an incorrect situation in order to charge the
right tax. Recognizing the problem, it is quite astonishing that the provision in its current
wording has found acceptance in the Model Conventions. Furthermore, several countries
use high fines for transfer prices that are found not in line with the ALP. The result is once
again that independent parties are treated unfavourable. This also means that years of international negotiations and compromising to agree on the OECD MC is ignored because
of domestic rules. Consequently the entire purpose of the tax treaty is demolished and the
states in question break the rule on which most DTAs rely, that a DTA cannot be used to
expand the right to taxation.

6.5

An Alternative Way of Interpreting Article 9

Domestic law and the law of double taxation are two mutually independent legal spheres
that have their own borders and definitions. It is therefore difficult to apply domestic definitions in a DTA. It has been suggested that when starting a process of interpretation it is
necessary to break loose intellectually from domestic law and the legal tradition of one’s
own country. Since the notion of control tends to diverge widely when interpreted by way
of Art. 3(2), with reference to domestic law, this kind of interpretation may not be of priority. Moreover, the problem with the incorrect tax situation occurs when broad domestic
law is applied to define the notion of control, which speaks for avoidance of domestic interpretations. The situation of the undefined term control may therefore be considered a
situation where the context referred to in Art. 3(2) does require otherwise. One may further
argue that if the outcome of using domestic law does not comply with the intention of the
DTA, the context requires a different solution. This means that the notion of control must
be separated from the common meaning of the term, which has also been stated in the Cl
R v. Lithgoes Ltd case.237
The problem with undefined terms causing confusion among states is not a new problem.
As a result of this problem, an international tax language has been created that gives certain
terms special meanings. Since terms given a special meaning prevail over those given an
ordinary meaning, the creation of an autonomous meaning would result in that this meaning would succeed over the general interpretation rules stated in Art. 3(2). Though, it is
quite difficult to establish an internationally accepted definition since many countries interpret the term completely different and approach the interpretation differently. However,
the wide range of definitions requires even more a harmonised definition. In order to give
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the term a particular definition, domestic laws and other treaties may work as a first source
to find common ideas that may work as a platform for the creation of an international
definition. Second, it is of importance that the notion follows international accepted rules
how to interpret DTAs, namely Art. 31 to 33 in the VCLT. Considering the VCLT, the ordinary meaning of the notion of control must be found as a starting point. In order to do
this, definitions in other treaties and domestic law have been scrutinized. The wording of
Art. 9 in the investigated treaties is identical, which does not provide further guidance how
to interpret the notion of control. Art. 3(2) in the US MC provides an interpretative hierarchy which states that undefined terms should first of all be interpreted by the context or by
competent authorities and if no result is to be found, by domestic law. The same idea is
found in a DTA between Sweden and Germany from 1992. The idea of interpreting the
notion of control in its context is of great importance in order to establish a correct meaning. Nevertheless does the problem remain if interpreters do not agree on what the context
is and the competent authorities cannot agree on how to interpret the undefined term.
It has previously been concluded that several domestic definitions lie outside of the scope
of Art. 9. These definitions will therefore be of secondary importance when establishing an
autonomous treaty meaning of control. As mentioned, several courts have in the process of
creating an international tax language used the dictionary meaning as a first step. According
to the glossary of the OECD, control means the capacity of a person to certify that another
person acts in accordance with the person's wishes or to exercise the power of that capacity. Interpreting the wordings, control has to do with the power to determine the outcome
of a transaction. Control can therefore only occur when one party has power enough to
alone determine the outcome of a decision. This is usually not possible unless one party
controls the majority of the voting rights, or in another way has the power to confirm the
decision making process. It is therefore questionable if solely minority participation in capital or management should be enough to consider enterprises associated.
The notion of control must be considered in the context of Art. 9, in order to establish a
correct meaning. This means that control should be understood as the power to govern financial and operational decisions. The article was created to allocate income between associated enterprises and should also be interpreted that way. By widening the scope, the
meaning and purpose of the article may no longer be maintained. The circumstances therefore demand that the term is interpreted narrowly, as an exception to Art. 7, 11 and 12, in
order to exclude “special relationships” based on any kind of interest in one another. Control should further be understood in the light of the ALP, which means that transactions
that have taken place on normal open market commercial provisions should not be considered in the scope of control. In order to determine what makes enterprises associated guidance has been searched in domestic legislation. States like Sweden, Germany and Denmark
stipulate that enterprises should “be in a community of interest”, “have an interest of its
own in the other persons income”, an “identity of interest” or a “group of companies criteria” in order to be considered associated. This means that an enterprise must have an interest in the other enterprise.
Though, solely having an interest in another company does not correspond with the meaning of control, since control means the power to govern. Otherwise the notion of control
would not be interpreted narrowly and all kinds of situations involving interest in another
company would make enterprises associated, which is not the purpose of Art. 9. Therefore
a community of interest should be combined with a power to govern financial and operational decisions. This means that in the absence of control, the sole participation of two
companies in the capital or management of a third company is not enough to consider the

63

two companies associated. As a consequence 50-50 joint ventures should, if no evidence
of control can be shown, not be considered associated within the meaning of Art. 9.
Even though situations exist where one company economically controls the other, these
are mostly situations taking place on the open market between independent enterprises
with no interest in each other. This means that contractual relationships are not sufficient
for considering enterprises associated. De facto control where the connection between the
enterprises usually arises from contractual, mostly economic, relations may therefore not be
sufficient to consider enterprises associated within the context and purpose of Art. 9. This
means that only de jure control is relevant for determining association, which basically
means the majority of the equity of the other entity, or the majority of the voting rights, or
when the managing directors, officers or directors of one entity also are managing directors, officers or directors of the other entity. Since de jure control mostly is a matter of
capital and management, the facts points in the direction that control is not a self-standing
criterion, but more an evidence of the need of majority holding in capital and management
in order to prove association among enterprises.
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7

Conclusion

The purpose of the thesis has been to analyze the meaning of the notion of control in Art.
9 of the OECD MC. Since no explanation is to be found within the convention, the term
may be considered undefined. According to Art. 3(2) of the OECD MC, undefined terms
should be given a domestic interpretation unless the context requires otherwise. Since there
are no clear rules about the interpretive hierarchy of Art. 3(2) a survey had to take place
first of all considering the domestic interpretation. Many countries have wider definitions
of the terms “associated enterprises” and “control”, than the once stipulated in the Model
Convention. This means that when applying domestic laws, the terms are given a broader
meaning than they would have otherwise. Consequently, the DTA is used to expand the
right of taxation, which puts independent enterprises in an incorrect tax situation. Since it
is no longer a matter of double taxation, no corresponding adjustment can be made to
solve the problem. The problem of the broadened taxation, opposes to the grounds on
which DTAs rely upon. It is therefore in the authors’ opinion that a domestic interpretation should not be used when interpreting the notion of control. Instead an autonomous
treaty interpretation is suggested.
To give the term an autonomous meaning, it is of significance to understand how tax treaties in general should be interpreted. According to the VCLT a textual interpretation is to
prefer since this creates predictability and runs parallel with the principle of legality. Several
courts have when determining the ordinary meaning of different terms leant back on the
dictionary meaning of the word. According to the OECD glossary, control means “the capacity of a person to ensure that another person acts in accordance with the first person's
wishes or the exercise of that capacity”. The VCLT further states that a term should be interpreted in the light of its context. The context of the terms “associated enterprises” and
“control” is to be found in Art. 9. The article was created when subsidiaries were exempted
from the meaning of permanent establishments, which created a situation where economical double taxation could take place. The purpose of the article was originally to allocate
profit between parent companies and subsidiaries in order to charge the right tax and prevent economical double taxation. The scope of the article has broadened with the years and
its current wording seems to include profit allocation between parent companies and associated enterprises in third countries. Art. 9 is the only article in the Model Convention that
deals with economical double taxation. It is therefore of even greater significance that
countries agree on a joint definition, since no other article in the OECD MC can be used
to allocate profits between associated enterprises and prevent double taxation. Further,
domestic legislation is based on different approaches, one created from what a sound business manager would do and one to prevent tax avoidance, which makes it even more difficult to harmonise the meaning of associated enterprises. A better balance between the two
is necessary to form a common meaning of the term. In order to give the notion a definition that corresponds to Art. 9, the wording may not be one that is used in the everyday
language. Instead it has to reflect the meaning of the ALP, upon which Art. 9 is developed
and be that narrow that only associated enterprises within the meaning of Art. 9 fall inside
the range, which excludes relations referred to in Art. 11 and 12 of the OECD MC.
It is true that an enterprise may depend on another enterprise because of economical reasons, for example in the relationship between a monopolist supplier and its purchasers or
clients, between an exclusive agent and its principal or between the parent companies in a
50-50 joint venture. This kind of dependency usually takes place in contractual relationships and is often referred to as de facto control. Several countries have created special laws
to include this kind of control in their transfer pricing legislation. Nevertheless, this kind of
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control is not conditioned by an interest in the other company, instead are these situations
creations of open market forces. By broadening the meaning of associated enterprises to
include independent parties dealing on open market terms, the meaning is no longer in line
with Art. 9. In order to put the notion of control in an accurate context and exclude open
market relations, the interpretation needs to be narrow. The notion of control heavily effects the application of the transfer pricing regime. It is the authors’ opinion that in order
to create internationally effective transfer pricing systems, de facto control should be separated from the meaning of control referred to in Art. 9. Association should therefore solely
be determined by de jure control, which simply means that association is determined by
control of capital or management and there should be no such thing as a self-standing
control criterion.
An autonomous treaty definition presented by the authors would state that:
“Control is the capacity of a person to ensure that another person acts in accordance with the first person's
wishes or the exercise of that capacity. No such control exists unless a community of interest is proved. This
may for example be the case when one enterprise holds the majority of the equity of the other enterprise or
holds the absolute majority of the voting rights as to decisions regarding the business and activities of the
other entity. Control may also be determined when the managing directors, officers or directors of one enterprise also are managing directors, officers or directors of another enterprise.”
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