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I

In the jargon of the tax executive of a United States corporation,
among the words of horror are "we have a section 482 problem."'

Section 482 is an in terrorem provision of the Internal Revenue Code
intended to give the Internal Revenue Service a tool to prevent tax
avoiding business manipulations between related corporations.' The
Service can use it to reallocate the income and deductions of two re-
lated corporations so that the net result, in theory at least, will be the
same as if the transactions were between entirely independent entities.
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1. INT. REv. Co DE op 1954, § 482, Allocation of Income and Deductions

Among Taxpayers.
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 in-
terests, the Secretary or his delegate may distribute, apportion, or allocate
gross income, deductions, credits, or allowances between or among such or-
ganizations, trades, or businesses, if he determines that such distribution,
apportionment, or allocation is necessary in order to prevent evasion of taxes
or clearly to reflect the income of any of such organizations, trades, or
businesses.
The Internal Revenue Code of 1954 is hereinafter cited as IRC and referred to

in text as the Internal Revenue Code or the Code. The Internal Revenue Service
may be sometimes identified only as the Service or the IRS.

2. Section 482 is not confined to corporations, but its application is usually in
the corporate field. Treas. Reg. § 1.482-1(a) (1) (1962, as amended, 1968).
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Nearly every country has provisions in its tax laws which are similar
to section 482 or achieves reallocation under the general rules relating
to the determination of income. 3  The authority to reallocate given to
the United States Internal Revenue Service is very broad, however,
and has been extended to a great variety of adjustments.4 The United
States apparently has more detailed guidelines for reallocation than
most other countries.5

There are numerous situations that might prompt a section 482
reallocation between a United States corporation and a related foreign
entity. For example, assume corporation X, a United States corpora-
tion, has a wholly owned foreign subsidiary Y. X sells its products to
independent distributors at cost plus 20 percent, while it sells them to
Y at cost plus 10 percent; or X sends its top sales personnel to assist
Y in merchandising the product and makes no charge to Y for this
service; or X loans Y a million dollars without any interest charge; or
X licenses Y to use patents owned by X without royalty. The result
of a section 482 reallocation in these situations may be additional net
income allocated to the United States corporation and additional
United States tax liability.

Although a provision for reallocation of income or deductions has
been in the Internal Revenue Code since the Revenue Act of 1928, it
was little used in the international field prior to the 1960's.6 Even
domestically the Service made comparatively little use of the section
after some early judicial opinions placed definite limits on its applica-
tion.7 This domestic neglect was reversed, however, after the Service
obtained some favorable decisions in the 1950's.1

Two factors brought about the increased attention to the question
of income and deduction allocation in international transactions. First,
in 1961 the Service started a more aggressive enforcement program
called the "International Enforcement Program" or the "Coordinated
Examination Program." Its purpose was to increase the level of volun-
tary compliance with the international transaction tax rules by an in-

3. StuRREY & TILLINGHAST, GENERAL REPORT, CAIERS DE Dnorr FISCAL INTER-
NATIONAL 1/7-10 (1971).

4. See, e.g., B. Foreman Co. v. United States, 453 F.2d 1144 (2d Cir. 1972)
(imputed interest income on loans made to controlled corporation allocated between
lenders).

5. Suvnnn & TILLINGHAST, GE.NERAL REPORT, CAMiERS DE DRorr FISCAL INTER-

NATONAL 1/10 (1971).
6. See Eli Lilly & Co. v. United States, 372 F.2d 990 (Ct. Cl. 1967); Young &

Rubicam, Inc. v. United States, 410 F.2d 1233 (Ct. Cl. 1969).
7. Tennessee-Arkansas Gravel Co. v. Commissioner, 112 F.2d 508 (6th Cir.

1940); Smith-Bridgman & Co., 16 T.C. 287 (1951).
8. Advance Machinery Exch., Inc., 196 F.2d 1006 (2d Cir. 1952); Aldon Homes,

Inc. v. Commissioner, 33 T.C. 582 (1959).
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tensive and extensive audit procedure that teamed a district agent with
an international specialist.9 The section 482 audit program now uses
this "team audit" concept extensively.10

The second factor was the change in United States policy towards
foreign investment in the early 1960's. Before 1961 the policy of the
national administration was to encourage United States nationals, both
individual and corporate, to invest in foreign country operations. When
the Kennedy administration took office, the increasing trade balance
deficit caused it to seek methods to stem the flow of capital from the
United States," and in 1962 the administration requested Congress to
make substantial changes in the Internal Revenue Code, in part to
achieve this purpose.' 2 The Treasury stated at the time that one of
its proposals would materially increase its ability to meet problems of
improper allocation of income and deductions between related organi-
zations which it contended had major effects on revenue. Although
the House adopted an amendment to section 482, that to some extent
fulfilled the Treasury request, it was rejected by the Senate and no
change was made in the section by the Revenue Act of 1962. The
House Committee stated, however, that the Treasury had sufficient
tools to meet the problems and encouraged it to promulgate new regu-
lations under section 482, "which would provide additional guidelines
and formulas for the allocation of income and deductions in cases in-
volving foreign income.""

The Treasury took this suggestion as a mandate to promulgate
very extensive new regulations calculated to function as guidelines for
transactions involving controlled entities.' 4 With these new regulations
as their basic weapon, the audit group that was first activated in 1961
had a potent tool for use in conjunction with the audit of international
transactions. With some limitations that will be discussed hereafter, 15

the new regulations were 'made fully retroactive.' 6 As a result, there

9. Thrower, Recent Developments in International Tax Administration and En-
forcement, 1 TAx ADvisOR 479, 482 (August 1970). In 1965 the Service also de-
centralized the responsibility for international transaction audits to the district level.

10. Id.
11. Slowinski, Federal Taxation and Foreign Policy, 20 U. FLA. L. REv. 489, 492

(1968).
12. Federal Tax System-Message from the President of the United States, 107

CONG. REc. 6456, 6458 (1961).
13. H.R. REP. No. 2508, 87th Cong. 2d Sess. 18-19 (1962).
14. Control, as defined for the purpose of Section 482, is extremely broad in-

cluding "any kind of control, direct or indirect, whether legally enforceable, and how-
ever exercisable or exercised. It is the reality of the control which is decisive, not its
form or the mode of its exercise." Treas. Reg. 1.482-1(a) (3) (1962), as amended,
1968).

15. See text accompanying notes 59-71 infra.
16. Rev. Proc. 64-54, 1964-2 Cum. BuTL. 1008, 1012,
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has been extensive use of this newly enunciated power of the Commis-
sioner. In 1968 there were approximately 1,000 cases involving pro-
posed adjustments under section 482, and the examining agents pro-
posed 886 adjustments out of 1,700 possible adjustments.17  Typical
of the adjustments proposed are those arising out of sales by a United
States parent to its foreign subsidiary when the sale by the parent is at
a different price from that charged to independent vendees. In such
a situation the examiner may determine that the price was not the
result of an arm's length transaction and propose an adjustment based
upon one of the formulae set forth in the section 482 regulations.

The simple and usual result of a section 482 adjustment is a
change in the Federal income tax paid by the United States organiza-
tion because its taxable income has increased or decreased. The re-
suits may be more complex and costly, however. For example, an
adjustment can mean the loss of the benefits of being a Western Hem-
isphere Trade Corporation by reducing the proportion of gross in-
come from sources outside the United States and within the Western
Hemisphere below the required 95 percent.18  An adjustment may also
have a material effect on the corporation by reason of the Internal
Revenue Code provisions dealing with controlled foreign corpora-
tions." Further, the Internal Revenue Service has taken the position
that when an adjustment under section 482 has been made, all cor-
relative adjustments must also be made, which may add substantial
complexity to the situation.20 The I.R.S. also may determine that a
constructive dividend was paid to a common related entity when
brother-sister corporations are involved.2 Finally, although not nec-
essarily the most costly, but in all probability the most irritating and
burdensome to the United States taxpayer, there is the possibility of
double taxation.

When an adjustment results, as it usually does, in increased United
States income tax, a correlative adjustment for the foreign entity may

17. Address by Robert T. Cole, International Tax Counsel, Treasury Depart-
ment, to the Los Angeles Bar Association, April 22, 1971. Discussion with attorneys
representing large corporations indicates that the revenue agent in the field pays only
lip service to the regulations and settles most cases on what would be termed a
"horsetrade" basis.

18. IRC § 921.
19. IRC §§ 954(b)(3)(4), 955(c)(1); O'Connor, Side Effects of Section 482

Can Be More Serious than Original Allocation, 31 J. TAxArsON 194, 194-96 (1969).
20. Treas. Reg. 1.482-1(d)(2) (1962, as amended, 1968); Rev. Proc. 65-31, 1965-1

Cum. BULL. 1024-26; Farber, The Less Developed Area of Correlative Adjustments
Under Section 482, 45 TAXES 811 (1967).

21. Rev. Rule 69-630, 1969-2 CuM. BuLL. 112; Jenks, Constructive Dividends
Resulting from Section 482 Adjustments, 24 TAx LAwYER 83 (1970).
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be difficult, and sometimes impossible,22 to obtain, which means that
the same income is taxed by both countries. The problem of double
taxation caused by section 482 reallocations is really only part of the
general problem of proper allocation of income and expenses between
related entities in different countries. The methods of double taxation
relief discussed in Part II are primarily aimed at this broader prob-
lem. For section 482 adjustments, however, the problem is even more
critical than in the typical international allocation situations because,
as noted above, it is usually an after-the-fact adjustment; the foreign
tax has already been paid and will not or cannot be refunded. Because
the income allocated to the foreign affiliate decreases while the tax
levied on it stays the same, the effective foreign tax rate may be close
to confiscatory.23 Of course, this confiscatory rate applies only to the
income that is reallocated among the related entities. This is not an in-
significant amount, however; in a recent year the income reallocated
to United States corporations is reported to have exceeded 250 million
dollars.24

The possibility of such a heavy tax impact is obviously an induce-
ment to conduct transactions among related entities on a strictly arm's-
length basis, and an argument can be made that those who fail to meet
that standard should do so at their own risk. If we look only at the
revenue-raising function of United States taxation of international op-
erations, such a position can easily be justified. However, this fails to
take into account the effect double taxation can have on the com-
petitive position of United States industries in the world market. Fur-
thermore, there is some merit to the argument that relief from United
States taxes that would result in double taxation could ultimately in-
crease the total United States tax revenue.

It is this writer's opinion, however, that there is no justification for
favorable tax treatment of foreign income. If the United States wishes
to subsidize foreign investment, the tax laws should not be the ve-
hicle. The goal in our examination of taxation of multinational busi-
ness should be to find a rational system under which United States
business operations in the international market can bear their fair share
of the taxes imposed by the concerned jurisdiction, and at the same
time preserve their ability to compete favorably with domestic or for-

22. This may occur when the adjustment is of an item which under the tax law or
administrative rules of the foreign country is not subject to a correlative adjustment.
Miller, Proposals for Amelioration of Section 482 Allocations Affecting U.S. Tax-
payers with Foreign Affiliates, 44 TAxEs 209, 214 (1966).

23. This problem is partially alleviated by the United States tax credit given for
foreign taxes paid. See text accompanying notes 28-34 supra.

24 Thrower, supra note 9.
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eign industry. The purpose of this Article is to examine the means
by which this end currently may be achieved after a section 482 reallo-
cation.

II

A BRMF SURVEY OF DOUBLE TAxTION RELIEF

The twentieth century brought a tremendous increase in interna-
tional economic activity. At the same time tax systems began to take
on layers of sophistication. The possibility of the same income being
taxed by two or more jurisdictions came to be a matter of concern to
both entrepreneurs and governments. 25  The easy solution was for a
country to take unilateral action for relief of double taxation. Another
solution was to endeavor to arrive at bilateral or multilateral agree-
ments limiting the jurisdiction of each country to tax specified cate-
gories of income or taxpayers.

Using the unilateral approach a country normally either exempted
foreign income or categories thereof from the measure of its tax, or
gave a credit against the tax liability owed it to the extent of the foreign
tax or some portion thereof. In the United States the exemption al-
ternative never received serious consideration because the global system
of taxation-taxing all income of citizens and residents regardless of
its geographic source2 0 -is too deeply ingrained in our tax system.2 7

The United States has consistently taken the position that although
the country of source has the right to tax income attributable to activi-
ties within or related to it, the income of United States citizens and
resident aliens is still subject to its taxing jurisdiction and must be in-
cluded in reportable gross income.

Since 1918, however, a tax credit for foreign taxes paid by United
States taxpayers has been in our tax code .2  The original tax credit
provision was unsophisticated by modern standards. Its basic defect

25. For a general discussion of the bases for asserting jurisdiction to tax, and
the problems involved when different jurisdictions apply inconsistent bases, see Bloch
& Heilemann, International Tax Relations, 55 YALE L.J. 1158 (1946); Norr, Juris-
diction to Tax and International Income, 17 TAx L. REv. 431 (1962).

26. The Internal Revenue Code contains some specific exemptions or exclu-
sions from this policy, e.g., IRC § 911, and a taxpayer may take a deduction for
foreign taxes, IRC § 275. This is done only infrequently by taxpayers.

27. The International Chamber of Commerce argues that an exemption, rather
than a tax credit, in the country of the taxpayer's residence is the only sure method of
avoiding double taxation of foreign source income owing to differences in the types of
taxes levied in the interested countries, and in the bases of assessment of income taxes,
and to the existence of subordinate taxing authorities. INTERNATIONAL CHAMBER OF
COMMERCE, AVOIDANCE OF DOUBLE TAXATION: EXEMPTION VERSUS TAX-CREDIT
MET HOD 6-7, 12-16 (1955).

28. Revenue Act of 1918, ch. 18, §§ 222(a)(1), 238(a), 40 Stat. 1073, 1080
(relating to individuals and corporations, respectively).
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was that it placed no limit on the amount of credit allowable, and a
taxpayer operating in a foreign country having a tax rate substan-
tially higher than that of the United States might obtain a credit that
would materially reduce or eliminate the United States tax on his do-
mestic income. This loophole was closed by amendments in 192129
and 1932.10 While the present version of the tax credit3 ' is in some
respects more liberal than the 1932 provision, it also provides limita-
tions against possible abuse.3 2

In some instances the tax credit is available to avoid the double
taxation impact that might result from a section 482 reallocation.
However, the effectiveness of the credit is curtailed by the limitations
on the amount of foreign taxes creditable against the United States
tax. 3 Under section 904 the credit is limited to that percentage of the
United States tax which the corporation's foreign income bears to its
worldwide income. If foreign income is ten percent of worldwide in-
come, the tax credit cannot be in excess of ten percent of the United
States tax computed before the credit. Moreover, the maximum cred-
itable rate is equal to the effective United States rate. If the actual
foreign tax rate or the effective rate after a section 482 reallocation is
greater than the United States rate, the foreign tax on the income will
not be completely creditable. Another limitation on the ameliorative
effect of the tax credit is the provision restricting the credit allowed
to corporate shareholders. 34  To get the credit, they must own at least
a ten percent interest in a foreign subsidiary, and the credit for foreign
taxes paid by the subsidiary cannot exceed the dividends received by
the parent from the subsidiary in the year of the credit.

Unilateral relief such as the tax credit is not the only available
remedy for double taxation, however. Unilateral relief means the
United States bears the entire burden of the alleviation of double taxa-
tion by allowing a credit for taxes paid to a foreign country regardless
of its determination of the status of the income involved. A more
equitable method would be the execution of bilateral or multilateral
agreements under which each country yields a portion of its power to
tax.

The consideration of bilateral or multilateral treaties as a means
of preventing double taxation of international business is not, of course,
a development incident to the fairly recent changes in enforcement of

29. Revenue Act of 1921, ch. 136, §§ 222(a)(5), 238(a), 42 Stat. 249, 258.
30. Revenue Act of 1932, ch. 209, § 131(b), 47 Stat. 211.
31. IRC §§ 901-06.
32. See generally Comment, The Limitless Limits of the Foreign Tax Credit,

45 WASm L. REv. 347 (1970).
33. IRC § 904.
34. IRC § 902.
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domestic law governing allocations of income and deductions. In the
1920's the interest of the League of Nations in the subject was stimu-
lated by the International Chamber of Commerce, and several League
committees studied the problem. 5 A model bilateral income tax con-
vention was drafted by the League Finance Committee and adopted
in 1928.36

The 1928 Model Bilateral Convention is of interest because of its
provisions concerning allocations among related taxpayers. Although
the Model Convention and those coming out of the League in 1943
(Mexico) and 1946 (London) were not widely accepted, they did es-
tablish a pattern of dealing with allocations among controlled entities
which has not changed materially since 1928. The 1928 Convention
contained provisions for agreement between the fiscal authorities in
each of the involved states to determine the appropriate division of
profits between the home office and the permanent foreign establish-
ment.37 Although during the debate on this provision the view was ex-
pressed that it should only be applicable when there were no appro-
priate accounts, this was rejected.38  The prevailing opinion in the Fi-
nance Committee was that reliance on accounts could lead to a uni-
lateral change by one country which might result in disagreement, and
that the best solution was to allow the fiscal authorities to agree to a
fair division of profits irrespective of the accounts. Although there
was some suggestion that the convention should specifically set forth the
rules of apportionment, the final decision was that these should be
worked out by a permanent organization.39

When the permanent Fiscal Committee of the League of Nations
considered allocations between the home office and its permanent es-
tablishment in another country, it decided the allocations should, as
far as possible, be determined on the basis of the books of account
with verification on the basis of local factors. Essentially, the concept
adopted was to allocate that income to the permanent foreign establish-
ment which it would have been expected to earn had it been an inde-
pendent entity.40 If accounts were not available, then the fiscal au-
thorities could allocate by comparison with the earnings of similar
enterprises within the state, or, if this were not feasible, on a multi-
factor formula similar to that presently used by many of the states in

35. A. EHRENZWEIG & F. KOCH, INCOME TAX TREATIES 6 (1950).
36. M. CARROLL, PREVENTION OF INTERNATIONAL DOUBLE TAXATION AND FISCAL

EVASION: Two DECADES OF PROGRESS UNDER THE LEAGUE OF NATIONS 21 (1939).
37. J. HERNDON, RELIEF FROM INTERNATIONAL INCOME TAXATION 203-04 (1932).
38. Id.
39. Id.
40. M. CARROLL, supra note 36, at 28-30.
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the United States to allocate income of a multi-state enterprise. 41  The
guiding principle was that the permanent foreign establishment was to
be treated as if it were an independent legal entity doing business with
the rest of the enterprise on an arm's-length basis.

The 1928 Convention also provided a procedure for adjudication
of disputes arising between the fiscal authorities of the two states.
Under this procedure the dispute was to be submitted to a technical
body to be appointed by the Council of the League of Nations. This
decision was not necessarily binding because the parties themselves
determined the extent to which they would be bound. They were also
free to pursue any other avenue of settlement, including taking the
matter before the Permanent Court of International Justice if it were
within the jurisdiction of that body.42

After the demise of the League of Nations, its work in the area
of double-taxation agreements wa's carried on by the Organization for
European Economic Cooperation (OEEC) through its Fiscal Commit-
tee. During the period 1958 to 1961 the Committee issued four
reports which together embodied a draft double-taxation convention.
In 1961 the Organisation for Economic Co-operation and Develop-
ment (OECD), which was the successor to the OEEC, adopted and
expanded the work previously done by the OEEC.43 Many of the new
articles in the OECD draft were concerned with the allocation of in-
come among related parties.

Article 7, paragraph 2 provides that income of a permanent es-
tablishment44 shall be computed on the basis of its being "a distinct

41. E.g., CAL. REv. & TAx CoDE §§ 25101-28 (West 1970).
42. J. HERNDON, supra note 37, at 226.

43. Kragen, Double Income Taxation Treaties: The OECD Draft, 52 CALIF.
L. REV. 306 (1964).

44. Id.
Article 5-Permanent Establishment.
1. For purposes of this Convention, the term "permanent establish-

ment" means a fixed place of business in which the business of the enterprise
is wholly or partly carried on.

2. The
a) place of management;
b) a branch;
c) an office;
d) a factory;
e) a workshop;
f) a mine, quarry or other place of extraction of natural resources;
g) a building site or construction or assembly project which exists

for more than twelve months.
3. The term "permanent establishment" shall not be deemed to in-

clude:
a) the use of facilities solely for the purpose of storage, display

or delivery of goods or merchandise belonging to the enterprise;
b) the maintenance of a stock of goods or merchandise belonging

to the enterprise solely for the purpose of storage, display or delivery;
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and separate enterprise engaged in the same or similar conditions and
dealing wholly independently with the enterprise of which it is a per-
manent establishment."'45 Paragraphs 3 and 4 of the same article
temper this somewhat by allowing an apportionment of total profits,
provided it is in accordance with the principles of the convention."0

Allocations among associated enterprises are covered by article
9 of the draft.1 The comment to this article4 s makes it clear that
rectification of the accounts is to be made only when they do not show
true taxable profits in the contracting state. The comment does not
state what "true taxable profits" are but, referring to the comment to
paragraph 2 of article 7,49 the standard to be applied should be that

c) the maintenance of a stock of goods or merchandise belonging
to the enterprise solely for the purpose of processing by another enter-
prise;

d) the maintenance of a fixed place of business solely for the pur-
pose of purchasing goods or merchandise, or for collecting information,
for the enterprise;

e) the maintenance of a fixed place of business solely for the pur-
pose of advertising, for the supply of information, for scientific research
or for similar activities which have a preparatory or auxiliary character,
for the enterprise.

ORGANISATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT, DRAFt DOUBLE TAXA-
TION CONVENTION ON INCOME AND CAprrAL 43-44 (1963) (Doc. C(63) 87) [herein-
after cited as OECD DRAFT].

45. Id. at 46.
46. 3. In the determination of the profits of a permanent establish-
ment, there shall be allowed as deductions expenses which are incurred for the
purposes of the permanent establishment including executive and general
administrative expenses so incurred, whether in the State in which the perma-
nent establishment is situated or elsewhere.

4. Insofar as it has been customary in a Contracting State to determine
the profits to be attributed to a permanent establishment on the basis of an
apportionment of the total profits of the enterprise to its various parts, noth-
ing in paragraph 2 shall preclude that Contracting State from determining the
profits to be taxed by such an apportionment as may be customary; the
method of apportionment adopted shall, however, be such that the result
shall be in accordance with the principles laid down in this article.

Id.
47. Article 9-Associated Enterprises

Where
a) an enterprise of a Contracting State participates directly or in-

directly 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 man-
agement, 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.

OECD DRAFT, supra note 44, at 47.
48. Id. at 93.
49. Id. at 82.
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of an independent and separate enterprise dealing with an unrelated
entity. Article 25"° sets forth a mutual agreement procedure for re-
solving disputes over the proper allocation of profits among associated
enterprises. Since this provision is very similar to the competent-
authority provision in most United States bilateral treaties, it will be
discussed below in the section dealing with the competent authority.51

During this period of development of model bilateral conventions,
most of the industrial countries of Western Europe and the United
States were involved in extended negotiations leading to the execution
and ratification of bilateral treaties. The United States is party to over
24 income tax treaties, while other countries, such as Sweden, have
executed many more. At the outset, the treaties entered into by the
United States were with nations of Western Europe, starting with
France in 1932.52 In the late 1960's the United States began its nego-
tiations for treaties with less developed nations, but this has been a
slow and frustrating process.

The question of allocation of profits has had only secondary con-
sideration in the treaties, however, as it did in the OECD Model Con-
vention, because the primary purpose of both has been to bring about
internationally accepted rules respecting the determination of the source
of income.5 3 A good example of the treatment of the allocation issue
in the United States treaties is found in the treaty with the United
Kingdom which served as a model for other conventions entered into
in the late 1940's and 1950's.54 The treaty provides for the allocation
to a permanent establishment of the profits which it would have earned
had it been an independent entity. The treaty also recognizes that if
the accounts are rectified in one state, a corresponding adjustment
should be made in the accounts of the enterprise in the other state.55

The treaty provides for the use of a multifactor formula as a method
of allocating profits in the absence of accounts.56 As for the allo-
cation of profits of controlled enterprises, article 4 of the United King-
dom treat 17 contains a provision which was quite similar to that found
in article 9 of the OECD draft.5 This provision is obviously in-
tended to place controlled taxpayers on a parity with independent enter-
prises. The early version of the treaty with the United Kingdom did not

50. Id. at 56.
51. See text accompanying notes 89 and 96 infra.
52. A. EmHNzwEiG & F. Kocn, supra note 35, at 12.
53. See Gordon, The Role of Tax Treaties, 43 TAXES 463, 465 (1965).
54. A. EHRENZWEiG & F. KocH, supra note 35.
55. F. KOCH, THE DoUBLE TAXATION CoNvENTIONs 64 (1947).
56. Id. at 65.
57. Id. at 66-67.
58. See note 47 supra.
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contain a requirement of correlative adjustments in the case of allo-
cation. The United Kingdom protocol of April 17, 1966 remedied this
by the insertion of a new article 20A. Substantially all of the income
tax treaties entered into by the United States now provide for fiscal
collaboration between the two countries to handle the various adjust-
ments which the application of the treaty provisions brings about.

Despite these various remedies for the avoidance of double taxa-
tion, the experience in the 1960's was that they did not meet the prob-
lem resulting from the increased application of section 482. In con-
sidering the possibility of additional unilateral relief, however, the In-
ternal Revenue Service was faced with a dilemma. The expanded
application of section 482 resulted in the collection of revenue to
which the Service believed the United States was entitled. In a sub-
stantial number of cases, however, the taxpayer was subjected to double
taxation, a result repugnant to both the taxpayer and, theoretically at
least, the Service. Either the other country involved refused to grant
a refund which it should have given, or its tax system made no provi-
sion for a refund.5 9 The Treasury had to choose whether to let the
chips fall where they might, give a full offset for any foreign tax that
was attributable to reallocated income, or take some compromise posi-
tion.

The Treasury chose a middle ground which it embodied in Reve-
nue Procedure 64-54.1° It recognized that the accelerated enforce-
ment of section 482 had resulted in additional tax for a substantial num-
ber of taxpayers whose allocations of income or deductions had been
arrived at in good faith and whose actions were not motivated by tax
considerations. Section 482 had not been enforced to any real extent
previously and there had been no guidelines for taxpayers to follow.
In fact, even after reallocations were beginning to be proposed by the
Internal Revenue Service, there were no published guidelines.

Revenue Procedure 64-54 attempted to deal with this situation
by providing an offset against the increased United States tax resulting
from the reallocation.61 The offset was to be "equal to the amount
by which the controlled foreign entity's foreign income tax liability
as actually determined exceeded the amount which would have been
determined to be such liability if the controlled foreign entity had

59. Tillinghast, The Position of the Treasury Regarding Section 482 Adjust-
ments and Relief Under Rev. Proc. 64-54, in INSTITUTE ON U.S. TAXATION OF FOREIGN
INCOME, INC., PROCEEDINGS 5, 9 (1965) [hereinafter cited as PROCEEDINGS].

60. 1964-2 Cum. BULL. 1008. See Ruocco, How to Take Full Advantage of the
Relief Available from Section 482 Allocations, 26 J. TAXATION 360 (1967).

61. Rev. Proc. 64-54, § 3.01, supra note 60, at 1009-10. Rev. Proc. 72-22,
1972 INT. Rnv. BULL. No. 13, at 25, provided that Rev. Proc. 64-54 is available when
the United States taxpayer is a controlled foreign corporation.
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originally treated the transactions giving rise to the section 482 allo-
cations in a manner consistent with the section 482 allocations." 62

This would be in excess of the United States tax liability in some
cases, but no refund was to be given in such situations. 3

Section 3.02 of Revenue Procedure 64-54 established several con-
ditions as prerequisites for the offset. The primary condition was a
written statement that "economic double taxation" had resulted from
the section 482 reallocation. The taxpayer was further required to
execute a closing agreement, as part of which he agreed to forego
claiming a tax credit for the amount of tax allowed as an offset, and
to pay to the United States any recovery of foreign taxes attributable
to the section 482 reallocation. 64

The revenue procedure also provided for what it termed "elimina-
tion of undue hardship."6 5 This was simply a statement by the Internal
Revenue Service that it would not make section 482 reallocations in
the following situations: interest on loans and advances, royalties for
the use of intangible assets, and allocation of overhead. The proce-
edure indicated certain exceptions to this abstention by the Service,
however. For example, if a controlling United States taxpayer bor-
rowed funds and incurred interest expense in lending the funds to the
controlled foreign entity, the special relief would not be available.66

Relief was also provided when the foreign affiliate, within 60 days
after the close of its taxable year, distributed to its shareholders as a
dividend 90 percent or more of its earnings for that yearY Although
a reallocation was not made for the purpose of increasing the United
States tax, it could be made, if necessary, for the purpose of computing
the allowable foreign tax credit under Internal Revenue Code section
904.

Another problem was the potential tax consequences of the trans-
fer of funds among the various entities to reflect section 482 alloca-
tions. Revenue Procedure 65-17 provided the method by which such
transfers could be made without further tax consequences.6 " The
procedure required the creation of an account receivable equal to the
amount of the allocation, less any offset allowed under section 3 of
Revenue Procedure 64-54 and any dividend adjustment made for the

62. Rev. Proc. 64-54, § 3.01, supra note 60, at 1008-09.
63. Because of the variety of situations in which the offset could arise, Rev.

Proc. 65-31, 1965-2 CuM. BULL. 1024, was issued setting forth the manner of com-
puting it.

64. Rev. Proc. 64-54, § 3.02, supra note 60, at 1009-10.
65. Rev. Proc. 64-54, § 4, supra note 60, at 1011-12.
66. Rev. Proc. 64-54, § 4.02, supra note 60, at 1012.
67. Rev. Proc. 64-54, § 4.02, supra note 60, at 1012.
68. 1965-1 Cum. BULL. 833.
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year of allocation, plus interest accrued on such account receivable.
This account receivable could then be paid within 90 days by a transfer
of funds, or by an accounting entry if there were offsetting debts, and
to the extent of any balance by an interest-bearing promissory note pay-
able at a fixed date. The interest was required to be such as would
be determined in an arm's-length transaction.

Revenue Procedure 65-17 also gave the taxpayer the option of
treating any dividends received from a foreign entity that was a
party to a section 482 allocation and which it had included in gross
income for the year of adjustment as a payment attributable to the allo-
cation. To that extent the taxpayer was permitted to amend the pre-
vious return. The amount which under this election was excluded
from gross income could not exceed the increase in gross income that
resulted from the allocation, less the amount of offset allowed under
Revenue Procedure 64-54. Moreover, to the extent that this amount
was excluded, it would no longer be treated as a dividend for any
federal income tax purpose.

It had been originally determined that the cut-off date under Rev-
enue Procedure 64-54 was to be December 31, 1962. In partial re-
sponse to criticism that consistency with the Treasury position as to
notice required that the relief be extended until issuance of the final
regulations,69 however, the Internal Revenue Service extended the
relief. This was done although the Service felt taxpayers had been
given notice by the attempted amendment of section 482 in 1961,70 be-
cause there had been substantial delay in issuing the proposed regula-
tions." The relief granted by Revenue Procedure 65-17 was appli-
cable in all cases arising for years prior to January 1, 1965 for which
taxable income was increased by the Internal Revenue Service under
the authority of section 482.71 For the years beginning after Decem-

69. One commentator argued that while taxpayers were alerted to the section
482 problem in 1962 when the Conference Committee on the Revenue Act of 1962
authorized the Commissioner to promulgate regulations, there could be no valid notice
as to the character of the section until final regulations were adopted. Kirrane, Ob-
servations on Revenue Procedure 64-54, 44 TAxEs 168, 172-73 (1966).

70. See text accompanying note 13 supra.
71. While Revenue Procedure 64-54 was responsive to the criticism that section

482 was being applied to certain transactions in a novel and retroactive manner, it
did not immunize all pre-1965 transactions from adjustment. The regulations had
always been clear in requiring an arm's length charge for services or merchandise,
thus sales and base company operations remained subject to the application of section
482. Remarks by Richard 0. Leongard, Jr., Special Assistant for International Tax
Affairs, U.S. Treasury Department, March 9, 1965 in Foreign Income-Section 482
Allocations, 115 TAX MANAGEMENT PoRTFouos, B-45, B-48 (1966).

72. Rev. Proc. 65-17, as amended, Rev. Proc. 65-17 Amendment 1, 1966-2
CuM. BULL. 1211.
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ber 31, 1964 the relief was only available if the Internal Revenue Serv-
ice determined the transactions or arrangements upon which the section
482 allocation was based did not have as one of the principal purposes
the avoidance of federal income taxes.7 As would be anticipated, the
relief provisions were not available for any period in which tax fraud
was involved.

In addition to the reasons already considered, other broad policy
considerations suggested the need for unilateral relief from double taxa-
tion. The Treasury was attempting to formulate the section 482 guide-
lines at the same time that a large number of deficiencies based on
section 482 reallocations were being proposed. Although an orderly
processing of these deficiencies was essential, avoidance of mass resist-
ance to the proposed regulations by the international business com-
munity was also important. The Treasury decided that this could best
be averted by foregoing nonessential adjustments, and only applying
section 482 to the extent of its previously developed guidelines. 74 This
approach was successful, and with the cooperation of the business com-
munity the deficiencies for the pre-1965 years were disposed of with a
minimum of conflict, and the new regulations were developed.75

As noted above, 76 this additional unilateral relief was limited in
duration. The Treasury's position, as stated by then Assistant Secre-
tary Stanley Surrey, was that "the limitation recognizes that a country
cannot continue to administer such section in this self-defeating man-
ner, for the continued allowance of the foreign tax offset would simply
mean that the United States would be yielding control over its allocation
problems to the allocation rules of foreign countries and the decisions
of their administrators.177  This quotation reflects the attitude of
United States tax administrators that other countries must share the ob-
ligation of making adjustments to avoid double taxation. There is

73. Among the factors to be considered by the IRS in making its determination
are the following: the amount of dividends received from the corporation which was
a party to the transaction giving rise to the allocation; whether there was a good
faith effort to comply with the regulations promulgated under section 482; the ex-
tent to which the transaction contravened these regulations; and the amount of income
taxes (in both countries) which resulted from the transaction. The relative weight of
the factors depends on the facts of each case. Rev. Proc. 65-17, § 3.02, supra
note 68, at 834.

74. Surrey, The United States Tax System and International Tax Relationships-
Current Developments 1965-1966 in TAx INSTITUT OF AMERICA, SYMPoSruM, TAX&-
TION OF FOREIGN IbcomP 256, 282-83 (1966).

75. Paul D. Seghers, President of the Institute on U.S. Taxation of Foreign In-
come, Inc., stated in a report dated September 16, 1966, that 70 percent of those mem-
bers of the Institute replying to a survey favored all the proposed regulations. Copy
of report bound in Stanford Law Library volume of PROCEEDINGS, supra note 59.

76. See text accompanying notes 69-73 supra.
77. Surrey, supra note 74, at 283.
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some indication that other countries agree with this position.78 At the
moment, the competent-authority concept derived from the mutual-
agreement clause contained in most bilateral treaties7" appears to offer
the most satisfactory approach.

The United States tax treaties generally have provided authority
for the administrative officials of one country to contact their opposite
numbers in the other country to develop an equitable solution of a
taxpayer's problems.80 Similar consultative provisions are also fre-
quently found in the grievance procedure articles of treaties.81 This
mutual agreement procedure provides a tool with which the competent
authorities of each state can explore the possibility of equitable solu-
tions to problems which the treaties cover only in general terms, while
preserving the sovereignty of each country in tax matters.82

Most of the United States treaties follow the wording of the
OECD draft as to the type of double taxation that will justify the initia-
tion of a claim under the competent-authority provision: "double tax-
ation contrary to the provisions of this Convention." '83 A few treaties
use the words "double taxation . . . in respect of any of the taxes to
which the present Convention relates." '84 Any apparent distinction in
the intended meanings of these two typical provisions may be illusory28

78. Unpublished remarks of Robert T. Cole, International Tax Counsel, Treas-
ury Department, April 23, 1971, at Boalt Hall School of Law, University of California
at Berkeley. See also Cole, supra note 17, at J-4, J-5.

79. The convention with Ireland is the only United States tax treaty not con-
taining such a provision.

80. Gordon, supra note 53, at 468-69.
81. E.g., Convention with the Commonwealth of Australia for the Avoidance of

Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on In-
come, May 14, 1953, art. xviii, [1953] 2 U.S.T. 2274, T.I.A.S. No. 2880 [hereinafter
cited as Australia]; Convention and Protocol with Sweden Respecting Double Taxa-
tion, March 23, 1939, art. xx, 54 Stat. 1759, T.S. No. 958 [hereinafter cited as
Sweden]. In the O.E.C.D. Draft and in many United States treaties the grievance
procedure is incorporated in the mutual agreement article. O.E.C.D. DRAir, supra
note 44, art. 25(1); Convention with the Kingdom of Belgium for the Avoidance
of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on
Income, October 28, 1948, art. 25(1), [1953] 2 U.S.T. 1647, T.I.A.S. No. 2833
[hereinafter cited as Belgium]; Convention with the Republic of Finland with Re-
spect to Taxes on Income and Property, March 6, 1970, art. 28, [1971] 1 U.S.T. 40,
T.I.A.S. No. 7042 [hereinafter cited as Finland]; Convention with the Federal Republic
of Germany for the Avoidance of Double Taxation with Respect to Taxes on Income,
July 22, 1954, art. xviii(1), [1954] 2 U.S.T. 2768, T.I.A.S. No. 3133 [hereinafter
cited as Germany].

82. Thrower, supra note 9, at 483.
83. S. ROBERTS & W. WARREN, U.S. INCOME TAXATION OF FOREIGN CORPORA-

TIONS AND NONRESIDENT ALIENS, IX-300 (1968) [hereinafter cited as ROBERTS &
WARREN].

84. Id. at IX-301.
85. Roberts and Warren state that the United States takes a position which ig-

nores the difference in terminology. Id. at IX-300-02.
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There is also some variation in the grievance procedure provisions,
some treaties requiring the occurrence of double taxation before it can
be invoked,80 while others allow the taxpayer to present his claim if
double taxation is likely to result from the activities of the tax authori-
ties.8

7

An examination of the consultation provisions indicates that even
without the broad language found in the Canadian and some other
treaties, they generally should be adequate to cover the problems arising
from section 482 reallocations. In the past, however, many countries
have been unwilling to negotiate claims of double taxation resulting
from a reallocation of income on the ground that it was not within the
purview of the consultation provision.88  It should be noted that the
commentary on article 25(2) of the OECD Draft makes it clear that
it was meant to cover cases of 482 type reallocations.8 9

The new double-taxation treaties which the United States has nego-
tiated contain a broad grant of authority to the competent authority
concerning allocations of income and the prevention of double taxation.
The competent-authority provision grants specific authority to agree to
allocation of income, deductions, credits, or allowances between a resi-
dent of one of the contracting states and any related person."0 Some
of the other treaties, such as those with New Zealand, Pakistan and the
United Kingdom, contain different language but, in effect, grant the
same authority to agree to allocations between an enterprise and its
permanent establishment, and among related entities.91

Of special interest and importance is the provision, contained in
seven of the United States treaties, that authorizes the competent au-

86. Convention with Canada for the Avoidance of Double Taxation, March 4,
1942, art. xvi, 56 Stat. 1399, T.S. No. 983; Sweden, supra note 81, art. xx.

87. E.g., Australia, supra note 81, art. xvii; Convention with Austria for the
Avoidance of Double Taxation, October 25, 1956, art. xvii, [1957] 2 U.S.T. 1699,
T.I.A.S. No. 3923; Belgium, supra note 81, art. 25(1); Convention with Japan for
the Avoidance of Double Taxation, April 16, 1954, art. xviii, [1955] 1 U.S.T. 149,
T.I.A.S. No. 3176.

88. Comment, The Competent Authority Concept in United States Tax Treaties,
2 Lkw & POL. INT'L Bus. 232, 247 (1970).

89. OECD DRAFT, supra note 44, at 155.
90. Belgium, supra note 81, art. 25(2); Convention with the French Republic

with Respect to Taxes on Income and Property, July 28, 1967, art. 25, [1968] 4
U.S.T. 5280, T.I.A.S. No. 6518 [hereinafter cited as France].

91. Convention with New Zealand Relating to Taxes on Income, March 16,
1948, art. xviii(1), [1951] 2 U.S.T. 2378, T.I.A.S. No. 2360; Convention with the
Government of Pakistan for the Avoidance of Double Taxation and the Prevention
of Fiscal Evasion with Respect to Taxes on Income, July 1, 1957, art. xvi(2),
[1959] 1 U.S.T. 984, T.I.A.S. No. 4232; Convention and Protocol with the United
Kingdom of Great Britain and Northern Ireland for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with respect to Taxes on Income, April 16,
1945, art. xxA(2), 60 Stat. 1377, T.I.A.S. No. 1546 [hereinafter cited as United
Kingdom].

15091972]



CALIFORNIA LAW REVIEW [Vol. 60:1493

thorities, if they reach an agreement on an allocation question, to ar-
range for the adjustment of income and a refund or credit of taxes. 2

This provision is also contained in two of the new treaties that are not
as yet in force.93 A responsible official of the Internal Revenue Service
has stated that the Treasury will seek to include an equivalent provision
in any new treaties and in any renegotiation of existing treaties,9 4 an
indication of the importance of the competent-authority provision as a
tool for the settlement of double-taxation problems. The provision has
been interpreted to permit the issuance of a refund or credit notwith-
standing procedural barriers, as, for example, the running of the statute
of limitations.95

A further advance in the settlement of double-taxation problems is
contained in the equivalent OECD Draft provision. Paragraph 3 of
article 25 gives the competent authorities the right to consult together
in an effort to eliminate double taxation even in cases that are not cov-
ered by the Convention. The commentary on this paragraph gives an
example of its application to a resident of a third state with a permanent
establishment in each contracting state. 6

Although prior to 1970 sixteen of the treaties to which the United
States is a party specifically gave the Treasury the power to engage with
foreign states in negotiations concerning appropriate allocations of in-
come, there was no definite procedure prescribed for presenting a
claim to the competent authority.97  The issuance of Revenue Proce-

92. Belgium, supra note 81, art. 25(4); Finland, supra note 81, art. 28(4);
France, supra note 90, art. 25; Germany, supra note 81, art. xvii(3); Convention with
the Kingdom of the Netherlands with Respect to Taxes on Income and Certain Other
Taxes, April 29, 1948, art. xxiv(2), 62 Stat. 1757, T.I.A.S. No. 1855; Convention
with the Government of Trinidad and Tobago for the Avoidance of Double Taxation
and the Prevention of Fiscal Evasion with Respect to Taxes on Income, and the En-
couragement of International Trade and Investment, January 9, 1970, art. 23(2),
[1971] 1 U.S.T. 164, T.I.A.S. No. 7047; United Kingdom, supra note 91, art. xxA(3)
and (4).

93. Convention with the Government of the United States of Brazil for the
Avoidance of Double Taxation with Respect to Taxes on Income, March 13, 1967,
art. 24(2), CCH TAX TRrATmS ff 827; Convention with the Government of Israel
for the Avoidance of Double Taxation of Income and for the Encouragement of
International Trade and Investment, June 29, 1965, art. 24, CCH TAx TAETms

4227.
94. Thrower, supra note 9, at 483.
95. U.S. Treasury, Technical Explanation by Treasury Department on the

Convention Between the United States and Belgium for the Avoidance of Double
Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income,
signed July 9, 1970, CCII TAx TRAT=nS 596 at 703-27.

96. OECD DRA_ r, supra note 44, at 156.
97. Comment, supra note 88, at 238, 244, 246; Aversa, International Tax

Allocations and Treaty Relief Through Competent Authority Procedures, 19 THE TAX
EX.Cunvn 15, 17 (1966).
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dure 70-18 filled this void.98 It gave taxpayers a definite statement
of the procedure for invoking the competent-authority provision of a
tax treaty and of the extent to which the competent authority would
take action in his behalf. The issuance of the ruling also gave notice
of the Treasury's interest in accepting taxpayer claims, and some sup-
port to the enunciated statement of the Treasury that in the international
business arena its function is to represent "United States taxpayers in
their relationships with foreign tax officials." 99

The Revenue Procedure modifies the location of the competent
authority within the Internal Revenue Service. The Assistant Commis-
sioner (Technical) remains the competent authority in matters con-
cerned with interpretation or application of tax treaties, but the Assist-
ant Commissioner (Compliance) replaces the Director of the Office
of International Operations in cases involving operating provisions.
The change has two effects: It upgrades the competent authority, put-
ting it at a level commensurate with that in most of the countries with
which we have treaties; and it assigns the authority to the office that
exercises functional control over the operating branch of the Internal
Revenue Service. The Assistant Commissioner (Compliance) is the
appropriate office of the Internal Revenue Service to exercise this func-
tion inasmuch as his office would process the case domestically, and,
in the event of a proposed allocation by a foreign country, the United
States correlative adjustment would be submitted to Internal Revenue
Service officials below the Assistant Commissioner (Compliance). 1°0

Revenue Procedure 70-18 sets forth the procedure to be followed
in a variety of situations. The Procedure, however, is applicable only
to cases involving an adjustment of income tax resulting from a reallo-
cation made between controlled entities under the internal law of one
of the contracting states.101 In the cases the competent authority ac-
cepts, he will seek to arrive at an agreement with the treaty partner
as to an allocation that reflects an arm's-length standard. 10 2

Section 5 of Revenue Procedure 70-18 sets forth the procedure to
be followed by the taxpayer if the United States proposes the allocation.
Normally, a written request must be filed before the statute of limita-
tions has run in the United States. If the statute of limitations has run
but the competent authority agrees to take the case, his activity will be

98. 1970-2 Cum. BULL. 493.
99. Cole, supra note 17. In personal conversation the Assistant Commissioner

(Compliance) indicated that there has been a very substantial increase in competent
authority references since the issuance of Rev. Proc. 70-18.

100. Cole, supra note 17.
101. Rev. Proc. 70-18, § 3.01, 1970-2 Ctr. BuLL. 494.
102. Rev. Proc. 70-18, § 3.02, 1970-2 Cum. BuLl. 494.
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limited to assistance in securing the appropriate correlative adjustment
in the foreign state. It has been noted previously'"8 that several United
States treaties contain a provision which, contrary to section 5.09, al-
lows use of the mutual-agreement procedure regardless of procedural
barriers. Moreover, section 4.08's similar limitation when the other
country proposes the allocation is not applicable when there is such a
treaty provision.10 4  The claim required by Revenue Procedure 70-18
should be filed after the case is sufficiently developed to warrant con-
sideration by the competent authority, and the taxpayer is still faced
with an unsatisfactory settlement of issues.

Among the items of information required by section 5.07 to be
included with the request for assistance is a statement of the actions
taken by the related foreign entity to secure an appropriate correlative
adjustment in its return and any requests for assistance it has directed
to the foreign competent authority. The taxpayer is also required to
submit a statement describing the extent to which he is willing to be
bound by any agreement reached by the competent authorities and his
willingness to enter into a closing agreement consistent with such agree-
ment.

The Procedure envisions that a taxpayer will pursue and exhaust
his administrative remedies before seeking judicial relief. The Treasury
policy is to encourage recourse to the competent authority before the
initiation of litigation. In cases that have already proceeded to court,
the competent authority will require the consent of the Chief Counsel
before accepting the case.10 5 If the case is accepted, the competent
authority may limit his intervention to the rendering of assistance,
rather than utilizing the full scope of his power by seeking a delay in
the judicial proceedings. In any case, the final decision on delaying
court action rests with the court in which the action was brought.

Section 4 of the Procedure provides for competent-authority relief
when a foreign country proposes the adjustment. The taxpayer should
file a request for assistance as soon as the facts have sufficiently de-
veloped, but in no event later than 90 days after the proposed adjust-
ments are formally communicated to the related person by the con-
cemed state.'06 In addition to the formal request, a claim for any
credit or refund that may be attributable to the proposed allocation
should be filed. As previously noted,10 7 the scope of the competent
authority's power depends on whether the year in question is still open,

103. See notes 92-95 supra and accompanying text.
104. Rev. Proc. 70-18, § 4.08, 1970-2 Cum. BULL. 496.
105. Rev. Proc. 70-18, § 5.06, 1970-2 CuM. BULL. 496.
106. Rev. Proc. 70-18, § 4.02, 1970-2 Cum. BuLL. 495.
107. See text accompanying notes 103-04 supra.
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unless there is a treaty provision which has the effect of waiving the
statute of limitations. When the statute of limitations is a considera-
tion, the refund or credit claim should be filed before the expiration
of the statutory period, stating the amount of information presently
known.10 8 The Procedure is silent as to the manner of filing for a
refund or credit in those cases not subject to the statute of limitations
because of the treaty provisions. Presumably the claim should be filed
with an adequate statement as to the circumstances, including refer-
ence to the appropriate treaty provisions. The Revenue Procedure
is quite explicit in stating that the claim or refund will be allowed only
to the extent determined by the mutual agreement or as otherwise
determined by the competent authority. 10 9 Section 4.06 states that the
decision of the United State's competent authority shall be final and
not subject to judicial review.

Among the remaining matters provided for in the Procedure, sec-
tion 6 states that related entities should be advised to take the necessary
action with the foreign taxing authorities. Section 8 states the relation-
ship of competent-authority relief provided by Revenue Procedure
65-17.1"' Since the relief provided by Revenue Procedure 65-17
must be requested in writing prior to the closing of action on the 482
issue, the relief must be requested prior to a closing agreement entered
into with the competent authority under section 4.03 of Revenue Pro-
cedure 65-31."' Section 9 gives the competent authority discretion in
accepting requests for relief. The competent authority will only retain
the case if the taxpayer is cooperative. A taxpayer can appeal a refusal
of assistance to a panel appointed by the Commissioner, but the deci-
sion of the panel is final.

There remains the question of when a case is sufficiently devel-
oped to justify implementing the competent-authority provisions. One
situation that meets the requirement is when the taxpayer and the Serv-
ice have agreed upon the amount of the adjustment, contingent on the
taxpayer's obtaining a correlative adjustment in the other concerned
state. Second, if there is a failure to agree and the taxpayer files a pro-
test and has made a reasonable attempt to reach a settlement at the
appellate division conference, the case is probably sufficiently ma-
ture for competent-authority consideration as well." 2  Some thought
has been given to amending Revenue Procedure 70-18 to require
that all unagreed cases go to the appellate level before competent-

108. Rev. Proc. 70-18, § 4.05, 1970-2 Cum. BuLL. 495.
109. Rev. Proc. 70-18, § 4.06, 1970-2 Cum. BuLL. 495-96.
110. 1965-1 Cum. BULL. 833.
111. 1965-2 Cum. BULL. 1036.
112. Cole, supra note 17.
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authority relief is available, 113 but no action in this regard has as yet
been taken.

m

ALTERNATIVE MEANS FOR AVOIDING DOUBLE TAXATION

Although the competent-authority procedure does afford some
relief in double-taxation situations, it is certainly not a complete solu-
tion. Relief is available only when the problem of double taxation
arises among entities in countries having a treaty providing for mutual
agreement. Even when treaty countries are concerned, the variation
in the powers given to the competent authorities may make the solution
of the problem difficult to achieve. A first step in making the com-
petent-authority procedure more useful would be to standardize the
provisions in all double-taxation treaties. Either through renegotiation
of the treaty provisions or by mutual agreement, the competent au-
thority should be given the power to relieve double taxation without
regard to procedural barriers. Some means should also be devised
to make the competent-authority procedure available even if the two
concerned countries do not have an income tax treaty. Presently in
such situations the cumbersome use of diplomatic channels is usually
required.

Another defect is the discretion given to the competent authority
to accept or reject a case. In the United States there has been some
attempt to restrict this arbitrary authority by providing in Revenue
Procedure 70-18 that rejection may be overruled by a review panel.
The procedure does not prescribe the composition of the panel, how-
ever, nor are there any appeal guidelines for the interested parties. Spe-
cific guidelines should be provided, such as those in Revenue Procedure
65-17, for determining whether relief should be available in post-De-
cember 31, 1964 cases." 4 There also should be a right of appeal to
judicial authorities on the sole issue of whether or not tax avoidance
was a principal motive behind the transaction giving rise to the alloca-
tion.

One clear weakness in any procedure that would force the com-
petent authority to accept a case he had previously rejected is the lack
of compulsion on him to reach a satisfactory accord with his counter-
part. The treaties generally imply a duty to attempt to reach an agree,
ment, but there is no means of recourse if the competent authorities do
not agree. Although the competent authority, as indicated in Revenue

113. Id.
114. Rev. Proc. 65-17, § 3, 1965-1 Cuz . BULL. 834, as amended, Rev. Proc. 65-17,

Amendment I, 1966-2 Cum. BuLL. 1211.
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Procedure 70-18, can take unilateral action without consultation with
his counterpart, this is only of assistance to the taxpayer when the
country taking the action has initiated the proposal. Further, in the
United States procedure, such unilateral actions are limited to those
situations where the Assistant Commissioner (Compliance) finds the
United States position unreasonable.

It is essential that the competent-authority function in the area
of allocations be improved. This can be done in various ways. One
would be to provide for rules of allocation in a protocol to the treaty.115

This probably would not be as flexible as if guidelines were set forth
in regulations promulgated under the treaty. The difficulty with such
guidelines, however, is the lack of uniformity that results if each of the
treaty countries would be free to promulgate guidelines under its own
interpretation of the treaty provision. This lack of uniformity would
be a substantial drawback to the orderly regulation of international
transactions.

Another possible solution would be a multilateral double income
tax convention containing a specific set of international rules of alloca-
tion.11 Professor Surrey suggested a similar uniform allocation provi-
sion for United States treatiesY.17 If a single master treaty were pro-
mulgated, it would be an effective vehicle to house the allocation guide-
lines. If it was not considered appropriate to have detailed guidelines
in a treaty, the problem could be handled by providing for guidelines
to be promulgated by the OECD or some similar body with changes or
variations to be made only by agreement of the concerned fiscal au-
thorities. This would allow for flexibility without the necessity of en-
gaging in the cumbersome procedures required for treaties. The OECD
has recognized that something of this character is needed in order to
obtain a wider measure of agreement on the rules for allocating or re-
allocating income to a permanent establishment or among related en-
terprises." 0

Another possible improvement would be to provide an adequate
remedy when the competent authorities are unable to agree as to the
proper allocation. A method for achieving this improvement was sug-
gested as early as the 1928 Draft Convention."" Subsequently, the
International Chamber of Commerce suggested that a provision be in-
corporated refering unsolved disputes to a conciliation commission or

115. See Gordon, The Role of Tax Treaties, 43 TAxBs 463, 469 (1965).
116. See, e.g., OECD DRAFT, supra note 44.
117. Surrey, The United States Tax System and International Tax Relationships,

43 TAxEs 6, 14 (1965).
118. OECD DRAFT, supra note 44, 1 54 at 27.
119. See text accompanying note 42 supra,
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to an arbitrator.1 20  The conciliation commission could be composed
of representatives of the competent authorities or of independent inter-
national tax experts. Under the ICC proposal direct recourse to the
conciliation commission would be available to the taxpayer if he
claimed to have been taxed contrary to the provisions of the treaty.
This latter remedy is of importance only if the competent authority
has discretionary power to accept or reject cases. The conciliation
commission should be available in all instances when the taxpayer has
been the subject of double taxation and the competent authorities have
failed to reach an agreement. It also should be available when the
taxpayer contends the competent authorities did not make diligent ef-
fort to eliminate the double taxation. If granting this jurisdiction
caused an overwhelming flood of matters to be brought before the
commission, a hearing officer system could be devised to screen the
appellants.

A variation of this suggestion is to create an International Tax
Court along the pattern of the World Court which would have juris-
diction to determine disputes of taxpayers who allegedly had been sub-
jected, or were threatened with being subjected, to double taxation
involving more than a single country. This suggestion has received
very little support from tax authorities and the difficulty of constituting
such a court makes adoption improbable.

A suggestion was made in the comments to article 25 of the OECD
Draft Convention that the OECD render opinions as to the interpreta-
tions of treaty provisions. 12 1 The comment argued that such a role for
the OECD would "make a valuable contribution to arriving at a desir-
able uniformity in the application of the provisions."' 22  In order to
implement such a procedure, there would have to be agreement on in-
ternational rules of allocation. If such an agreement is achieved, it will
be in large part through the efforts of the OECD Fiscal Committee,
which would then be in an ideal position to render interpretive opinions
relating to such rules.

There are few options other than those considered heretofore for
the avoidance of double taxation caused by reallocations. Unilateral
relief is, of course, an easy answer; but most countries believe, as does
the United States, that they should not bear the burden of double taxa-
tion alone.

One commentator has suggested a sort of international "hotch pot,"
with each country throwing in the double-taxation claims of its tax-

120. COMMISSION ON TAXATION, INTERNATIONAL CHAMBER OF COMMERCE, DOUBLE
TAxATION: SEITLEMENT or DIsPUTES 4 (1959).

121. OECD DRAFT, supra note 44, at 156.
122. Id.
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payers and then settling by trading their claims off against the claims
of other countries.1 23  He argues that double taxation should be con-
sidered to be a problem of countries, not taxpayers, and that if the
basic burden was put on the government a more zealous advocacy
would result. In the long run we would achieve greater uniformity in
allocation rules. This writer does not consider this "hotch pot" a work-
able solution, however. It ignores the nature of the taxpayer's activity
and the extent to which his own dealings have caused or aggravated
the double taxation. It is doubtful if such a proposal would do much
to bring about international rules of allocation or really alleviate the
difficulties engendered by the enforcement of allocation rules by an
individual country.

CONCLUSION

There is general unanimity on the proposition that double taxa-
tion should be prevented if possible. One cause of double taxation is
the reallocation of the income and expenses of related corporations by
the country in which one is located without a correlative adjustment
in the other country.

The competent-authority procedure has received the most support
of any suggestion for meeting the problem. Its success depends on the
diligent effort of the competent authorities in meeting the problem and
in exercising reasonableness in their conferences. In order to reach
the ultimate objective, uniformity of operation through the medium of
binational or multinational treaties, or by consistent internal procedures,
is essential.

A determined effort should be made to gain agreement by all
nations to a uniform system of rules of allocation. Furthermore, we will
need to have agreements on methods for enforcement of the rules.
There should also be an international body given the power to make
final determinations when the competent authorities are unable to
agree. When all this is accomplished, we will have taken giant steps
toward prevention of double taxation. In the meantime, the procedure
which the United States has e~tablished for invoking competent-authority
relief is a basis for further improvement.

123. Roberts, Avoiding Double Taxation-A Reorientation of the Role of Tax
Treaties, 18 THE TAx ExEcuxnv 7, 10 (1965).
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