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2.3. Legal Structure

2.3.1. General Principles of Company Law

2.3.1.1. The legal systems used by countries include the common law and civil law systems. The
common law system originates in the UK and is used in countries such as Australia, Canada, India,
Malaysia, New Zealand and the USA. The common law is based on judgments in court cases. A judgment
of a superior court is binding on lower courts in future cases. The civil law system has its origins in
Roman law and operates in Europe, South America and Japan. Under a civil law system, law is enacted
and codified by parliament. Companies are recognized under both systems as artificial legal persons with
perpetual life and limited liability. The domestic law treatment of a partnership varies in common law and
civil law countries.

2.3.1.2. Most countries treat partnerships as fiscally transparent entities with flow-through treatment
under which the partnership is ignored and tax is imposed on the partners according to their respective
shares of partnership income. Other countries treat partnerships as taxable units subject to taxation as
entities, including company treatment. Some countries such as the USA have limited liability companies
which provide the benefit of limited liability and allow the entity to choose either flow-through treatment
or treatment as a taxable unit. This is called the “check the box™ system and the entities are referred to as
“hybrids”. A feature of common law countries is the “trust” concept which is an obligation in relation to
property which allows for concurrent legal and beneficial ownership of the trust property. A trustee will
be the legal owner of property but holds the property on trust for the beneficiaries which may include both
income and capital beneficiaries. While business operations may be carried on in some common law
countries using a trust structure, MNEs would not normally use trusts to carry on business operations.

2.3.1.3.  One of the key decisions facing any MNE when expanding its operations to another country is
the type of legal structure it will use to operate in that jurisdiction. The alternatives for an MNE are to
operate abroad through locally incorporated subsidiary companies (associated enterprises) or operate
abroad using permanent establishments (branches). Foreign subsidiaries may be either fully-owned by the
parent company or partly-owned.
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2.3.1.4.  An MNE is a group of companies or other entities and under the company law of the country
in which each company is incorporated it is a legal entity. This choice of legal structure will be affected
by a number of factors, apart from the tax implications, including:

o Legal liability;
e Risk and control; and
¢ Administrative and regulatory obligations and costs.

2.3.1.5.  Other factors which may affect the choice of the legal form of the enterprise include:

¢ Exchange controls;

e Requirements for minimum shareholding by local persons or entities;
o Administrative costs;

e Extraction of profits; and

e Capital requirements.

2.3.1.6. MNEs may also carry on business abroad through a partnership or joint venture. In most
jurisdictions partnerships are not legal entities and are fiscally transparent. For a partnership to exist, an
MNE would require other entities to be partners such as independent entities or subsidiaries. Joint
ventures involve independent companies working together on a specific project and a joint venture party
may include a government or a government authority. The business structures used by an MNE may
change over time such as, for example, commencing operations in a jurisdiction using a joint venture
structure and then buying out the joint venture partner and operating in that jurisdiction through an
associated enterprise. An MNE may also operate abroad using an agent, which may be an independent
agent, a dependent agent or a commissionaire.

2.3.2. Companies and Permanent Establishments

2.3.2.1.  In an MNE group, the parent company and subsidiary companies are separate legal entities and
they may enter into intra-group transactions. On the other hand, an international enterprise with a head
office in the country of residence and permanent establishments abroad is one legal entity and a
permanent establishment cannot legally enter into transactions with other parts of the enterprise because
transactions require at least two legal entities. In the context of the Business Profits article of some tax
treaties, notional transactions within an international enterprise (either between a head office and its
permanent establishment or between permanent establishments) may be recognized provided they comply
with the arm’s length principle. In addition, for accounting and management purposes, the head office of
an international enterprise and a branch may be treated as “transacting” with each other. Whether or not
dealings between a head office and its branch are subject to transfer pricing rules would depend on the
scope of a country’s domestic legislation and its tax treaties.

2.3.2.2.  Operational structures used by MNEs vary and evolve over time. There are many types of
structures or hybrids which an organization can choose to adopt, but an organization’s primary aim should
be to adopt an operational structure that will most effectively support and help it to achieve its business
objectives. MNE operational structures usually differ from the legal structures and as a result, employees
generally operate beyond and across the boundaries of legal entities and countries. Examples of the types
of modern operational structures an MNE may adopt include a functional structure, a divisional structure
or a matrix structure as outlined below.
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2.3.5. Value Chain Analysis
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Figure 2.3: Global Effects Transfer Pricing Adjustments
(before adjustment)
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Figure 2.4: Aspects of Transfer Pricing Policy
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2.4.10.  Advising requires a thorough knowledge of an MNE’s business operations. It is a
misconception that the tax department makes the key business decisions within an MNE. In practice, the
business units of an MNE will identify business opportunities and a decision may be taken to exploit the
opportunity if it fits into the MNE’s global business strategy. Advice can be provided to minimize the risk
of transfer pricing adjustments and therefore optimize the business opportunity if the tax department is
involved in an MNE’s decision-making.

24.11. In today’s environment there is an increasing level of detail required to meet each country’s
transfer pricing documentation requirements. Most MNEs therefore prepare global and regional
documentation (masterfiles) of the various global businesses. Subsequently, global and regional reports
are prepared for local purposes based on the identified risks for each country in which the MNE operates.

2.4.12.  Tax authorities around the world are increasingly focussed on transfer pricing and on
expanding their transfer pricing capabilities. MNEs have to find a way to deal with the increasingly
detailed, complex and often conflicting domestic transfer pricing legislation in the countries where they
operate. Some countries follow guidance from international bodies, others only implement part of the
guidance while some develop transfer pricing rules independently.

2.4.13.  Tax authorities should not start from the assumption that MNEs are manipulating their results
in order to obtain tax benefits. Many MNEs and certainly those with shares quoted on a stock exchange
(listed MNESs) have published codes of conduct or a set of business principles or both. These codes or
principles require that an MNE must comply with the tax rules of the countries in which they operate.
Violations of these codes may result in severe consequences for a listed MNE.

2.4.14.  As transfer pricing is often referred to as “an art, not a science”, the resulting uncertainty
creates the potential for transfer pricing disputes with tax authorities, even if the MNE is seeking to
comply with domestic transfer price rules. Despite the efforts MNEs invest in setting the appropriate
transfer prices and preparing comprehensive documentation, there is always the risk that tax authorities

Page 15 of 18



E/c.182016/CRP.2 Attachment 2

disagree with the approach taken and there is thus the risk of a transfer pricing adjustment. This creates
uncertainty for MNEs including the potential associated costs of preparing additional documentation,
managing tax audits and conducting litigation. Notwithstanding this, there are cases where transfer prices
are manipulated to shift profits from one jurisdiction to another to gain tax benefits including low-taxation
or no-taxation.

2.4.15.  Transfer pricing rules are considered very useful by MNEs if they are able to achieve a
globally consistent approach and eliminate the risk of transfer pricing disputes. If in one country an
MNE’s transfer prices are adjusted, resulting in a higher taxable income, the associated enterprise in the
other country should in principle10 receive a “corresponding adjustment”, reducing its taxable income. If
there is no corresponding adjustment, the MNE will suffer double taxation. In this situation, the dispute is
between two tax authorities with the MNE seeking to have consistent transfer prices accepted by both
countries.

2.4.16.  Countries should try to avoid such double taxation, though in some cases there may be
legitimate reasons why a corresponding adjustment is not given, or is less than the original adjustment. In
such a case, it is important that the two countries enter into discussions to resolve the double taxation
issue under the mutual agreement procedure mechanism in a tax treaty.

2.4.17. The following diagram illustrates a transfer pricing adjustment to relieve double taxation:

'’UN and OECD Model Tax Conventions, Article 9 (Associated Enterprises).
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Figure 2.5: Global Effects Transfer Pricing Adjustments

(after adjustment)
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in corresponding adjustment in Country B

Page 17 of 18



E/c.182016/CRP.2 Attachment 2

Page 18 of 18



