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On January 13, 2009 the United States and France signed a new protocol making several significant changes to the U.S.-French income tax treaty.  Chief among the changes is that the new protocol provides for mandatory, binding baseball-style arbitration of certain unresolved competent authority disputes.

Such a provision may signal the latest trend in bilateral income tax treaties.  Once ratified, the U.S.-French income tax treaty will be the fourth U.S. bilateral income tax treaty in the past two years providing for a mandatory, binding baseball-style arbitration process to supplement the negotiation process used in the mutual agreement procedure (“MAP”).  On December 28, 2007, protocols amending the U.S. income tax treaties with Belgium and Germany entered into force, and a protocol amending the U.S.-Canadian income tax treaty entered into force on December 15, 2008.  Among other changes, each protocol provides for mandatory, binding arbitration of unresolved competent authority disputes, and the arbitration is baseball-style arbitration in which each side will submit a settlement proposal to a three-person panel of arbitrators and the panel will choose one or the other settlement proposal.     

In addition to the U.S.-French protocol, the U.S. and France signed a memorandum of understanding (MOU) agreeing on mandatory arbitration procedures.  This MOU comes on the heels of the U.S. and German competent authorities just last month entering into a MOU and agreeing to a set of arbitration board operating guidelines for how the new mandatory arbitration provision in the U.S.-German income tax treaty will work.
 

While U.S.-French arbitration procedures are quite similar to the U.S.-German procedures, the U.S.-German MOU, signed on December 8, 2008, coupled with the arbitration board operating guidelines, provides significantly more detail and plainly sets the stage for the IRS to begin taking unresolved MAP cases with Germany to arbitration now.  With respect to both French and German unresolved MAP cases, arbitration proceedings shall begin on the later of (1) two years after the commencement date of the case, unless both competent authorities have agreed prior to the date arbitration proceedings begin to a different date, and (2) the earliest date upon which the nondisclosure agreements have been received by both competent authorities.  Specifically included in the U.S.-German MOU as eligible for arbitration is an unresolved competent authority request that originated with a bilateral advance pricing agreement (APA) request, but only to the extent tax returns have been filed with respect to all taxable years at issue. The U.S.-French arbitration process is silent on whether APA cases are eligible.

Each MOU also outlines how arbitration board members are appointed, but there are slight differences in their respective appointment processes.  For U.S.-German arbitration cases, each competent authority appoints a member to the arbitration board, with those two members appointing the third member who will serve as chair.  If either competent authority fails to appoint a member or if the two appointed members fail to agree upon the third member, the highest-ranking member of the Secretariat at the OECD who is neither a citizen of the United States or Germany will be contacted to make the necessary appointments.  For U.S.-French arbitration cases, if the two members appointed by the respective competent authorities fail to agree upon the third member, those members are dismissed and each competent authority must appoint a new member of the panel within 30 days of the dismissal.

Under the U.S.-German MOU, the competent authorities are to appoint board members who have “significant international tax experience,” but they need not have experience as either a judge or an arbitrator
; board members cannot be current government employees, or former government employees, within two years of their last employment in the government; and the competent authorities will identify and jointly agree to 5-10 persons who are qualified and willing to serve as a chair for an arbitration board, with the list being reviewed or revised by the competent authorities every three years. The U.S.-French MOU, on the other hand, simply provides that the members appointed shall not be employees of either country's tax administration; the competent authorities “shall develop a non-exclusive list of individuals with familiarity in international tax matters who may potentially serve as the Chair of the panel”; and the chair shall not be a citizen of either country.

The U.S.-German MOU outlines what information to include in proposed resolution and supporting position papers.  Each competent authority in a U.S.-German arbitration proceeding is permitted to submit a proposed resolution paper and a position paper that takes alternative positions.  Thus, in a U.S.-German case involving a permanent establishment issue, a competent authority may take the position that no permanent establishment exists or may propose an amount of income to be allocated to a permanent establishment, if the board determines that a permanent establishment exists.  In a U.S.-French arbitration proceeding, the taxpayer also is permitted to submit a position paper to be considered by the arbitration panel, but the U.S.-French arbitration process makes no mention whatsoever whether alternative positions can be presented in a proposed resolution paper or a position paper.  However, in both U.S.-French and U.S.-German arbitration proceedings, if only one side submits a proposed resolution, then that resolution shall be deemed to be the determination of the arbitration board and the case is terminated.  

Unlike the U.S.-French MOU, the U.S.-German MOU and operating guidelines call for the separate consideration and determination of multiple issues in a case.  Thus, arbitration of a transfer pricing dispute, which comprises a significant portion of the IRS’s inventory of MAP cases, could, for example, involve separate consideration and determination by the arbitration board of a royalty transaction with one transfer pricing methodology and a services transaction with another transfer pricing methodology.  It is unclear under the U.S.-French MOU whether an arbitration panel can similarly consider and make a determination on each issue individually. 

Finally, an arbitration panel's determination must be delivered in writing without rationale or analysis within six months of the appointment of the chair in a U.S.-French arbitration proceeding, while the arbitration board in a U.S.-German proceeding has nine months.

MOUs and guidelines detailing the arbitration procedures under the U.S.-Canadian and U.S.-Belgium income tax treaties apparently are in the works.  It will be interesting to see how similar and descriptive those procedures and guidelines will be to the U.S.-German procedures and guidelines in particular.  It will also be interesting to see whether additional procedures and guidelines will be issued by the U.S. and France to more effectively implement the mandatory arbitration process under the U.S.-French income tax treaty.  
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� With offices in 24 cities in the United States, Europe, Asia, the Middle East, and Africa, Dewey & LeBoeuf’s Tax Controversy & Litigation practice, in conjunction with its global arbitration practice, has the capability to represent clients in tax treaty arbitrations throughout the world. 


� See Ann. 2008-124, IRB 2008-52 (Dec. 29, 2008); Ann. 2008-125, IRB 2008-52 (Dec. 29, 2008). See also http://www.irs.gov/businesses/international/.


� According to IRS officials at the October 2008 TEI New York Chapter LMSB Financial Services Industry  Conference, the IRS released two requests for information – one for companies that might be interested in handling the arrangements for obtaining arbitrators, and one for those who might be interested in arbitrating.





