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PORTUGAL

Cost Contribution Arrangements

Francisco de Sousa da Camara’

[. INTRODUCTION

Transfer pricing rules are currently being reviewed, both
legislatively and administratively.? Liberalization of the
Portuguese economy has brought new cases before the tax
authorities and ultimately to the tax courts. After the
important income tax reform at the end of the 1980s, it was
quickly understood that there was a need to rethink inter-
national tax policy and to initiate a different pattern that
would be more consistent with the Portuguese economy
and its status as an EU and OECD Member State.

The Portuguese Report of the Committee of Experts on
International Tax Issues (hereinafter: the Report), issued in
1999, has recommended adherence to the OECD Transfer
Pricing Guidelines (hereinafter: OECD Guidelines), as
well as the adoption of precise definitions of the terms
“associations of enterprises” and “special relationships”.?
In addition, other previous studies* and tax reports® pre-
sented to the Ministry of Finance alluded to the need to
accept the OECD Guidelines as a guiding light in the ori-
entation of future domestic legislation and the interpreta-
tion of conventional rules.

The recent income tax reform published at the end of 2000
significantly amended some concepts so that they are now
along OECD lines (e.g. the concepts of permanent estab-
lishment and transfer pricing methodology). Prior to this
tax reform, the key concepts for a tax adjustment (i.e. the
definition of a “special relationship”, the methods of eval-
uation to determine whether or not an operation or trans-
action satisfied the arm’s length principle, transfer pricing
documentation and the procedures for correlative adjust-
ments) did not exist or were not regulated issues. This gap
gave rise to discretionary decisions and to contradictory
court decisions, which not only bred distrust between the
tax authorities and taxpayers but also led to misunder-
standings and confusion of concepts within the transfer
pricing area.

Although it is expected that new regulations will reduce
the lack of clarity and the uncertainty in this field, one still
notices in the current rules the resonance of a source state
concerned with extending specific concepts (e.g. special
relationship or permanent establishment) beyond OECD
borders.®

Il. COST CONTRIBUTION ARRANGEMENTS
A. General approach

In spite of the specific recommendations contained in the
Report,” cost contributions arrangements (hereinafter:
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professor of international tax law at the Universidade Nova, Lisbon.

2. Law 30-G/2000 of 29 December 2000 amended Art. 37 of the Corporate

Income Tax Cede (hereinafter: CITC). More recently, on 26 April 2001, the

govenment decided to approve the new version of the CITC which was pub-

lished as an appendix to Decree Law 198/2001 of 3 July 2001. Currently, the
main transfer pricing rule (former Ast. 57 CITC) is foreseen ia Art. 58 CITC,

This new regime will become effective on 1 January 2002, Meanwhile, a rule to

be issued by the Ministry of Finance will be published to define the following

points:

—  whether or not the application of the methods to determine the transfer
price will apply to single transactions or 1o a series of transactions,

—  the type, nature and contents of transfer pricing documentation that tax-
payers must maintain in good order; and

- the proceedings applicable in the case of a correlative adjustment. -

3. The Report on the Tax Reform concerning International Tax Issues was

presented to the former Minister of Finance in March 1999 and is published in

Ciéncia Técnica Fiscal 395 (1999(3)), at 103-182. This Committee of Experts

was created and appointed by the Minister of Finance under Decision 7.135/98

of April 1998, published in the Official Gazette, I{ Série, 100, 30 April 1998,

4. Report of the Committee for the development of Tax Reform, Relatério da

Comissdo para o Desenvolvimento da Reforma Fiscal, Ministry of Finance,

(April 30, 1996), at 659-662.

5. Report on Transfer Pricing prepared by the tax authorities working group

in charge of preparing the amendments to be introduced in the Corporate Income

Tax Code (Lisbon: 1999).

6.  See the Report, CTF 395, at 158 et seq.; Arts. 5 and 58 CITC. In addition,

the principle of attraction of a permanent establishment was maintained in Art.

3°-(3) of the CITC to be applied in cases where these is no applicable treaty,

7. The Report recommended that Portuguese law should:

—  recognize that in the case of CCA meeting the requirements mentioned in
the OECD Guidelines, no withholding tax will apply in Portugal because
contributions are not income;

—  take the position that contributions based on a turnover criterion are valid
because the law should allow it to be deemed that the participant’s contri-
bution corresponds to the participant’s expected benefits from such
arrangements;

—  recognize that contributions are tax deductible in cases where the above
mentioned criteria are respected, considering that the participant will share
the results derived by the CCA owning a share of those results;

—  admit that a resident company that buys in to an existing CCA should be
allowed to deduct its contribution for tax purposes, recognizing this pay-
ment as a reimbursement taking in consideration that with this contribution
the buy-in company intends to buy a share in the resnlts derived by CCA;
and

—  apply the rules applicable to associated enterprises to CCAs.

One of the six members of the Commitiee of Experts on International Tax

Issues, also belonging to the Portuguese Center for Fiscal Studies (a public entity

that is part of the Ministry of Finance, hereinafter: CFS}, did not endorse this

recommendation, on the grounds that CCAs deserve more detailed treatment,

However, a Transfer Tax Committes organized from within the tax authorities

(consisting of only three members, one of whom is the above-mentioned CFS

member) recommended, ir line with the OECD Guidelines, that:

— tax law should contain particular provisions about the conditions of
deductibility of contributions made by companies under a CCA relating to
R&D,

- those conditions should be guided by the same criteria applicable to the
treatment of expenses of an identical nature (R&D) when the latter are
directly realized by the company and the contributions should be in a direct
proportion with the berefits connected with the right to use the resufts of
the projects to be developed;

~  the law should clarify that contributions made under a CCA are not tax
deductible when the taxpayer is making payments to the same company or
other group companies, explicitly or implicitly (e.g. included in the price of




216

NOVEMBER/DECEMBER 2001

CCAs) were not defined by law or administrative regula-
tions. Theoretically, the OECD concept of a CCA is, as a
rule, respected by all the relevant parties, namely the tax
anthorities, taxpayers and the courts. For this purpose, a
CCA is considered to be a framework agreed among busi-
ness enterprises to share the costs and risks of developing,
producing and obtaining assets, services or rights, and to
determine the nature and extent of the interest of each par-
ticipant in those assets, services or rights.

However, practice shows divergent approaches and inter-
pretations. In spite of Portuguese tax literature empha-
sizing the need to recognize CCAs within the OECD
Guidelines, in its absence there are numerous situations
where the tax authorifies and the tax courts have taken
divergent and contradictory positions on these issues.

In the author’s opinion, the main discussions have derived

from three principal factors:

— traditionally the tax authorities were not very well pre-
pared fo analyse and understand these very specialized
projects and taxpayers did not always provide clear
and detailed documentation translated into Por-
tuguese;

~ based on a “source state” concept, the tax authorities
particularly feared tax evasion by indirect transfers of
profits, namely through the use of aggressive transfer
pricing plans or other equivalent arrangements and,
not unusuvally, taxpayers were victims of the assimila-
tion of concepts by the tax authorities; and

— the existence of grey areas within this concept and the
completely divergent taxation of fees for services or
technical assistance and of royalties for know-how or
intellectval and industrial property, opened up the
potential for conflicts whenever things were not abso-
Jutely transparent and clear. Moreover, and apart from
withholding tax issues, problems arose with the
deductibility of such contributions.

One should bear in mind that although transfer pricing is
not an exact science, it is expected that “in a CCA each
participant’s proportionate share of the overall contribu-
tions to the arrangements will be consistent with the par-
ticipant’s proportionate share of the overall expected bene-
fits to be received under the arrangement...”.® Within this
context the tax authorities also discussed the right to
deduct those contributions as tax costs, assuming that they
were not indispensable for the creation of profits or gains,
or for the maintenance of the productive source of income.

B. Jurisprudence

Subsidiaries or branches of multinational companies are
often required by the parent or some other group company
to provide funds to meet costs incurred by the group in the
course of providing intra-group services or group research
and development (hereinafter: R&D). As a rule, these pay-
ments are not connected with specific services solely per-
formed for the benefit of the payer and may take the form
of a cost funding or a cost sharing agreement.’

Notwithstanding the existence of previous jurisprudence,
the tax court case concerning Shell International
Petroleum Company Limited and Ford Lusitana during the
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late 1980s and early 1990s motivated new interest in
CCAs and their tax treatment.'® Nevertheless, the main
discussions before the courts dealt with a reality slightly
different from that of CCAs and focused rather more on
intra-group services agreements, which involved commer-
cial intangibles such as know-how.

The tax treatment of know-how, technical assistance, ser-
vices or the refund of costs was (and still is) completely
different and such facts fuelled discussions, particularly
because the contractual clauses and complementary docu-
mentation and evidence did not seem clear enough to be
interpreted in the same way by the taxpayer and the tax
authorities.

In the end, in the last cases discussed in the Administrative
Supreme Court, the Portuguese subsidiaries of Shell and
Ford were unable to convince the tax authorities and the
Tax Court that they were merely refunding costs to other
members of the group that performed services and under-
took a research activity on behalf of several group com-
panies (including the Portuguese subsidiaries). Once the
taxpayer had failed to prove this (i.e. it was not shown that
a pre-CCA had been put in place), the discussion focused
on the classification of the payments as either fees for ser-
vices (or technical assistance) or royalties, taking into con-
sideration that the latter, contrary to the former, were sub-
ject to a withholding tax in Portugal. The facts in the
majority of Shell cases! brought before the Tax Courts
were as follows:'?

the acquired assets}, paying royalties by the use of assets or identical rights,
or with identical goals and nature to the ones that are the object of the CCA;
and
—  regulations should develop the minimum requirements for the tax
deductibility for tax purposes of sech contributions under a CCA, notably
the following: (L) the existence of a written agreement (translated into Por-
tuguese) that identifics all the participants, the activities and the specific
projects that are its object, and the duration of the CCA; (2) documentation.
connected with the methods to determine the contribution amounts and the
key under which the allocation is made among all the participants; (3} the
criteria to determine the expected benefits for each participant and the fore-
cast measures used in its quantification; and (4) the mechanisms of adjust-
ment of contributions among the participants, notably through buy-in,
compensatory and buy-out payments.
8. See Sec. 8.3. of Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations {Paris; QECD, 2001) (hereinafter: OECD Guidelines).
9. Cost contributions may take the form of payment of a proportion of the rel-
evant costs incurred by the parent or other entity, the proportion being based on,
for example, the relation between the turnover of the member and the total
turnover of the group as a whole (cost funding). Alternatively, the contribution
may be made under a fixed and detailed arrangement providing for the costs of,
e.g. specific research or development to be borne int a particular proportion by
the member companies concerned in return for specific benefits being made
available to them in proportion to their contribution {cost sharing). See Susan M.
Lyons (ed.), International Tax Glessary, 2nd ed. (Amsterdam: IBFD, 1992).
10.  Case Shell International Chemical Company Limited v. the tax authorities
(Fazenda Piblica), Appeal 11.935, Decision of 21 February 1990, Fisco 18/29
and Ford Lusitana, SARL v. the tax authorities (Fazenda Puiblica), Appeal
2.952, Decision of 9 November 1988, Ap. DR, at 58.
11.  The audit to Shell Portuguesa has shown that this company entered into an
agreement with Shel International Chemical Company Limited under which the
former made some payments to the latter during some years. The tax authorities
made a few additional assessments considering that payments made by Shell
Portuguesa to Shell International Chemical Company Limited should not be
characterized as a reimbursement of costs but as a payment of income, and the
fatter shiould be qualified as royalties and not as fees related to services rendered
by Shell International.
12, Currently fees related to services are also subject to withholding tax, unless
it is otherwise provided for under an applicable income tax treaty. The facts were
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— both companies (payer and payee) belonged to the
same group of companies and they had common inter-
ests;

- in order to have access to opinions, services and assis-
tance to be provided by the non-resident company
(Shell International), the Portuguese company (Shell
Portuguesa) signed a service agreement with the non-
resident company;

- in accordance with the contract signed within the Shell
Companies Group, the Portuguese company had to
pay to Shell International an annual amount corres-
ponding to a certain proportion of the total costs borne
by Shell International. Such proportion was calculated
taking in consideration the annual turnover of oil prod-
ucts obtained by each one of the companies that signed
such agreement;

— some amounts corresponded directly to costs incurred
with the development of some products and their
applications;

— Shell International received those amounts from the
different group companies spread over different coun-
tries in order to cover its own costs and expenses and
did not add any profit margin; and

— any patents or inventions that were available to Shell
Portuguesa without the need for any further payment.

Nevertheless, the Tax Courts concluded that the taxpayer

had not sufficiently proved that:'?

— payments merely corresponded to a specific refund of
expenses previously incurred by Shell International;

— there was a common fund of all the companies that
entered in such agreement; and

— know-how was not transmitted to Shell Portuguesa.

This decision was anticipated and followed by other deci-
sions where the Administrative Supreme Court (Tax Sec-
tion) did not recognize the existence of a CCA and quali-
fied the amounts paid abroad as royalties.

These cases unequivocally showed that the tax authorities
and the courts were not convinced that the Shell Por-
tuguesa proportional share of the overall contributions to
the arrangement were consistent with its share of the over-
all expected benefits to be received under the contact.

Although the costs were well identified, the benefits
received or expected to be received as the outcome of
R&D services were not precisely identified. Here, one
should recognize that the issue was not whether or not
intra-group services had in fact been provided. The facts
did not clearly identify the economic and commercial
advantages obtained by Shell Portuguesa, nor specify the
precise types of services or opinions rendered to the Shell
Portuguesa. Nevertheless, the tax authorities never dis-
cussed whether the intra-group services had been rendered
effectively or if the intra-group charge for such services
was in accordance with the arm’s length principle. The
moot point of discussion was only centered on the fact of
classifying the payment as a refund of a cost or as a roy-
alty.

In the end, the Supreme Court concluded, quite superfi-
cially, that these payments were intended to remunerate
know-how granted to Shell Portuguesa and, therefore,
should be characterized as royalties. Several decisions

© 2001 IBFD Publications BY

were then taken contradicting two previous decisions of
1976 and 1985 which held that such payments corre-
sponded to a mere refund of costs. This new judicial
approach prompted strong criticism and the development
of a new tax literature.'®

Critics raised two main objectives. First, regarding the
facts, they believed that although the facts were not clearly
evidenced, the court had also not attempted to clarify them
with persistence. In such an area, without precise facts it is
easy to go off target. Second, within the context of the
applicable law, one could also easily argue that OECD
Guidelines were not considered, that treaty provisions
were overridden by domestic provisions, and even that the
interpretation and application of domestic concepts of ser-
vices, technical assistance and know-how escaped a thor-
ough examination.

At least jurisprudence contributed in this case by helping
to identify the problems and by giving rise to discussion.

C. Tax treatment of CCAs

Early jurisprudence must not prevent multinationals and,
in particular, Portuguese subsidiaries, from entering in a
CCA, but certainly should lead them to appraise the situ-
ation with special attention. First, it seems crucial to dis-
tinguish a mere intra-group services agreement from a
CCA. Remuneration of effective or potential intra-group
services must be characterized in view of the services per-
formed which need to be identified and measured. At this
stage, it seems relevant to use the OECD Guidelines in
order to gain a clear picture of the issues. The Shell and
Ford cases showed, in the author’s opinion, that:

defined by the Tax Courts of first or second instances depending on the cases
and were mainly based on the written agreements signed between Shell Por-
tuguesa SA and Shell International Chemical Company Limited on 15 February
1963 or Shell Portugnesa and Shell International Petroleurn Company Limited
on 25 July 1969,

13, Shell International Chemical Company Limited v. the tax authorities
(Fazenda Publica), Appeal 59.413, Decision of 14 February 1989, CTF 354, at
257-272 (see in particular Paras. 9, 11 and 13); and Shell International
Petroleum Company Limited v. the tax authorities {Fazenda Piblica), Appeal
59.511, Decision of 23 May 1989, CTF 356, at 275-282 (see in particular pages
278 et seq.).

14.  The first two decisions accepting CCAs (Case Standard Eléctronica - Rec.
467, Decision of 19 May 1976, AD 179/1440; and Case Shell International
Company Limited Rec. 3,101, Decision of 13 November 1985, AD 291/291) and
their tax consequences (mainly, that the payments made abroad corresponded to
the reimbursement of costs and should not be classified as income) were contra-
dicted in several other cases decided in favour of the tax authorities that classi-
fied such payments as know-how. See e.g. a case brought by Shell International
Chemical Company Limited (Proc. 59.413, Decision of 14.2.1989, CTF 354/257
and Appeal 11.935, Decision of 21 February 1990, Fisco 18/29) and a case of
Ford Lusitana, SARL (Proc. 54.679 — Decision of 4 July 1984, CTF 313-315/453
and Appeal 2.952, Decision of 4 November 1987 Ap. D.R., at 761).

15.  Cases Standard Eléctronica, SARL and Shell International Company, Lim-
ited. (See the two decisions accepting CCAs mentioned in note 13.)

16. Very critical comments on the Administrative Supreme Court decisions of
21 PFebruary 1990 (Appeal 11.933) were immediately published. See Miguel
Teixeira de Abreu “Royalties e pagamentos de investigagdo ¢ pesquisa”, Fisco
18 (Match 1990). See also Willtam T. Cunaingham and Carlos Loureire, “Trata-
menio fiscal da imputagao a sociedades Portuguesas dos custos centralizados no
ambito de grupos multinacionais”, Fisco 50 (January 1993) (the first Portuguese
article on CCAs).
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—~ CCAs were not clearly identified; and

— intra-group service agreements including a research
element, where costs are shared, may not be character-
ized automatically as know-how agreements that give
rise to the payment of royalties.

Second, in the absence of specific domestic rules for
CCAs, one must rely on general legal provisions. The gen-
eral rule regarding business expenses 1s that a deduction is
allowed for all expenses necessary for the production of
taxable income or to maintain assets producing such
income. Items specified by the corporate income tax code
as being demonstrably indispensable for the creation of
profits or gains, or for the maintenance of the source of
such income include the foilowing:

— purchase or production costs for good or services on
revenue account, such as costs for materials, labour,
energy, other manufacturing, conservation or repairs;

~ administrative costs, including remunerations, subsi-
dies, pensions, or complementary retirement subsi-
dies, rents and fees; and

— costs of analyses, rationalization, research and consul-
tancy.

In a certain way it seems clear how the costs of an opera-
tion should be identified and segregated. So, following
this path, one must then determine whether or not these
payments correspond to the refund of a cost assumed by a
third entity. This means that one must clarify whether this
remuneration should be regarded as profit (or other
income — e.g. royalties) obtained by another entity or if it
was a mere refund of a CCA.

As are other OECD member countries, Portugal is encour-
aged to follow the OECD Guidelines in domestic transfer
pricing practices and in the interpretation of its own
domestic rules. In this context it is also to be expected that
the taxpayers and the tax authorities, being aware of the
OECD Guidelines, will make a joint effort to respect the
same principles. Having said this, it seems pertinent to
identify a CCA under the current domestic rules. Although
the OECD Guidelines should be observed, they also need
to respect the domestic rules. In addition, CCAs should be
as transparent and clear as possible in order to avoid mis-
understandings.

Within this context it is important to do the following:

~  define and identify the type of CCA, namely its object
and the main rights and obligations of each partici-
pant; :

— define and identify the Jegal and economic rights of
each participant and the criteria to determine the
expected benefits that are effectively attributed to each
participant, as well as the forecast measures in its
quantification. The allocation of contributions (as
adjusted for any balancing payments made among par-
ticipants) must be properly made, considering the
expectation of benefits to be received by each partici-
pant under the CCA;

— specify that compensation contributed by the partici-
pant is the benefit that it expects to derive from the
pooling of resources and skills;

— be able to show whether benefits were or were not
obtained under the CCA. After being in place for some
years, the tax authorities may indeed question whether
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the parties would continue with their participation in
the CCA if they had been independent enterprises;

— respect the OECD Guidelines (Chap. VII-C) in
applying the arm’s-length principle (namely to deter-
mine the amount of each participant’s contribution, to
determine whether or not the allocation is appropriate
and to determine the tax treatment of contributions and
balancing payments); and

~ pay attention to the entry, withdrawal or termination of
participation in a CCA, in particular any consideration
in the form of buy-in and buy-out payments and other
conditions and clauses that may be inserted in the
CCA.

All these elements should be evidenced by written agree-
ments (franslated into Portuguese in the case where it is
necessary to present such documents to the tax author-
ities), along with other documentation related to the R&D
activity (e.g. financial and economic statements connected
with the arm’s length methods). It is necessary to deter-
mine the coniribution amounts and the key under which
the allocation is made among all the participants, as well
as the criteria to determine the benefits already obtained
(at the time the audit is made) or the benefits that each par-
ticipant still expects to obtain in the future. As stressed in
the OECD Guidelines:

... prudent business management principles would lead the
participants to a CCA to prepare or to obtain materials about
the nature of the subject activity, the terms of the arrange-
ment, and its consistency with the arm’s length principle.
Implicit in this is that each participant should have full
access to the details of the activities to be conducted under
the CCA, projections on which the contributions are to be
made and expected benefits determined, and budgeted and
actual expenditures for the CCA activity. All this informa-
tion could be relevant and useful to tax administrations in
the context of a CCA and taxpayers should be prepared to
provide it upon request.'”

Although information to be presented to the tax authorities
depends on the specific facts and circumstances that relate
to each participant in the arrangement, the elements
described in Paras. 8.42 and 8.43 of the OECD Guidelines
should be scrutinized in detail when one intends to imple-
ment a CCA." Nevertheless, it is important to emphasize

17. OECD Guidelines, Para. 8.41.

18. The following information would be relevant and useful concerning the

initial terms of a CCA:

-~ alist of participants;

~  a list of other associated enterprises that will be involved with the CCA
aclivity or that are expected to exploit or use the results of the subject activ-
ity;

—  the scope of the activities and specific projects covered by the CCA;

the duration of the arrangement;

—  the manner in which participants’ proportionate shares or shares of
expected benefits are measured and any projections used in this determina-
tion;

—  the form and value of each participants’ initial contributions and a detailed
description of how accounting principles are applied consistently to all par-
ticipants in determining expenditures and the value of contributions;

~  the anticipated aflocation of responsibilities and tasks associated with the
CCA activity between participants and other enterprises;

- the procedures for and consequences of a participant entering or withdraw-
ing from the CCA and the termination of the CCA: and

~  any provisions for balancing payments or for adjusting the terms of the
arrangement to reflect changes the economic circumstances.

i
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once again the existence of the Portuguese CCA rules and

the fact that Portuguese jurisprudence is very contradic-

tory. In order to reduce the tax risks in Portugal, an inter-

national arrangement that involves a Portuguese partici-

pant should respect the OECD Guidelines in substance

and in form. At the same time, the Portuguese participant

should be able to show that:

— it is not remunerating know-how;

— payments correspond to a specific refund of expenses
and costs; and

— acommon fund of all the participants exists.

This proof should not only be based on a written agree-
ment but should also be supported by other documentation
available to each CCA participant."

Elimination of risks may also be achieved through the fil-
ing of a request for a binding ruling for the case at hand.
All facts should be described in order to allow the tax
authorities to give their express opinion, which, unfortu-
nately, may take more than one year to be granted. In the
case no answer is received within the term of six months
following the date in which the application is delivered,
the tax authorities are prevented from invoking and apply-
ing anti-avoidance measures to this operation, in the
future.?

1. VALUATION OF TRANSACTIONS BETWEEN
RELATED PARTIES

A. Possible adjustments

Transactions entered into between associated enterprises
or, more precisely, between entities related by special rela-
tionships, may be scrutinized by the tax authorities if it is
found that the same terms and conditions that would exist
between two independent entities in comparable transac-
tions were not respected. Up until now (2001), the follow-
ing four requirements were to have been met in order to
allow the application of transfer pricing rules:

— association of companies or entities with a commercial
or financial relationship different from that which
would have been established between independent
entities;

— special relationships between these entities;

— legal possibility to adjust taxable income; and

— identity of operations (the nature, as well as the en-
tities involved, the object, the circumstances and goals
to be achieved),

Nevertheless, tax law did not adopt an express and specific
definition of “associated enterprise”, nor did it define a
“special relationship” as part of the methods for evaluating
transactions. In addition, it also did not specify the type of
transfer pricing documentation that should be maintained.
This state of affairs increased disputes and uncertainty.

The income tax reform of 2001 amended the main transfer
pricing provision (under the CIT Code),* although this
regime will only apply to tax periods starting on or after 1
January 2002. The previous gaps were closed within very
restricted boundaries; although recognizing the use of
OECD concepts, it is also noticeable that several terms
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(namely the definition of “special relationship™} are unrec-
ognizable internationally. They are simply the product of
the recent Portuguese tax reform that is still rather
“extremist” in this regard.

B. Methods of evaluating transactions

In determining the terms and conditions that would nor-
mally apply between two independent entities, the tax-
payer should adopt a method or methods suitable to ensure
the highest level of comparability between the transactions
that take place and other substantially identical ones, in
normal market conditions or, in the absence of a special
relationship, taking into consideration factors such as the
characteristics of the goods, rights or services; the market
position, economic and financial situation, and business
strategy of the companies involved; the functions per-
formed by them; the assets used; and the share of risk. The
method or methods to be used should be:
— the comparable uncontrolied price method (CUP), the
resale price method, or the cost-plus method; or
— the profit-split method, the transactional net margin
method or another method, when the above three
methods cannot be applied or, alternatively, if they do
not result in the most reliable measure to obtain the
result that would be achieved between independent
entities.

C. Definition of the “special relationship”

A special relationship is deemed to exist between two enti-

ties in situations in which one of them may exercise,

directly or indirectly, a significant influence on the man-
agement decision of the other, which notably is considered
to happen between:

— an entity and its respective shareholders, as well as
their spouses, ascendants and descendants, which
hold, directly or indirectly, a participation of not less
than 10 per cent of shares or voting rights;

— entities in which the same shareholders, respective
spouses, ascendants or descendants hold, directly or
indirectly, a participation of not less than 10 per cent of
shares or voting rights;

~ an enfity and the members of its executive bodies,
namely the board of directors (whatever its title), the

Over the duration of a CCA term, it could be useful to specify the following

information:

- any change to the arrangement (e.g. in terms, participants, subject activity)
and the consequences of such change;

— & comparison between projections used to determine gxpected benefits
from the CCA activity with the actual results (with regard, however, to
Para. 1.51 of the Transfer Pricing Guidelines); and

- the annual expenditure incurred in conducting the CCA activity, the form
and value of each participant’s contributions made over the term of the
CCAs, and a detailed description of how the value of contributions is deter-
mined and how accounting principles are applied consistently to all partic-
ipants in determining expenditures and the value of contributions.

18, Inaddition, one should bear in mind the constraints and restrictions pointed

out by the Transfer Tax Committee. See note 6. If these issues are regulated,

either by law or administratively, it is possible that the mainstream will follow
that precise path.

20. Sec Arts. 68° General Tax Law and 63(8) Code on Tax Procedure and

Appeals.

21. Ar. 58 CITC.
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financial supervisory board, and the respective

spouses, ascendants and descendants;

— entities in which the majority of the members of the
board of directors or the financial supervisory board
are the same persons or, although different, are related
by reason of matrimony, legally recognized union or
direct descent;

— entities linked by a contract of subordination (where
the management of a company is subordinated to the
direction of another company, which may or may not
dominate the former), or a confract of parity (where
two or more companies dependent on neither each
other nor on other companies, create a group of com-
panies under an agreement by which they submit to a
sole and common management), or other contract of
equivalent effect;

— companies that are in a unified control (dominium)
relationship® as the latter is defined in the legal docu-
ments which impose the obligation to prepare and
publicize consolidated financial statements; and

— entities between which, because of the commercial,
financial, professional or legal relations that exist,
directly or indirectly established or practised, a situ-
ation of dependency exists in the exercise of the respec-
tive activities, namely in the following situations:

— the exercise of the activity of one entity depends
substantially on the licence of industrial or intel-
lectual property, or know-how, owned by the
other;

- the acquisition of raw materials or the access to
sales channels for goods, markets or services for
one entity depends substantially on the other;

— asubstantial part of the activity of one can only be
realized with the other or depends on the decision
of the other;

— the right to fix prices or take decisions of equiva-
lent economic effect, relating to goods or services
sold, rendered or acquired by one entity is, by con-
tractual imposition, dependent on the other entity;
and

— within the terms and conditions of their commer-
cial or legal relationship, one entity may influence
the management decisions of the other, as a result
of facts or circumstances outside the scope of a
commercial or professional relationship.

The application of the methods to determine the transfer
price, whether they apply to a single transaction or to a
series of transactions, as we'l as the type, nature and con-
tents of documentation to be provided, and the proceed-
ings applicable in the case of a correlative adjustment, will
be regulated by a rule to be issued by the Ministry of
Finance, which rule is expected to be published during
2001.

IV. CONTRIBUTIONS TO R&D PROJECTS

In the absence of CCA provisions, the conditions of
deductibility of contributions made by companies under
CCAs must follow general rules, although the contribu-
tions may also benefit from particular domestic R&D pro-
visions. Basically, if these expenses are directly realized
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by the companies, it is expected that such contributions
will be in direct proportion to the benefits connected with
the rights to use the results of the R&D.

The special tax regime concerning contributions to R&D
projects was created by Decree Law 292/1997 of 22 Octo-
ber 1997, which was recently amended by Decree Law
197/2001 of 29 June 2001.

An investment credit is available for resident entities and
Portuguese permanent establishments of non-resident
entities in respect of qualifying R&D expenses. The
amount creditable against the taxpayer’s CIT liability is
the sum of the basic investment tax credit equal to 20 per
cent of the qualifying expenses incurred plus an additional
credit equal to 50 per cent of the amount (limited to PTE
100 million) by which the qualifying costs for the relevant
year exceed the average R&D expenses incurred in the

two preceding years. Any unused investmnent tax credit

may be carried forward for six vears.

For purposes of this regime:

— research expenses (R) are those incurred by the tax-
payer for the purpose of acquiring new technical and
scientific knowledge, provided that such activities
take place within Portuguese territory; and

— development expenses (D) are those incurred by the
taxpayer for the purpose of exploiting research results
or other scientific or technical knowledge to discover
or improve raw materials, products, services, or manu-
facturing processes, provided that such activities take
place within Portuguese territory.

Among others, the following categories of expenses qual-
ify as R&D expenses, provided that the R&D activities
take place within Portuguese territory:

— acquisition of fixed assets (with the exception of
buildings) which are newly created or acquired and
directly related to R&DD activity;

- personnel expenses directly related to R&D tasks;

— management and directors’ expenses related to R&D,;

— operating expenses up to a maximum of 55 per cent of
personnel expenses;

— expenses incurred in connection with R&D contracts
signed with certain public entities;

— contributions of capital to R&D institutions;

— costs related to the registration and maintenance of
patents;

— certain patent acquisition costs; and

— expenses incurred from audits of R&D projects.

V. CONCLUSION

Despite several recommendations within the tax adminis-
tration itself, CCAs were not regulated either by law or by
rules when the new transfer pricing rules to be applied
from 1 January 2002 were published. In the absence of
specific legislation, general provisions concerning the
deductibility of costs and particular rules concerning R&D
projects should be respected as the main domestic guide-
lines.

22. See Art. 486° Portuguese Companies Code under the epigraph “Companies
under a unified control [dominium] relationship”.
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The concept of a CCA as defined and explained by the
OECD Guidelines is expected to be recognized and
respected by taxpayers, the tax authorities and the courts.
However, recent court decisions regarding CCAs are con-
tradictory both in terms of previous decisions and vis-a-vis
the international concepts themselves. Although some
decisions seemed to have arisen from factual or legal mis-
takes, others expressly recognize that taxpayers failed to
meet their burden of proof. In this context and bearing in
mind the mutual distrust between taxpayers and the tax
authorities, the ability to prove the facts that may allow
qualification of an arrangement as a CCA is crucial. Tax-
payers should be able to:
prove that the CCA respected both domestic and treaty
rules, namely those that allow qualification of the con-
tributions as deductible expenses or costs and not as
the remuneration of services, technical assistance or
royalties;

Cumulative Index

- explain the assimilation or similarity of these expenses
or costs with other R&D expenses that are recognized
within the Portuguese legal framework regarding spe-
cific incentives;

— show that the specific arrangement between the group
companies respected the arm’s length principle which
does not allow transfer pricing adjustments;

— prove that the CCA concept as it is explained and
developed by the OECD Guidelines was respected and
put in place effectively; and

-~ present the relevant documentation, including the type
of information mentioned in domestic rules and in
Paras. 8.42 and 8.43 of the OECD Guidelines, as trans-
lated into Portuguese.
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