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Compulsory Arbitration in International Transfer Pricing Disputes
1. Introduction: 
Substantial portions of international transactions are carried out within Multinational Enterprises ("MNEs"). The prices determined for such transactions are referred to as the transfer prices. Because this pricing determination is being controlled by the MNE itself, it might deviate from the market price ("arm's length" price) to be determined by uncontrolled entities. And if such pricing methods are accepted by the countries involved it would cause national tax losses. As a result, countries have developed laws and rules determining such transfer prices ("The norms").
The problem is that even though such norms in each country tend to rely on the arm's length standard, there is great diversity of such national norms and in their application in reality. Consequently, if two or more countries apply different rules to the same transaction, it is inevitable that economic double taxation will occur. It occurs when one country makes adjustment to the transfer prices, while the other country would not make a corresponding adjustment to such prices. That is so because a portion of the income arising out of the transaction is being simultaneously attributed to the enterprise by the two countries involved, and therefore that portion is being taxed by the two countries, and thus subjecting the MNE to economic double taxation. Despite the convergence of accepted transfer-pricing methods among tax administrations, important differences continue to exist, and the potential for major disputes with MNEs remain. Current progress in the development of international mechanisms for dispute resolution could help in alleviating conflict and hardship.
 

One of the most advanced mechanisms for resolving bi-national or multinational tax disputes, and avoiding double taxation, is compulsory arbitration that would eliminate such double taxation.
2. The EU solution: 

The European Community arbitration convention of 1995 has adopted the arbitration mechanism as a solution for transfer-pricing double taxation conflicts, now within the European Union.
 The EU arbitration convention procedure is grounded entirely on the arm’s-length standard as stated in the OECD model. Thus, out of various norms on both sides of the Atlantic, there have emerged generally uniform norms, though not identical, for determining the transfer prices of MNEs, basically along the lines of the arm’s-length standard, and in general conformity with the OECD model and most existing bilateral tax treaties. 
Article 7 of the Arbitration Convention provides that whenever the competent authorities of the two countries concerned fail within two years to reach an agreement that eliminates double taxation resulting from transfer pricing of intercompany transactions, they will set up an advisory commission that will deliver its opinion on the elimination of the double taxation concerned. If the MNE initiated domestic legal proceedings, and appealed to local courts, the two-year period will commence on the date of final judgment.
 
The advisory commission consists of a Chairman, two representatives of each competent authority concerned (or one representative if both competent authorities so agree), and an even number of experts and independent persons which are appointed by the mutual agreement authorities which are drawn from a list of experts. The list is prepared by all Contracting States, nominating five persons each. The experts must be nationals and residents of the EU. The representatives and the independent persons then elect a Chairman; which qualifies to be appointed to the highest judicial post in his country. 

The MNE has the right to make any submissions and to appear in the arbitration process.
 The advisory commission must give its opinion on the elimination of double taxation within six months of the date of referral by the competent authorities;
 then, the competent authorities must arrive at a decision within an additional six months. The decision may eliminate the double taxation concerned even if it deviates from the opinion of the advisory commission.
 But if they fail to reach an agreement, the opinion prevails. The proceedings are not subject to a statute of limitations under domestic laws. The substantive standards to be applied by both the advisory commission and the competent authorities are those of arm’s length as enunciated in the OECD model, which are incorporated in the EC convention.
 The most important feature of the procedure is the binding power of the decision that resolves the dispute. Although the decision does not have the precedential value of a court decision, it may be published by the competent authorities.
 
The Arbitration Convention came into force on January 1, 1995 (then by the EC) for the twelve old member states. The life span of the Convention was initially set for five years, and extended for additional five years from January 1, 2000 and later was automatically extended for additional five-year periods, unless objections were made by any of the contracting states.
 
If an enterprise disputes the taxation of the intercompany transaction, by the national tax authorities of the relevant member states, it may within three years of the first notification of the action that results in double taxation, present its case to the competent authority of its member state. According to Articles 6.2 and 7.1 of the Convention, if this complaint is well-founded, the competent authority must endeavour to resolve the case, within two years, by mutual agreement procedure with the competent authority of the concerned states.
As stated, if the Competent authorities do not reach a resolution that eliminates the international double taxation within two years, an advisory commission would be appointed and the commission has to deliver within six months an opinion resolving the double taxation.
 
The advisory commission can request information, documents, and other evidences, to be provided by the competent authorities or by the enterprises involved.
 

The advisory commission has to render its opinion on the basis of the arm's length principle.
 The convention does not refer to specific criteria or rules to be adopted, thus it leaves ample room for controversies. .
Although the competent authorities are the only parties to the procedure the enterprises concerned are given an opportunity to participate as opposed to the mutual agreement procedure under the bilateral tax treaties. As stated, the enterprises may submit information, evidence, or documents that they see as relevant, and the advisory commission may request the enterprises appearance before it.
 
After the submission of the commission opinion, the competent authorities of the member states involved have an additional six months period to deliver a decision which eliminates the double taxation. Although they may deviate from the commission's opinion, if the competent authorities do not reach a final decision within the six months period, they have to act according the commission's opinion.
Codes of Conduct to MNEs in general and on transfer pricing documentation of MNEs in particular, is expected to reduce the conflicts.
 The commission proposed in 2005 that Member States would agree to an EU-Wide common approach to transfer pricing documentation requirements that would consist of two main elements: The "masterfile" would contain common standardized information relevant for all EU MNEs as a general description of the transactions involved, and the "country specific documentation" which would consist of a set standardized documentation of each country involved.
3. The OECD proposal for mandatory and binding arbitration:

The OECD released a report on February 2007 on a binding arbitration under the mutual agreement procedure of article 25 of the OECD model convention, supplemented by a mechanism that resolves the double taxation disputes.

The OECD proposal suggests to add to article 25 of its model convention that if the competent authorities are unable to reach an agreement to resolve the case submitted to them within two years, any unresolved issues shall be submitted to arbitration if the enterprises request so. The arbitration decision is binding on both Contracting States and shall be implemented notwithstanding any time limits according to local law.
It is not entirely clear if under the proposal the competent authority is obliged to pursue the arbitration proceedings upon the taxpayer request, that is so in light of the view that national competent authority has discretion whether or not to accept the taxpayer initial request (subject to judicial review).

For example in the Yamaha Case
 the U.S. authorities refused to pursue Yamaha's request for mutual assistance under the tax treaty with Japan, in an allocation case between Yamaha Japan and its U.S. subsidiary. The district court decided that it cannot compel the authorities to pursue the request. The result was that the taxpayer only remedy was to litigate the case. On the other hand the Israeli district court in Jeteck Technologies case
 referred the Israeli taxpayer, which initiated domestic litigation, to the mutual agreement procedure under the Israel-Japan tax treaty, in a dispute regarding the characterization of the income of the Israeli taxpayer in Japan, whether it is business income or royalties.
 
The OECD model provides, in other circumstances, that a case would not be referred to arbitration if it was already decided in a domestic court or tribunal of either country involved.
Another issue is if the taxpayer is bound by the arbitral award or he may still litigate his case in domestic courts. It seems that the OECD model and the EU take the latter approach. I prefer the other view, that the taxpayer should waive his rights to local judicial remedies at the time of initiating arbitration proceedings provided his rights are preserved and that the double taxation is eliminated.

It is my opinion that the desired norm ought to be that the competent authorities must refer the dispute to arbitration unless the  request is not justified on the face of it, e.g. the taxpayer pricing methods could not be justified under any internationally accepted pricing methods, or the initial application to the competent authority should be rejected because of strong state policy or international comity arguments, and such decision should be subject to judicial review (similar to the review of any administrative decision i.e. the competent authorities must act and exercise their discretion in good faith and within the range of reasonableness and proportionality according to acceptable standards of equality and justice.)
4. Bilateral Tax Treaties

In the past only few tax treaties included an arbitration clause, for example the German-Sweden tax treaty convention.
 Another example is The Germany-France tax treaty of 1959, as amended by the protocol of 1989, provides in article 25A, in reference to the mutual agreement procedure, that the competent authorities may appoint arbitration commission if they have not reached agreement within two years.
 Each country appoints a representative, and both representatives appoint a member of a third state who chairs the commission. The appointment process should be completed in three months; otherwise, appointments will be made by the Permanent Court of Arbitration. Substantive rules are also those of the tax treaty and international law, and the taxpayer has a right of representation. The decision is binding. 
Treaties containing an arbitration clause continue the same trend, providing that upon the taxpayer’s consent, a case may be submitted to binding arbitration, usually under the mutual agreement procedure. The treaties provide that the taxpayer has right of hearing. Also, although the decision lacks precedential effect, it may be published and will be taken into account in future competent authority issues involving the same taxpayer. The US-Mexico treaty of 1992 contains provisions such as these.
 It further prescribes that a protocol sets the procedures to be applied, including the requirement that the dispute will be submitted for arbitration if the competent authorities have not reached agreement within two years. Further procedures would be determined by the competent authorities. The substantive rules would be those of the treaty, “giving due consideration to domestic law” of the two states and the “principles of international law.”
 
A similar mechanism is contained in the US-Germany treaty of 1994
, which provides for procedures agreed upon through an exchange of notes. Again, the substantive rules are those of the treaty, giving due consideration to the domestic laws of both parties and the principles of international law. It is required that the decision be reasoned. Interestingly, the competent authorities may also submit a case to an independent commission in order to obtain an expert opinion instead of a decision.
 Under the protocol, entered into force on December 2007, a new mandatory and binding arbitration procedure under the mutual agreement clause was concluded. If the competent authorities do not reach an agreement after two years, the dispute should be submitted to a three-member panel. Each competent authority submits its "best offer" and a supporting document, and the panel must adopt one of the two offers within nine months after the appointment of the chair. The decision has no precedential value and is binding unless the taxpayer rejects it and there would be no further proceedings under the treaty.
 A similar provision exists in the new U.S.-Belgium double taxation treaty of 2007
, and the newly signed protocol to the Canada-U.S. Tax Convention of 2007.

These provisions, which are included in the aforementioned treaties or protocols, include compulsory arbitration under the "last best offer method". Under this method of arbitration the arbitration commission must accept one of two proposed offers determining the transfer pricing involved. This arbitration method is known as the "last best offer" or "baseball arbitration rule". Presumably, limiting the board’s choice to one of the two proposals will encourage each country to submit a reasonable proposal which will increase the chances it will be chosen.

Other earlier treaties, while including the arbitration alternative, lack express procedures. Thus, according to the 1992 US-Netherlands treaty
, the procedures are provided in a memorandum of understanding; however, these may be applied only when there is satisfactory experience with arbitration under the EC convention and the arbitration provision of the US-Germany treaty. 
The Israel-Ireland treaty of 1995 provides in article 25(5) that if the competent authorities fail to reach agreement, upon their and the taxpayer’s consent, the case may be submitted to binding arbitration. However the procedures are not specified and have not been established yet.

5. Conclusion

Compulsory arbitration as means of resolving double taxation disputes in general and transfer pricing issues of MNEs in particular, is gaining more support within the international community. This momentum is evident within the EU and the OECD, and in some bi-lateral double taxation treaties, and is expected to be included in additional treaties in the future.
Progress is being made with regard to transfer-pricing documentation aiming to reduce the number of conflicts. 
The arbitration mechanism requires improvements of its procedures and of its access to the MNEs in all sincere economic double taxation transfer pricing disputes, its relationship to domestic litigation, and that its ultimate goal would be to end the relevant conflicts. Thus, in my opinion that tax payer should waive his rights to local judicial remedies at the time of initiating the arbitration proceedings, provided that his procedural rights during the arbitration are preserved and that the double taxation is eliminated. 
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